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change. It may be that that is what is meant by items for which it 
has given, or is obligated to give, unconditional credit: I am not 
sure.

My thought is this: The unpaid balance on the books to the credit 
of a customer may be a conditional balance in whole or in part, unless 
the amount of items in process of collection is deducted. • Items in 
process of collection do not represent funds which could be employed 
to earn the insurance assessment. Depositors may protect them
selves, in case of the closing of the bank, by having payment stopped 
on items in process of collection. I f  the items are returned unpaid, 
they are charged back to the customer’s account, and the liabilities 
which must be met by the receiver are reduced by that amount. I f  
the items are paid, they provide the receiver with additions to the 
funds available when he took charge.

The principle of deducting from ledger balances, items in process 
of collection, is recognized when computing reserve requirements 
with the Federal Reserve bank. I f  the proportion of uncollected 
funds to total ledger balances were the same in all banks, this would 
not be an important point, as the inclusion or exclusion of these 
items would merely mean a change of the base and, consequently, of 
the rate of assessment. However, the proportions are not the same 
in different banks or classes of banks. It is therefore respectfully 
suggested that consideration should be given to basing the assess
ments on net realized deposits, as contemplated in computing Federal 
Reserve requirements, rather than on total ledger balances. It may 
be that that is what this means; I just cannot tell what is meant by 
the paragraph, as now drawn.

It may not be convenient to adjust it, but it seems to me that there 
is an inequality in requiring the pajunent of the assessment levied on 
secured deposits. ‘I recognize that this is a subject which might be 
discussed at very great length; but it seems to me to be particularly 
apparent that the trust funds deposited by a national bank with its 
own commercial department and secured under Federal statute by 
collateral deposited with the trust department, constitute funds for 
which complete security already has been provided under law, and 
without the need of any additional insurance fund for which an 
insurance premium or assessment should be paid.

Senator G lass. That is true of the deposit of Federal funds in a 
depository bank.

Mr. A llendoerfer. I do not want to take too much time on that 
point. It seemed to me that there was a particularly outstanding 
case where it was not necessary to provide insurance and to pay 
assessments to take care of them.

Page 9, line 17 and following: This paragraph reads:
The factors to be enumerated in the certificate required under subsection (e) 

and to he considered by the board of directors under subsection (f) shall be 
the following: The financial history and condition of the bank, the adequacy 
of its capital structure, its future earnings prospects, the general character of 
its management, the convenience and needs of the community to he served by 
the hank, and whether or not its corporate powers are consistent with the 
purposes of this section.
The new House bill, no. 7617, strikes out several of these factors. 
They make it read:

The factors shall be the financial condition of the bank and the adequacy of 
its capital structure.
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I believe that some of these things which are stricken out are 
considerations which the Corporation should have the power to pass 
on, before admitting additional members to the fund; and I believe 
that the original language should be restored. The safety of the 
fund must be safeguarded by the fullest care in the acquisition of 
new risks.

Senator C ouzens. Then, you favor the new language?
Mr. A llendoerfer. The old language. I  favor the original lan

guage of bill no. 5357.
Senator G lass. Which is also the language of the Senate bill; 

they have altered it in the House.
Senator Couzens. Yes; but the Senate language is the same as 

the old language. That is right.
Mr. A llendoerfer. Page 10, section 8 (h). line 3, rate of assess

ment. I have had the pleasure of reading the brief prepared for 
the benefit of this committee by Hon. Leo T. Crowley, chairman 
of the Board of the Federal Deposit Insurance Corporation. Mr. 
Crowley and his organization have done a superb job in creating 
the machinery through which the temporary insurance fund was 
set up and now operates. Their statistical department has made 
available information not previously compiled with reference to 
many points relating to the condition, earnings, expenses, and so 
forth, of banks, members of the Corporation, and particularly with 
reference to those banks which are members of the insurance fund 
but not members of the Federal Reserve Bank.

Senator G lass. I s that altogether true? Have not the statistics 
been constantly compiled by the Comptroller of the Currency and 
the Federal Reserve Board, and they have simply been made avail
able now, or made public, by the Federal Deposit Insurance Corpo
ration ? • .

Mr. A llendoerfer. Senator, so far as I have been able to find, the 
reports of the Comptroller and of the Federal Reserve Board have 
included data with reference to member banks of the Federal Re
serve Sj^stem. The Federal Deposit Insurance Corporation now has 
available only the recent data, and not the historical data, as to all 
of the banks, members of the Federal Deposit Insurance Corpora
tion, these being the former nonmember banks. And this informa
tion is quite helpful in many considerations.

However, even with their excellent work in the matter of data, 
it must be admitted that the statistics are of relatively little help in 
determining the losses which may be expected hereafter, and that the 
total of future losses must be largely a guess. What these losses will 
actually be, is very greatly influenced by further supervision under 
other additional powders granted by the Board of the Federal De
posit Insurance Corporation under sections of this bill. No one can 
say with any certainty that an annual assessment of one-sixteenth 
of 1 percent, or one-twelfth of 1 percent, or one-eighth of 1 percent of 
total deposits is the amount which will be required. Actuarial 
computations are dependable only on the assumption that facts 
which have prevailed in the past will continue in the future. It 
is not reasonable to believe that the facts with reference to losses, 
in recent years at least, will be continued. It seems to me, there
fore, that we should recognize that whatever rate of assessment is
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established at this time is purely experimental, and that it will take 
a number of years to determine, with any degree of accuracy, the 
required income to the insurance fund. Since this is true, wTe must 
then have in mind, in fixing the rate of assessment for the immedi
ate future, the capacity of the banks to pay that assessment; and 
this should be the determining factor in arriving at the maximum 
levy. I f  it is placed above the ability to earn and pay, the very 
liability for such assessment will tend to reduce, and perhaps impair, 
the solvency of many of the institutions, themselves.

Senator Couzens. Could we determine that, with any degree of 
uniformity ?

Mr. A llendoerfer. N o ; not on any data that I have been able to 
find.

Senator Couzens. So that, in fact, you cannot determine, when 
you draft this bill, whether the banks are going to be able to afford 
this ?

Mr. A llendoerfer. That is true; so that I feel that it should be at 
a minimum. I cannot support my position by statistics, Senator. 
But I do know it to be a fact that during the period since any statis
tics have been compiled and published, the earnings of banks have 
continued to decline abruptly.

Senator Couzens. But they have also had substantial amounts of 
money deposits.

Mr. A llendoerfer. I have a paragraph which I should like to 
present on that, if I may, a little later in the hearing.

Senator Couzens. Very well; proceed.
Mr. A llendoerfer. What is the capacity to pay, as it appears at 

this time? We are in a period of unequaled low earnings for banks. 
There are no indications of an improvement in these earnings for 
some time to come. The expenses of banks will be further increased 
by the contributions to social-security funds which will be called 
for by State or national legislation now under consideration, and 
which, I believe, in some States is already enacted into law. No 
saving in expense, which would impair proper banking service to the 
public, in order that the insurance assessment can be paid, should be 
permitted.

On page 23 of Mr. Crowley’s brief he indicates a deficit in net 
earnings of all national banks, reduced to an annual basis by com
puting from the results of the 6 months ending December 31, 1933. 
This he shows to be $1.81 per $1(X) of total deposits.

The table on page 112 of the Federal Reserve Bulletin for Feb
ruary 1935 would indicate a still greater deficit for all banks, mem
bers of the Federal Reserve System. I have not been able to find 
similar figures on all banks, members of the insurance fund; but it 
is very doubtful whether the deficit for all such banks would have 
been less than that just quoted. It has been stated bv public officials 
that there are additional charge-offs which must be made, represent
ing losses already recognized. In addition to this, there will be the 
inevitable current losses. The income of banks has been reduced 
acutely and increasingly since the period on which Mr. Crowley’s 
figures are based. And in that situation, when we add the addi
tional expenses which have been referred to, it must be inevitable 
that the wisest course for the present is to make the assessment rate 
at a low maximum and with some power in the board of the Federal
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Deposit Insurance Corporation to give recognition to prevailing 
conditions and adjust the rate below the maximum.

Senator T ownsend. Would you care to suggest the rate which you 
think would be proper ?

Mr. A llendoerfer. May I have just a minute? I do not mind 
being interrupted, but perhaps that is better referred to a little later.

Senator T ownsend. All right; proceed.
Mr. A llendcerfer. Whenever by reason of experience with a per

manent fund, a higher rate of assessment is indicated as proper and 
the earnings of banks have increased so that they can pay more, the 
board of directors of the Federal Deposit Insurance Corporation 
will, without doubt, present these facts to Congress and ask for an 
increase in the maximum. The original bill fixed the amount of 
the annual assessment at such part of one-twelfth of 1 percent as the 
board of directors of the Federal Deposit Insurance Corporation 
should consider necessary. The new Ilouse bill, no. 7617, fixes the 
assessment of one-eighth of 1 percent, mandatory. Personally, I 
believe the lower of these two figures will make it very difficult for 
many banks; and I am in favor of making the rate as low as one- 
sixteenth of 1 percent, if it must be mandatory. Certainly, the 
mandatory rate of one-eighth of 1 percent is clearly excessive.

Answering your question, Senator Townsend, I  think that one- 
twelfth of 1 percent, as the maximum, is the limit, on the maximum 
side. I f  there must be a mandatory minimum expressed, instead of 
leaving it entirely to the judgment of the directors of the Federal 
Deposit Insurance Corporation, within the maximum, I should say 
one-sixteenth of 1 percent mandatory, and up to one-twelfth of 1 
percent maximum, in the discretion of the Board.

While referring to Mr. Crowley’s brief, I  should like to make a 
comment on an incidental matter which I believe should be of inter
est. Without doubt, Congress had in mind, when the Banking Act 
of 1933 was enacted, that by a provision eliminating interest on 
demand deposits and establishing control for interest to be paid on 
time deposits, it would save the member banks an amount of money 
equal to that which they would be called upon to pay into the insur
ance fund. This provision about interest was a very wise one and 
has been very helpful to the banks, particularly in the months im
mediately following the passage of the bill. I believe power should 
be given to the Federal Deposit Insurance Corporation to control 
the interest to be paid by the nonmember banks belonging to the 
fund. As things have developed since the Banking Act of i933 was 
passed, it is apparent that the elimination of interest on demand 
deposits and the reduction of interest on time deposits would have 
been absolutely necessary even had there been no such legislation. 
And progressively since that time, rates have, of necessity, been re
duced and almost eliminated.

The particular point which I wish to make, however, is one which 
I think may have been overlooked by some, in the consideration of 
this subject. Banks carry accounts with other banks— the small 
banks with those in larger cities, and those in turn with banks in 
Reserve and central Reserve cities. When the payment of interest 
on demand deposits was prohibited, the resulting saving to banks 
was not paid by the general public alone, but was paid in a very 
large amount by those banks which had balances with the larger
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banks. In other words, the showing of reduction of total interest 
cost does not reflect the whole condition. On the other side of 
the ledger is a very large reduction in the amount of income to de
positing banks, which they formerly received on balances main
tained with their city correspondents.

I put in Saturday morning trying to find data which I could give 
vou, which would give a proof of the amount of that. I  could not 
find it; perhaps I have not been to the right place.

But without giving you an accurate estimate of the proportion of 
the total interest paid— which was, in turn, a loss to some other 
bank— we can say that it is a very substantial percentage of the 
amount which is frequently spoken of as being a net saving to the 
banking system as a whole. And the incomplete figures which I 
have been able to get from the Federal Reserve bulletins fully jus
tify, I think, the assertion that at least 30 percent of the apparent 
savings to banks have merely meant that another member of the 
“ family ” did not get it; and therefore, it was not a net saving to 
banks, as a whole.

Senator G lass. It seems to me that we have discussed this question 
solely with respect to the loss of savings to the banks, themselves.

However, there are approximately 40 millions of depositors in 
the time- and savings-deposits class. Do you not think they ought 
to have some consideration? They are not primarily investors. A  
very small percentage of them, if any at all, would know how to go 
on the stock exchange and buy a share of stock— either railroads, 
industrials, or any other description of stock. They merely deposit 
their savings in their local banks, with the expectation that they 
may draw them out at their convenience, when necessary. They are 
not investors.

Now, it has seemed to me that to rather arbitrarily cut the rate of 
interest to be paid to these 40 million depositors, is a matter which 
needs to be carefully considered, in their interest as well as in the 
interest of the banks.

Mr. A llendoerfer. Very well.
It is in the interest of the banks, if their interest is protected, 

Senator. And certainly the power of the Federal Reserve Board 
or the Federal Deposit Insurance Corporation, if granted to regu
late rates of interest on time deposits, should be exercised only to 
the point of restricting excessive rates, which lead to bad banking 
practices.

Senator G lass. And it has not been exercised either in the spirit 
or the text of the law.

We discussed this matter in our subcommittee, and we talked of 
it in our hearings on the Banking Act of 1933. And there was in
tended to be a uniform rate throughout the United States. We 
came to the conclusion that there was no more reason to have a uni
form rate of interest to be paid to depositors than there was to 
have a uniform rate of discount throughout the United States.

Mr. A llendoerfer. I think that is perfectly true.
Senator G lass. And I have not departed from that conclusion.
Mr. A llendoerfer. My expression here, as used in my memoran

dum and in my oral testimony, with reference to giving the power 
to the Directors of the Federal Deposit Insurance Corporation, to
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fix maximum rates of interest on time deposits, is only with the 
thought that that is a very important control over bad banking: in 
paying excessive rates of interest in order to have funds to use is not 
the best way for investment by the bank.

Page 10, line 24: A  date to determine the deposits upon which 
assessment is computed. The present act creating a permanent 
fund, and the bills introduced in the Senate and House, set particu
lar days which are to be used as a measuring stick of the deposit 
liability of the bank on which its assessments are to be based. It 
seems to me clear that any predetermined date for this purpose is 
a serious mistake. It will either result in very great inequality b} 
the dates being set, as they were set, at periods when certain banks 
will have large amounts of temporary deposits placed with them 
to meet dividend payments, payment of coupons, and so forth, or 
even if there is no attempt made by the banks themselves to control 
their deposits as of date of assessment, inequality will result by rea
son of natural fluctuations making these days far from the proper 
average deposits of particular banks. And the invitation is there 
to all banks to attempt to control their deposits on those assessment 
dates known in advance.

Senator G lass. Just as there is a great temptation for the indi
vidual depositors, in States where a tax is levied against deposits, 
to check out on the clay before the date, and to redeposit on the day 
after.

Mr. A llendoerfer . The methods possible in the use of these con
trols need not be discussed in detail, unless some member of the com
mittee wishes it. The new House bill, no. 7617, makes some changes 
in the date of assessment by saying that the total de]X)sits for assess
ment purposes shall be determined as of the close of business on one 
day in each of 3 or more months preceding January and July of 
each year. It seems to me that the ideal arrangement would be an 
average of the total deposits shown by the daily statement book of 
the bank over all the business days of each 6 months’ period; and I 
can think of no important reason why that method should not be 
used. It does not seem to me that the attempt to correct the matter, 
as expressed in the new House bill, includes enough days on which 
the average is to established. And if there are good reasons why 
the average shall not be that of all the business days within the 
period, then at least it should be based on the average of a consider
able number of days. The same error of establishing a predeter
mined date occurs in a minor matter on page 11. line 24. where the 
deposits of a bank becoming a new member of the fund are estab
lished, for the purpose of assessments, as being at the close of the 
fifteenth day after it becomes an insured bank— a predetermined 
date again.

On page 30, line 12 and following, is a provision under which a 
depositor in a closed bank has only 1 year in which to claim his 
benefits under the insurance fund. I believe this to be entirely too 
short a time. The new House bill extends this to 18 months: and 
it occurs to me that it might be made 24 months, as the assets of 
the closed bank are not likely to be fully liquidated before that length 
of time, and therefore those engaged in the liquidation of the bank 
would have to keep their books open and might very properly give 
all depositors the benefit of 24 months in claiming their benefits.

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



BANKING ACT OF 193 5 249
On page 34, line 13 and following, in the first sentence in that 

paragraph is a provision that the board of directors of the Federal 
Deposit Insurance Corporation shall gather information and data 
and make investigations and reports upon “ the organization, opera
tion, closing, reopening, reorganization, and consolidation of banks, 
banking practices and management, and the security of depositors 
and adequacy of service to borrowers.” The new House bill omits 
both this sentence and the following sentence, which provides for a 
report to Congress of the findings of the board of directors of the 
Corporation. It seems to me to be desirable that this Corporation 
do gather information and data and make this available by the pub
lishing of a report thereof.

Because, as we discussed a moment ago, that does not include data 
concerning the banks not members of the Federal Reserve System, 
on which we have not previously had consolidated information.

I would urgently recommend the omission of the words, however, 
in the last of the original paragraph, “ and the security of depositors 
and adequacy of service to borrowers.” The first phrase seems en
tirely unnecessary, as it covers only what is already provided for in 
many other ways. And the last phrase, “ adequacy of service to 
borrowers ” , seems to promise little which would be of substantial 
good, but rather to call for inquiry which can do nothing more than 
make mischief.

Senator Couzens. H ow do you mean “ make mischief” ? How 
would it make mischief?

Mr. A llendoerfer. Senator, we have had. during the last year, 
inquiry of the adequacy of service to borrowers— these inquiries be
ing of Federal agencies, that have made some reports, frequently of 
minor importance. I f  any good has been accomplished by that in
vestigation and report, I do not know what it is. That report sim
ply brought to light whether or not banks were refusing loans, and 
that recovery was being delayed because of their attitude.

It was then thrown open so that the R. F. C.. Mr. Jones’ Corpora
tion, and the Federal Reserve banks, themselves, could loan to bor
rowers who were not being taken care of by banks. And the extent 
to which that has been found useful is not a very great proportion 
of the needs of the borrowing public on the whole.

Senator Couzens. Are not your conclusions rather based on an 
unusual economic condition, rather than on a permanent law?

Mr. A llendoerfer. I do not want to seem to express any dis
satisfaction with the fact that it has been considered, and that the 
agencies have been set up to take care of loans which banks were not 
making. There has been a good job done on that.

But this requires that the Federal Deposit Insurance Corporation 
shall gather information and data continuously, and shall publish a 
report— make a report to Congress, which report shall be published.

Senator Couzens. But it does not mention any bank or any par
ticular locality. I suppose it would be done in general terms, just 
as the report of the Comptroller of the Currency is made in general 
terms.

Mr. A llendoerfer. That would depend on whether or not the Cor
poration felt that this put a charge on them to make a report to 
Congress regarding the adequacy of service to the public by banks. 
I cannot feel that that is important.
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Senator Glass. A s a matter of fact— and I am asking this ques
tion because I take infinite satisfaction in having once turned out to 
be a prophet— were not the legitimate requirements of industry 
vastly overestimated, for direct loans?

Mr. A l len d o erfer . I think the record so shows.
Senator Couzens. Let me ask this question: The restrictions for 

opening up new banks are rather strict. And assuming that there 
was only bank in a community, and that it was a monopoly, and 
autocratic, so that the people of that particular locality had to go 
to other cities to get their loans, because of the autocracy of the local 
banks, or the undue rigidity of their requirements, might it not be 
well to have some information as to that? Because I  can conceive 
that, under the proposed law, there will be greatly increased re
strictions on the opening up of new banks and the creating of 
competition.

Mr. A llen d o er fer . Senator, I still think that there is nothing but 
mischief in a charge on the Federal Deposit Insurance Corporation 
to investigate, continuously and annually, and to report upon the 
adequacy of service of the banking system— as a whole, and includ
ing all members of the Federal Deposit Insurance Corporation— to 
borrowers.

Senator Couzens. Well, we do not have to decide that among our
selves.

Senator Glass. After all, it is a matter of judgment. Some peo
ple think— and I do not mean anything personal— that the judg
ment of the Bureau, here in Washington, is vastly superior to the 
judgment of bank boards in the various localities throughout the 
country— just as they think that when a dollar is taken from the 
pocket of the taxpayer, and is brought here to Washington, it be
comes most sanctified, and is multiplied to several dollars.

Senator Couzens. In view of what the Senator from Virginia 
says, I suppose I  shall have to engage in some further controversy: 
I  think that the fact that an industry was able to go out from its 
community, and get the loan somewhere else, in some other com
munity, would be almost prima facie evidence that the particular 
bank refusing the loan was not supplying proper credit.

Senator Glass. Suppose that the bank did not hare the money to- 
lend ? It is not loaning its money, but the money of its depositors.

Senator Couzens. That can be determined.
Senator Glass. H ow can a bureau, here in Washington, determine 

that better than the people in the particular localities?
Senator Couzens. We do not ask them to determine that. W e ask 

them to bring in a report of the facts, and then we can decide it. 
However, we can decide that among ourselves.

Mr. A llendo erfer . Shall I go ahead?
Page 36, line 19 and following, reads:
Each insured bank shall provide such protection and indemnity against 

burglary, fidelity, and other similar insurable losses as the hoard of directors 
by regulation may require adequately to reimburse the bank for such losses.

The purpose of the paragraph is unquestionably sound. It seems 
to me that it is so worded that the directors of the Corporation have 
a charge upon them which it is next to impossible to fulfill.

The carrying of insurance, which in all cases would adequately 
reimburse the bank for losses, would mean the carrying of insurance
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on all cash, all securities owned by the bank, all collateral held by 
the bank to secure loans made by it— such insurance being against 
burglary and robbery— and a fidelity bond on each employee of- the 
bank of such size as to unquestionably adequately reimburse the bank 
for any possible defalcation, all of which would be so expensive as 
to be entirely beyond the demands of good business. The new House 
bill changes this sentence. Perhaps I  should read that. The change 
reads [reading] :

The Corporation may require any insured bank to provide protection and 
indemnity against burglary, defalcation, and other similar insurable losses.

Reasons for the change of the word “ fidelity ” to “ defalcation ” 
are obvious. It is a grammatical proposition there. My proposal 
for change in this wording, before I had read the new House bill, 
was as follows [reading] :

Each insured bank shall provide reasonable protection and indemnity against 
burglary, defalcation, and other similar insurable losses.

I prefer this to the language of the House bill, because it puts a 
charge on the banks themselves to provide protection without wait
ing for a requirement from the Corporation. The next sentence 
gives the Corporation power to see that this is done if they do not 
do it of their own accord.

With reference to title III , page 64, line 25, and following, 
reads-------

Senator C o u z e n s . Y ou are not going to deal with title II  at all? 
Is that it?

M r. A llen d o er fer . N o, sir. I  was under the im pression that it  
was not desired that those te stify in g  today should touch on title  II.

The C h a i r m a n . I would put it a little differently from that. The 
legislative committee of the American Bankers Association asked 
the chairman to summon these gentlemen to testify on titles I and III.

Mr. A llen d o er fer . That is a better expression of m y  under
standing.

Page 64, line 25, and following, reads:
In estimating the reserve balances required by this act, member banks may 

deduct from the amount of their gross demand deposits the amounts of bal
ances due from other banks (except Federal Reserve banks and foreign banks), 
including cash items with Federal Reserve banks and other banks in process 
of collection, checks on other banks in the same place, and exchanges for clear
ing houses.

The new House bill changes the last clause to read:
and cash items in process of collection payable immediately upon presentation 
in the United States, within the meaning of these terms as defined by the 
Federal Reserve Board.

I have no choice between the two expressions. I know the sub
ject has been up before, but I want to bring it up again with a sug
gestion that the deductions’ from gross demand deposits should 
include the amount of United States currency and coin on hand in 
the bank. There is some measure of unfairness to banks which are 
not located in Federal Reserve cities by reason of the fact that they 
must carry an amount of cash in their vaults for their daily needs, 
quite in excess of the proportion necessarily carried by banks in 
cities where Federal Reserve banks are located. Quite aside from 
the point of unfairness, I know of no real reason why cash in the
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vault should not be qualified as a deduction fully as much as a 
check on a remote bank, which is in the mails for collection.

On page 67, line 3: This is part of a long paragraph which gives 
to the Federal Reserve Board the power to limit by regulation the 
rate of interest which may be paid by member banks on time and 
savings deposits, and provides that every bank whose deposits are 
insured under the provisions of section 12B of this act (except 
mutual savings banks and Morris Plan banks which are not members 
of the Federal Reserve System) shall comply with the provisions of 
this paragraph and the paragraph immediately preceding and with 
the rules and regulations prescribed by the Federal Reserve Board. 
In this and some other sections of the bill and the present act it is 
exceedingly mystifying to me why mutual savings banks and Morris 
Plan banks are put on a different basis from other banks.

I do not argue against the attempt to set up a preferential rate 
or even a separate permanent insurance fund for mutual savings 
banks, but I cannot see the logic of including Morris Plan banks 
in the Federal Deposit Insurance Corporation, and exempting them 
from control as to the payment of interest on deposits. By the 
way, incidentally although nearly every other character of bank is 
specifically described in the early sections of title I giving definitions 
of what is meant by a member bank, nonmember bank, and so forth, 
there is no definition given of a “ Morris Plan bank.” Perhaps 
some members of the committee will understand better than I can, 
why preference should be given to corporations of that character.

Since I have written that, I have searched again through this bill. 
I may be wrong; it may be that if you got all of the clauses tied 
together, the Morris Plan banks would be under control of the 
Federal Deposit Insurance Corporation as to the rate of interest 
to be paid on deposits if the Federal Deposit Insurance Corporation 
is to be granted that power. But the clauses are just so confusing 
to me that I decided I would read that even if my comment is 
wrong, because this exception of the Morris Plan bank business all 
through here, I just cannot understand.

The Ch a ir m an . A s to the mutual savings banks, we need not 
give ourselves any concern, because they en bloc have declined to 
go into the Insurance Deposit Corporation, with a few exceptions.

Mr. A l len d o erfer . I do not want to argue the matter of mutual- 
savings banks, but in these exceptions, they are spoken of in the 
same breath all the way through.

The C h air m an . I was not arguing the question; I was just stating 
the fact. I never argue.

Mr. A llen d o er fer . Page 67, line 8, and following: This paragraph 
requires member banks to maintain the same reserves against de
posits of public moneys by the United States as they are required 
by this section to maintain against other deposits. At this time 
when all banks have an excess of reserves anyway, it does not matter 
much whether there is a requirement that reserves be maintained on 
Government funds or not. The present situation will not always be 
true. It does seem unnecessary to require that reserves be main
tained against deposits by the Government with member banks 
secured in full by the deposit of Government securities which are
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readily marketable, or usable as collateral, in case it is necessary 
to rely upon the securities to restore reserves when the deposit is 
withdrawn. Perhaps it is not a matter to make a serious complaint 
about, but it just seems to be an unnecessary and annoying require
ment which could be very well foregone.

On page 69, line 12: This is to amend a subsection of the Federal 
Reserve Act dealing with moneys borrowed by executive officers of 
banks from their own institutions. I  happen to have the good for
tune not to be indebted to the bank with which I am connected, nor 
have I ever been so indebted, and I speak without any personal or 
selfish motive. I do know, however, many bank officers who have 
been greatly worried and who have made substantial sacrifices in 
an attempt to get their paper paid by June 16 of this year as re
quired in the present act. The extension of the period during which 
such loans must be retired seems to me to be a very wise one indeed, 
and I hope this section at least can be hurried to enactment before 
the deadline of June 16.

The subject has been mentioned by Mr. Graettinger, and I think 
will be mentioned also by Mr. Andrew, as to the change proposed 
in the new House bill which will eliminate the requirement that 
State banks become members of the Federal Reserve System by 1937 
or some other date, in order to become members or to remain mem
bers of the Federal Deposit Insurance Corporation. I do not wish 
to speak on that paragraph.

Senator Couzens. Why?
Mr. A llen d o erfer . It is 20 minutes of 12, Senator, and I believe 

you adjourn at noon, and Mr. Andrew is to speak on that subject 
following me.

Senator Couzens. Have you any views about it yourself?
Mr. A llendoerfer. N o views that I would wish to present to the 

committee. I f  you are interested in my reasons, I will say to you 
that I had understood all the while that the}r were obliged to become 
members at some time of the Federal Reserve System.

Senator Couzens. I do not think that by July 1, 1937, they will.
Mr. A llendoerfer. I hope not. This new proposal that that 

requirement be eliminated leaves me trying to think about whether 
I am in favor of that, and I am confused about it, and so I  do not 
want to say anything in the record expressing an opinion about it.

Senator Couzens. Y ou just said, “ I hope not.” So I thought 
that was an opinion.

Mr. A l len d o erfer . By 1937, I said. However, I mentioned that 
because I do want to say that I believe that if the requirement of 
membership in the Federal Reserve System is retained, then it is 
proper to favor the modifications in requirements as to membership 
in the Federal Reserve System on capitalization which are proposed 
in this bill and practically modified in the House bill. I favor the 
liberalization of the capital requirements of State banks becoming 
members of the Federal Reserve System.

The Chairman. We are obliged to you, Mr. Allendoerfer.
(The witness withdrew from the committee table.)
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STATEMENT OF L. A. ANDREW, FORMERLY SUPERINTENDENT OF
BANKS, STATE OF IOW A; RECENTLY PRESIDENT OF THE STATE
BANK DIVISION OF THE AMERICAN BANKERS’ ASSOCIATION,
DES MOINES, IOWA

The C h a i r m a n . Mr. Andrew, we will be glad to have your views.
Mr. A n d r e w . Mr. Chairman and members of the committee, we 

wish to urge, first, the importance and the necessity of having legis
lation along the lines of titles I and III. I wish to speak particu
larly of the assessments on banks with regard to the F. D. I. C. fund. 
The smaller State banks have had the same troubles as the national 
banks in regard to earnings. A t the present time the earnings of 
all banks, both national and State, are practically negligible. The 
State bank members and the banks not members, in 1934, after 
charge-offs, showed a deficit in their undivided profit accounts. In 
the latest report of national banks for the 6 months ending December 
31, 1933, covering 5,159 banks, the deficit was $154,988,000.

It might be well to bring up at this time and press the importance 
of the number of State banks not members of the Federal Reserve 
System, their deposits, and the number of customers they have. 
From the latest reports published, it is revealed that 7.683 insured 
banks are not members of the Federal Reserve System. They have in
sured deposits of $3,580,000,000 and uninsured deposits of $1,363,- 
000,000. The ratio of their insured deposits to total deposits is 72.43. 
The depositors fully insured are 13,687,000. Nearly 14,000,000 peo
ple are doing business with banks outside of the Federal Reserve 
System at the present time. The ratio of fully insured deposits in 
nonmember banks to their total deposits is 99.1.

The State banks not members of the Federal Reserve System and 
their 14,000,000 customers are quite exorcised over the require
ment of becoming members of the Federal Reserve System by the 
set date. They feel that this requirement should be changed, either 
eliminated entirely or put at a later date, say, 1940.

I wish to bring respectfully two points to your attention on this 
subject. Those who have the best interests of the Federal Reserve 
System at heart might think, perhaps, that the requirement of put
ting such a large number of banks into the S}7stem, particularly 
with changed capital and other requirements, might not be of 
advantage to the Federal Reserve System itself. With unifi
cation of our banking system worked out very satisfactorily 
through the F. D. I. C., might it not be well, with the great changes 
now being talked of in the Federal Reserve System itself, and prob
ably put into legislation, to allow that to be worked out for a rea
sonable time before forcing nearly 8,000 banks into the System that 
are now out ?

The Chairman. Abolish the Federal Reserve System and turn 
them all over to the F. D. I. C. ?

Mr. A n d r e w . N o, Senator. Let each take its own place. The 
F. D. I. C. has a great obligation in working out this insurance fund 
satisfactorily. But here we have great changes proposed in the 
Federal Reserve System, by attempting to compel some 8,000 more 
banks to join the Federal Reserve System. A number of these banks, 
say 2.500, cannot qualify and their closing would create considerable 
disturbance in this country.
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1 want to call attention particularly to the kind of banks they 

are These are community banks. Their range of business seldom 
extends beyond a T-mile limit. They are the lifeblood of the com
munity in which they exist. They are just as important to Jones- 
viUe S  the Chase or the National City Bank is to New York, and 
they have the same relative importance to the people m die com
munity. They have taken care of their communities perhaps better 
than any other class of banks in the country. Although theie was 
quite a mortality among those banks, the total failures are no greater 
in proportion than in national banks or even m Federal Reserve

As regards the total of deposits in the System and. out of die Sys
tem, the proposed material changes as to the requirements 101 ad
mission, particularly as regards capital, are certainly necessary, pro
viding this compulsion is carried forward. But I think it would be 
well worthy of consideration at this time to question whether it is 
really necessary, with the other great changes going on, to force this 
large number of banks, with only a small proportion of the total 
business of the country, into what they consider an undesirable re
lationship.

The State banks already contribute 42 percent of the total assets 
of the Federal Reserve System. They have done their full share 
and will continue to join the System because, in our opinion, any 
bank doing a commercial business having deposits of a million dol
lars should belong to the System. As to the amount of assessments, 
with the large decrease in earnings it is going to be a great charge on 
these banks to stand one-eighth of 1 percent annually. With a bank 
of only $1,000,000 of deposits, this means $1,250. When 92 percent 
of them are losing money, that is quite a charge. It makes 21/2 
percent of the average capital of a bank of that size $50,000. W e  
believe that a limit of one twelfth of 1 percent annually would cover 
the situation quite satisfactorily; probably collectible semiannually.

W e believe in the building up of a substantial reserve fund; 
$500,000,000 has been suggested— because it is very evident to those 
of us who have worked in the regulation or supervision of banks 
that there will be losses and substantial losses as years go on; and 
if the F. D. I. C. is going to mean anything, it must mean the 
prompt payment of all losses as they occur.

This brings up also the fact in our minds that the F. D. I. C. 
board must be given greater powers in the regulation and super
vision of the banks that are insured. Personally I  am in favor of 
the examination of these insured banks being on a very strict basis.

Senator C o u z e n s . Y ou said a while ago that all banks with de
posits of a million dollars ought to be members of the Federal 
Reserve System. That is what you said, is it not ?

Mr. A ndrew. Yes.
Senator C o u z e n s . Would you approve of an amendment to the 

act requiring that?
Mr. A n d r e w . Yes, sir. I  think it might be a very good solution 

of that question. As a suggestion only, a plan might be worked 
out whereby insured State banks each having more than $1,000,000 in 
deposits would be compelled to join the Federal Reserve System as 
a condition of continued insurance in the Federal Deposit Insurance
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Corporation. This would bring into the Federal Reserve System 
over 900 insured State banks with total estimated deposits of 
$3,126,000,000. If such a plan should be followed it would eliminate 
compulsory membership for about 6,600 insured State banks with 
total deposits of approximately $1,800,000,000. The importance of 
firm regulation and firm examination of insured banks is something 
that cannot be overemphasized. Personally, I  believe it should be 
in large measure through the F. D. I. C.

There are one or two other small points that I wish to mention. 
Section 314, page 59 of S. 1715, permits the payment of dividends 
only after one-tenth of the net earnings for the preeeeding half year 
has been put into surplus. A  large number of banks declare divi
dends annually, and by having only one-tenth of the net earnings for 
6 months specified it would relieve them from putting aside one- 
tenth of their earnings for the full 12 months which is covered by 
the dividend. The wording might be changed to cover the period of 
the dividend.

The provision of the bill on page 49 in regard to real estate does 
not seem sound in a great many regards to those who have had ex
perience in the supervision of banks, and it should be at least 
restricted as regards territory.

I think that covers practically the suggestions that I wished to 
make, particularly as regards the size of the assessment and the 
necessity of the smaller nonmember banks being protected.

The Ch a ir m an . W e are greatly indebted to you for your testi
mony. and I assure you that we will give it consideration.

The committee stands adjourned until 10:30 o’clock tomorrow 
morning.

(Whereupon, at 12 o'clock noon, the committee adjourned until 
tomorrow, Tuesday, May 7, 1935, at 10:30 a. m.)
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BANKING ACT OF 1935

WEDNESDAY, MAY 8, 1935

U n it e d  S t at es  S e n a t e ,
S u b c o m m it t e e  of t h e  C o m m it t e e  o n

B a n k in g  a n d  C u r r e n c y ,
Washington, D. C.

The subcommittee met, pursuant to adjournment on Monday, May 
0, 1935, at 10: 30 a. m., in room 301, Senate Office Building, Senator 
Robert J. Bulkley presiding.

Present: Senators Glass (chairman of the subcommittee), Bulkley, 
Bankhead, Couzens, and Townsend.

Senator T o w n s e n d . Senator Bulkley, I  have some bankers from 
my State, who would like to give their views on S. 1715, the banking 
bill.

Senator B u l k l e y . Very well; we shall be g la d  to hear them.
Senator T o w n s e n d . The first gentleman who, I  think, desires to 

give his opinion, is Mr. Evans.
Senator B u l k l e y . Very well.
Mr. Evans, will you please give your name, and the name of your 

connection, to the reporter?

STATEMENT OF ELWYN EVANS, REPRESENTING THE CLEARING 
HOUSE BANKS, WILMINGTON, DEL.

Mr. E v a n s . I am appearing for the clearing house banks, at W il
mington, Del.

Senator T o w n s e n d . Y ou are appearing for the clearing house 
banks of Delaware?

Mr. E v a n s . The clearing-house banks of Wilmington, Del.
Senator B u l k l e y . Very well; we shall be glad to hear you.
Mr. E v a n s . My associates, Mr. Ridgely and Mr. Hughes, and my

self are appearing at the request and on behalf of a group of medium
sized banks in a medium-sized community, a group which has no 
desire to absorb its rural neighbors and which, on the other hand, 
does not desire to be absorbed by any metropolitan chain; a group 
whose vital interests are against any greater centralization than the 
irresistible exigencies of our times require, whether that centraliza
tion be localized in New York. Washington, or any other place. We 
honestly believe that we know the sentiments of that group and 
their customers.

My feeling is that the attitude of this group is typical of the 
attitude of the great majority of the banks of this country, outside 
the metropolitan centers, because our fundamental interests are
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identical. But whether or not this feeling is justified, you are in a 
better position to judge than I am. We purport to speak onty for 
ourselves.

Without exception, the severest criticisms which we hear are 
leveled against those portions of title II  which may be said to in
crease political influence over the Federal Reserve System. In order 
to be specific I shall call your attention to those portions.

Section 201 (a) exempts the governors of the various Federal Re
serve banks from the requirement that all class C directors “ shall 
have been for at least 2 years residents of the districts for which 
they are appointed.” In this provision our group sees the possibility 
of regional banks being ruled by emissaries from Washington— they 
may be good emissaries or they may be bad emissaries— but who, in 
any event, need not be sympathetic or even conversant with the 
needs and problems of the districts.

Section 201 (a) further provides that the governor of a Federal 
Reserve bank’s term as a class C director shall expire when he ceases 
to be governor, and that the governor shall be chosen annually by the 
board of directors, subject to the approval of the Federal Reserve 
Board. It also provides that the governor shall not be limited to two 
consecutive terms of 3 }^ears each, as in the case of the other directors. 
Section 203 (3) contains similar provisions with respect to the Gov
ernor of the Federal Reserve Board, but goes even further, in that it 
provides that his tenure of office shall be “ until the further order of 
the President.”

Our group thinks that these provisions mean one thing, and one 
thing only— which is that the key men of the Federal Reserve System, 
the men upon whom the responsibility for its actual operation de
volves, would hold office so long, but only so long, as they studied to 
please whatever political group happened to be in power.

It means not only a dictatorship over our whole banking and credit 
system but a dictatorship by influences whose primary concern is—  
and quite properly so— not banking but politics.

Having made certain this political dictatorship, the act then goes 
on to broaden the Federal Reserve System’s powers. Section 206 
provides that “ any Federal Reserve bank may make advances to a 
member bank on its promissory notes secured by any sound 
assets of such member bank.” We may be pardoned if we inquire: 
“ What are sound assets? How are they to be recognized and deter
mined? ” Many people, including bankers, back in 1927 and 1928 
invested in what were apparently sound assets, but which later turned 
out to be anything but sound— whence comes many of our present 
difficulties.

I f  this measure is enacted, there would be nothing to prevent any 
Federal Reserve bank from accepting any asset which it may be under
pressure to accept— unless, indeed, it be a stubborn and, I might add, 
highly unpolitical attitude on the part of the Federal Reserve officials, 
an attitude which the act does everything to discourage.

On the other hand, how are we, as practical bankers, going to 
know positively which of our assets are going to be accepted without 
question in the event of a crisis ?

Senator B u l k l e y . H o w  can you get away from the necessity of 
determining, every day. as a matter of judgment, what assets" are 
sound and what are not sound ?
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Mr. E vans. There is no question about it; you do have to determine 

that.
Senator B ulkley. And how can you get away from it?
Mr. E vans. There have to be checks and balances.
Senator B ulkley. But it is still presumed that they are going to 

be sound ?
Mr. E vans. It is still presumed that they are going to be sound. 

But that is a very difficult problem to determine.
Senator B ulkley. Of course. . . .
But it also helps, as a matter of judgment, to determine it; and it 

has to be exercised every day, does it not ?
Mr. E vans. There is no question about that.
But the trouble with this bill is that it makes too broad a classifi

cation. There ought to be some classification of what assets you can 
accept.

Senator B ulkley. A  limitation as to the purpose for which the 
loan is made does not make the assets any more sound, does it ?

Mr. E vans. Not the slightest.
But you can at least prescribe by law certain categories of assets.
Now, you can borrow from Federal Reserve banks secured by Gov

ernment bonds. And that is all right.
But there ought to be some other categories prescribed and not 

leave it wholly to the Federal Reserve Board to prescribe rules and 
regulations, or leave it to the judgment of the officers of the Federal 
Reserve banks.

It is vitally important for us to know whether we can: classify our 
assets as rediscountable or acceptable.

Senator B ulkley. But under existing law you can rediscount a 
piece of paper that is based on a commercial transaction?

Mr. E vans. Right.
Senator B ulkley. But it might be wholly unsound; and in that 

case the bank could reject it.
Mr. E vans. That is perfectly true.
Senator B ulkley. Then there still has to be judgment about 

whether or not it is sound ?
Mr. E vans. Oh, judgment has to be exercised.
But this just opens wide the door and says, “ any sound assets.”
Senator B ulkley. I take it that we have always had the require

ment of soundness, and that soundness is always a question of judg
ment, and as to which a banker may be wrong.

Mr. E vans. There is no question about that.
However, this is just one of those provisions by which the powers 

of the Federal Reserve System are widened, without any correspond
ing limitations put on them.

Now, there are other respects in which the powers are widened. 
For instance, section 208 removes the safeguards against an over
expansion of Federal Reserve notes which are contained in section 
1G of the Federal Reserve Act, and provides instead that Federal 
Reserve notes shall be secured by a first and paramount lien on all 
the assets of such bank. It seems to us that this substitution of a 
vague general lien for a specific pledge of assets makes it improbable 
that the size of the note issue will have any relationship to the re
quirements of industry and commerce.
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Section 208 further provides that Federal Reserve notes shall be 
issued and retired subject to such rules and regulations as the Fed
eral Reserve Board shall prescribe, and shall be legal tender for all 
purposes. I  do not need to dwell upon the limitless possibilities of 
this provision as an easy and somewhat obscure method of financing 
our ever-mounting budgetary deficits. It is interesting to note, how
ever, that even during the days of the inflation, the French Chamber 
of Deputies thought it wise to impose some statutory limits upon 
the note issues of the Bank of France.

Senator B ulkley. I am interested in what you say about the Bank 
of France.

May I ask if you are suggesting that there should be a limitation by 
law as to the amount of notes to be issued by the Federal Reserve 
banks?

Mr. E vans. That is one device to prevent overissue.
They provide for a redemption fund of 5 percent. But the only 

limitation here is 40 percent in gold certificates reserve behind the 
note issue. Every other limitation is removed.

And Governor Eccles, in the statement that he has put out with 
respect to this bill, himself acknowledges that we would be in a period 
of dangerous inflation long before that limitation would be reached.

Then, take the matter of power to vary those member banks’ reserve 
requirements; why, the Federal Reserve Board would say that every 
bank must maintain 100-percent reserves against all deposits. For 
section 209 gives the Federal Reserve Board power to vary member- 
bank reserve requirements at w ill; there is no limitation. It is even 
possible to impose the most drastic requirement upon only one bank 
or group of banks as a purely punitive measure. It is needless to say 
that if these possibilities are availed of it would mean the end o*f 
banking as we understand it. Section 205 creates a Federal Open 
Market Committee in such a way as to make certain that it will not be 
independent of political control, while section 207 removes all restric
tions as to the kinds of Government obligations it can deal in.

The people of our community and State— bankers, business men, 
and everyone else we know of— who have taken the trouble to become 
informed about this bill, are practically unanimous in their con
demnation of these unrestricted and sweeping powers. I cannot 
say whether or not they would approve these if the element of politi
cal domination were removed from the bill. I suspect serious doubts 
on their part as to the wisdom of granting such sweeping powers to 
any group of men, however chosen, without the most effective scheme 
of checks and balances.

Senator B ulkley. What is your suggestion as to this bill?
Mr. E vans. I have not worked out definite suggestions; but it 

certainly ought to be easy to work out such limitations.
The expansion of powers is the least objectionable feature of the 

bill.
It seems to us, however, that a judicious system of checks and 

balances ought to be worked out.
Senator T ownsend. D o you care to work out a definite proposal 

along that line and submit it later?
Mr. E vans. I have no objection to doing that.
Senator B ulkley. I  think that we would be interested to know 

what you think of as an acceptable alternative, inasmuch as you
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think there should be some acceptable increase of the powers of the 
Federal Reserve Board.

Mr. E vans. I think the element of political control is the most 
vicious element, I  think it is necessary to safeguard our banking 
system by a judicious system of control.

Senator B ulkley . W hat do you suggest as an alternative to what 
you call “ political control ” ?

Mr. E vans. The elimination of the provisions to which I called 
attention: First of all, the approval by the Federal Reserve Board 
of the selection of the governors of the banks. I do not think that is 
necessary; I think that is a key place where the political domination 
from the head of the system is brought to bear on member banks.

Secondly, the Governor of the Federal Reserve Board practically 
holds office at the pleasure of the President. And Governor Eccles 
has pointed out, in this memorandum, a very interesting device that, 
I confess, had not occurred to me before: That the President of the 
United States, when he wanted to remove the whole Federal Reserve 
Board, could designate each member, in turn, as Governor of the 
Federal Reserve Board, and remove him tomorrow.

Governor Eccles says he does not think there is a>ny danger of that. 
But the bill does not provide that the member of the Federal Reserve 
Board must accept the appointment of Governor; but it simply says 
that the President may appoint him— and then, the next day, the 
President can remove him.

Now, I am fully aware that many of the proponents of this measure 
will frankly admit all of the features of title II to which we object, 
and justify them as a necessary part of their political and economic 
philosophy. The most intelligent expression of this viewpoint that 
I have heard was made by Governor Eccles in his Lincoln’s Birthday 
speech to the Ohio Bankers’ Association. He says— quoting from his 
speech:

There is no political or economic power more charged with the general social 
interest than the power to increase or decrease the supply of money. I f  the 
sovereign authority delegates this power to a particular group or class in the 
community, as it has done in large part in this country, it divests itself of a 
part of its effective sovereignty. It is my personal conviction that our system of 
broad political representation, faulty as it may be, constitutes a better guarantee 
that the general interest will be served than would control by a group of indi
viduals chosen, let us say, entirely by bankers or business leaders.

Senator B u l k l e y . D o you take issue with that?
Mr. E vans. I do.
I realize the futility of argument when it comes to any man’s 

broad philosophical viewpoint, I will say, however, that our group 
does not believe that political dictatorship over banking and credit 
is a good thing nor does it believe that the American people in the 
long run will think it is a good thing.

Senator B u l k l e y . In your use of terms, now, is there a difference 
between political dictatorship and governmental control?

Mr. E vans. Yes; there is.
Senator B u l k l e y . W ill you develop that a little? I should like 

to make sure of the particular sense in which you are using those 
words.

Mr. E vans. I should say that governmental control is the control 
which is permanently resident in Congress. Congress can set up a
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system of central banks, or a Federal Reserve System, or whatever it 
pleases, and can change it, constantly.

Senator B ule!ley. There is no question in your mind that Congress 
is a political body, itself?

Mr. E vans. It is; but it is constantly representative of the people.
Senator B ulkley. Yes.
Mr. E vans. And Congress, I  take it, does not concern itself with 

the actual operations of banking, or even with the Federal Reserve 
System. Congress concerns itself when there is something wrong 
with the system, and steps in, and tries to correct it.

But political control is executive control, wherein the daily opera
tions of the banks and of the whole system of open-market opera
tions and of note issue, and of the thousand and one highly technical 
and complicated movements, are controlled by political controlled 
people, who can be removed at will.

I  am about to develop the theory and the difference as to what 
sound and proper principles should be embodied in governmental 
organization of the Federal Reserve System.

Senator B ulkley. It looks to me as though you are developing 
the thesis that congressional control is apt to be on a higher plane 
than Presidential control; and I am very much interested in that, 
because many people have expressed the opposite view.

Mr. E vans. I understand. And I think it is opposed to the gen
eral expression of opinion at the time.

But I think the bankers would rather have Congress step in and 
study the System, when the Federal Reserve System is not working 
and then prescribe the changes to be made so that it shall work, 
rather than to have the daily supervision by the President or his 
appointees.

Now, we believe in the fundamental ideas which were embodied in 
the original Federal Reserve Act, and which were characterized by 
Woodrow Wilson as a “ democracy of credit.” We believe in them 
for the same reasons that we believe in democracy in government. 
Conceding that dictatorship may be more efficient and more intel
ligent, we do not believe that any system of human organization has 
yet been devised which will insure the continuity of a benevolent and 
capable dictatorship or guarantee the removal of a stupid or corrupt 
one.

“ Democracy of credit ” means, I take it, that the sole considera
tion for the extension of credit shall be the ability to repay— whether 
you look at it from the standpoint of the direct extension of credit by 
an individual bank, or the total volume of credit extended to an in
dustry or to the country as a whole. It has nothing to do with 
purely personal considerations which must necessarily be the life
blood of partisan politics. We think it is no insult to either, to say 
that politics and banking do not mix. Their objectives and methods 
are widely divergent. Politics necessarily involves doing the popular 
thing; sound banking on the other hand frequently requires un
pleasant and unpopular refusals.

It has been said that the Federal Reserve System ought always to 
be unpopular, in that it ought always to be counteracting, or at least 
getting ready to counteract, the economic tendencies of the moment. 
When the mood is confident, it is the duty of the System to be
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cautious; when the mood is fear, it ought to be more daring; it ought 
always to be courageous.

It has even been suggested that political domination over banking 
may be as bad for politics as it is for banking. I f  the party in 
power assumes absolute responsibility for the management of the 
banking and credit system of the country, it might also have to 
assume all the blame for a future financial crisis, even though it may 
be the result of irresistible economic forces. It has been somewdiat 
facetiously suggested that bankers might welcome the idea of the 
Government being the only scapegoat of the next depression.

Senator B u lkley . I s there any evidence of that sentiment;
. Mr. E vans. It is perhaps a local one, and one not as well ex

pressed.
But it is a dangerous thing for politics, as well as for banking, to 

assume full responsibility for the banking system and to assume 
daily control over it. ,

There is a wide-spread belief that the Federal Reserve System s 
real weakness lies in its lack of independence and. to a certain extent, 
in its lack of power. It is always dangerous to say what would or 
would not have happened if someone in the past had done something 
different, but there is a strong suspicion abroad that if the Federal 
Reserve authorities, back in 1927 and 1928. had been less afraid of 
political pressure from the vast public* which was profiting from the 
boom, they would have taken the unpopular steps necessary to check 
the speculative madness which led to the collapse of 1929.

Senator B ulkley . Y ou do not think the Federal Reserve Board 
lacked power?

Mr. E vans. Yes; it did lack power.
Senator B ulkley . In what respect?
Mr. E vans. It had plenty of power at the time, within limits.
Senator B ulkley . It was lacking either in judgment or in nerve?
Mr. E vans. In nerve; in independence.
My impression, from a study of the Federal Reserve reports at that 

time, is that they knew pretty much that there was a dangerous over
expansion of credit.

Senator B ulkley . What do you think should have been done?
Mr. E vans. First of all, the Federal Reserve Board vetoed the 

raising of the rediscount rates in Chicago.
Senator B u lk ley . Y ou do not think they should have?
Mr. E vans. I do not think they should have. Whether or not it 

would have been effective, no man can sav.
Senator B u lkley . But it would have been helpful, in your judg

ment ?
Mr. E vans. Yes.
And furthermore, the Federal Reserve Board vetoed the raising 

of the rediscount rate in New York— vetoed it 10 times. And it is 
my personal opinion that that would have been helpful.

Senator B ulkley . Very well; proceed.
Mr. E vans. We submit as our firm conviction that the future se

curity of our banking system, if not our whole economic well-being, 
lies in the direction of greater independence of our Federal Reserve 
authorities. It lies in a judicious broadening of the powers of the 
system, subject, however, to carefully worked out checks and bal
ances.
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That is all I have to say, as a prepared statement.
Senator T ownsend. Would you care to comment on titles I  and 

II?
Mr. E vans. I do not care to comment on those.
Senator T ownsend. Y ou confine your remarks to titles I and III?
Mr. E vans. I do not care to comment, for the reason that I have 

not explored the sentiment; but on title I I I  have explored the unani
mous sentiment of every banker in the State of Delaware. And on 
titles I and II I  I  have not explored that sentiment, and would be 
talking purely personally.

Senator B u l k l e y . Assuming that we would agree with you that 
the Federal Reserve Board missed a chance to save the situation just 
before the great crash, what changes would you suggest in the Fed
eral Reserve Board that would make it more likely to perform 
satisfactorily in the future ?

Mr. E vans. Take the Secretary of the Treasury off and take the 
Comptroller of the Currency off the Board. That would be a step in 
the right direction.

They represent the viewpoint of the administration at the moment. 
What we need is a Board of greater independence.

Senator B ulkley . The question of removing the Secretary of the 
Treasury from the Board has, as you know, had a great deal of 
discussion and argument.

Mr. E vans. Yes; it has.
Senator B ulkley . There has not been so much said about the 

Comptroller of the Currency.
Mr. E vans. N o ; because he does not so directly represent the views 

of the administration that happens to be in power.
Senator B ulkley . D o you think he is a particularly dominating 

influence in any event?
Mr. E vans. I think he must be. The whole temper of the financial 

condition of the country is his direct concern. He has to float 
Government bond issues.

Senator B ulkley . Y ou are speaking of the Secretary of the 
Treasury ?

Mr. E vans. Yes.
Senator B ulkley . I am speaking of the Comptroller of the 

Currency.
Mr. E vans. Well, of course, his influence is not so direct. But I  

think he should be removed from the Board.
Of course, the Comptroller of the Currency is appointed by the 

President.
Senator B u lkley . I am inclined to agree with you that the Secre

tary of the Treasury should be off the Board. Do you think that 
would be an adequate solution?

Mr. E vans. It might not be. I  am not prepared to say. This whole 
subject requires a very intensive study. There are features in this 
bill that just stand right out, that are bad, and those where we have 
tested the sentiment, we feel they are very bad, bad enough to make 
us come down here and give our views on them, and they are the 
unanimous views of all our people.

Senator T owtnsend. D o you care, after you have given it further 
study, to give us your views ?

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



BANKING ACT OF 19 3 5 265
Mr. Evans. I should be very glad to give them for whatever they 

are worth.
Senator B u l k l e y . Thank you very much.
Mr. Ridgely, do you want to come next?
Mr. R idgely. Yes, Mr. Chairman.
Senator B ulkley . W ill you give the reporter your name and con

nections ?

STATEMENT OE HENRY REDGELY, PRESIDENT OE THE EARMERS 
BANK OF THE STATE OF DELAWARE, IN DELAWARE

Mr. R idgely. My name is Henry Ridgely, president of the F aimers 
Bank of the State of Delaware, in Delaware.

Shall I proceed?
Senator B ulkley . Yes; please proceed, Mr. Ridgely.
Mr. R idgely. I take it that it is admitted that this bill would cen

tralize and concentrate the control of money and credit in a little 
group.

Senator T ownsend. May I interrupt you there ?
Mr. R idgely. Yes, sir.
Senator T ownsend. Are you confining your remarks also to 

title II?
Mr. R idgely. T o title II.
Senator T ownsend. A ll right, sir.
Mr. R idgely. It has been pointed out that this is susceptible of 

partisan domination. Doubtless it is big with possibilities in that 
direction. But I  want to stress another and greater danger. Under 
the power conferred by this bill, or, rather, the power conferred by 
this bill could be used to commit this country to an economic policy 
dictated by a small group. It could be used to impose an economic 
theory upon this Nation and its nationals, willing or unwilling. True, 
Congress can do that now; but at least it cannot be done quite over
night and without the knowledge and right of protest of our repre
sentatives from own own communities.

In other words, this bill gives a chance for ex parte acts, whereas 
under the existing law there must be at least a hearing, with a 
right for each party to be present and attend. Ostensibly, or rather, 
I think it is no answer to say that the Federal Reserve Board is 
amenable to Congress. Once started on an economic course, it is 
tragically difficult to retrace steps. Business and industry cannot 
make readjustment without breaking bones. Ostensibly, this bill is 
in the interest of banks and banking. I fail to see how it is going 
to improve the banking situation or strengthen the public confidence 
in banks.

I  do see that it could be used to compel banks to support a political 
or economic policy. A  good deal has been said in these days in 
the way of a contrast of English and American banks to the dis
parity of the latter. So far as I know, there is nothing in this bill 
that is paralleled in the English system. I think its fundamental 
idea is neither English nor American, that it more nearly represents 
the European idea, but not, I think, in such an open and forthright 
avowal of its purpose. For this bill does not profess to set up a 
central bank, and yet it confers the distinctive powers of central 
banking.
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I f  it is said that banks are withholding credit, I think we have 
the right to ask for a bill of particulars. What banks, and what 
credits? So far as my State is concerned, I  am confident that the 
charge is unfounded. I am frankly skeptical that it is true any
where. Certainly the banks— our banks— have done all reason could 
ask in the way of helping Government financing. I think we can 
show a very good comparison with the English banks in that 
particular.

I  am not holding any brief for bankers. I think some of the 
great bankers turned out to be pretty small. I am trying to speak 
for the depositors. It seems to me the dangerous thing is to vest 
in any group the right to commit the country to some economic 
course without a chance for the fullest, most complete hearing and 
discussion and in a democratic assembly. We may or may not think 
that Congress acts wisely or always acts wisely, but after all Con
gress still is democratic. It still gives an opportunity just as you are 
giving us here an opportunity to be heard.

I f  you were not in Congress and applied to some Government 
board, you might find you would not always be granted that oppor
tunity. I believe the American idea or theory is still worth holding 
onto, that too great powers should not be placed beyond the reach of 
the people in any one man or group of men.

Lord Macauley, I think, said somewhere that the despotic gov
ernment or a perfect despotic government was the most perfect form 
of government provided you could get a perfect despot.

This bill is not emergency legislation, but is proposed for the 
banking system of this country. And we have to think, or should 
think, I believe, not of particular individuals who may have the 
carrying out of its provisions at the moment but the possibility of 
what it would mean or what it opens the door to. After all, isn't the 
whole theory of the American system of government that we had 
rather be less efficient, provided we are in a position where we can 
defend ourselves from encroachments? And is it true that the 
present banking system is the cause for the present depression? 
Frankly, I think it is rather ignorant to hold so. England would 
not be in the depression if it was simply the American banking 
system that caused it.

Speculation, gambling, if you please, that occurred in 1927, 1928, 
and 1929 aggravated conditions, but did not bring them about.

Our position, then, is that in our opinion title II  should be dropped 
from this bill.

As to titles I  and III , frankly, I  am not able to give an opinion 
because I have not made a sufficient study of them.

But we believe that title I I  should be dropped and that then full 
consideration should be given to the question as to whether, and if so 
how, the powers of the Federal Reserve Board should or may be 
strengthened.

Senator B ulkley . D o you think there should be no change at all 
in the requirements as to what is eligible for rediscount at the Federal 
Reserve banks ?

Mr. R idgei/y . I think under the present law it could be left as it is 
without doing any harm.
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Senator B tjlkley. Y ou feel confident that there is in existence 
enough eligible paper to carry on if it is worked out all right ?

Mr. R idgely. No, but we have also, have we not, the Federal Gov
ernment bonds, as well as the commercial paper. Commercial paper 
should not alone be sufficient; but with the Government obligations, 
I think it should be both. Of course, there would be no harm that I  
can see in widening, but even in the case— I think, Mr. Chairman, you 
asked my associate whether or not in the case of sound assets, whether 
it wasn’t always a question of opportunity.

Senator B tjlkley. Yes; I  did.
Mr. R idgely. Yes. Undoubtedly, but you can have your boundary 

limits, just as you know we have statutory regulations as to the invest
ment of trust funds. You can increase your catalog, but there ought 
to be some sort of a catalog, it would seem to me.

Senator B tjlkley. Are you prepared to suggest what limit you 
would state ?

Mr. R idgely. Well, in the first place, I would say Government 
bonds, United States Government bonds, and the commercial paper; 
I should think that would be sufficient, Mr. Chairman. I would be 
willing to go further, however. I would be willing to go further 
than that. I would be willing to take bonds of the States, under 
certain prescribed conditions, just as our trust investment law has 
those limitations.

I think it would be quite easy to enumerate a number of securities 
or investments that could be used and still leave the question of their 
soundness open.

Senator B tjlkley. Do you think it would be desirable to add such 
a list to what is already eligible?

Mr. R idgely. Frankly, I don’t think so; because so far as I  know 
it is not needed with the addition of the Government obligations.

Senator T ownsend. Are you familiar with what percentage of the 
banks’ assets in our State are invested in Government obligations?

Mr. R idgely. I am not, I am sorry to say; I am not familiar with 
it.

Senator B tjlkley. Well, it would seem-------
Mr. R idgely. Of course, all over the country there is a large num

ber of Government bonds held in our banks.
Senator T ownsend. Yes.
Senator B tjlkley. It would seem there is not likely to be any short

age of Government bonds.
Mr. R idgely. N o ; and that seems to me really like the answer to 

his question.
Senator T ownsend. Well, that is what I was trying to develop.
Mr. R idgely. Yes. Just what the percentage is, I  don’t know. 

I don’t think there would be any trouble about that part of it, 
Senator.

Senator T ownsend. N ow . I understand that Mr. Hughes would 
like to say a word, Mr. Chairman.

Senator B tjlkley. All right, Mr. Hughes, will you state your full 
name and connection for the record ?
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STATEMENT OF JAMES H. HUGHES, JR., DIRECTOR AND COUNSEL.
DELAWARE TRUST CO., WILMINGTON, DEL.

Mr. H u g h e s . My name is James H. Hughes, Jr. I am director 
and counsel of the Delaware Trust Co., Wilmington.

Senator B u l k l e y . All right, Mr. Hughes, will you state your 
views ?

Mr. H u g h e s . Mr. Chairman. I have not prepared a written state
ment of my views.

I have, however, read this bill and I think I know the sentiment 
of our community and other communities of like character.

Senator B u l k l e y . Are you talking about the whole bill now or 
only title II?

Mr. H u g h e s . I am talking particularly with reference to title II. 
In reading a bill of this sort, there is bound to come to your mind, 
“ What is the purpose of this form of legislation? ” It does not 
appear to us to be emergency legislation in the sense of relief legis
lation. We do not admit for a moment that the banks as a whole 
are responsible for the depression. We are willing to assume such 
responsibility for the depression as is fair. But we do not admit 
that the banks, the individual banks, are responsible, are in any 
small degree responsible. We think that there is in the present 
Federal Reserve Act, with which, I may say, we are in hearty 
accord, with the theory and principle of the Federal Reserve Act. 
There is ample authority in the Federal Reserve Board to control 
credit to the extent of mitigating, ameliorating, or preventing crises 
such as the 1929 crisis.

Senator B u l k l e y . D o you think there is enough power there now ?
Mr. H u g h e s . Yes, sir. It w’as testified before this or a similar 

committee, Senate committee, that the Federal Reserve vetoed 10 
times an effort of the New York Reserve Bank to increase interest, 
discount rates, and discouraged statements of that bank that we were 
going into an inflation which could only result disastrously. That 
attitude of the Board was distinctly political, as we see it. The Board 
Dublicly so stated, that they feared it might precipitate a crisis, not 
apparently realizing a crisis was coming insofar as heeding the warn
ing of the New York and like banks.

Senator B u l k l e y . Well, did not the New York bank contribute to 
the situation by buying a large amount of bonds when credit generally 
did not need that stimulation?

Mr. H u g h e s . It might be that was brought about under the domi
nation of the Board. I think few of the banks as banks can lie 
charged with that responsibility. They were acting under an as
sumed domination of the Federal Reserve Board, as I see it.

Senator B ulkley . Y ou think that was a mistake of the Federal 
Reserve Board?

Mr. H u g h e s . Yes; I think that that was clearly a mistake of the 
Federal Reserve Board, and I think that Board was the responsible 
body.

Now, that Board was apparently acting under domination of other 
influences. It was a matter of daily press comment, or almost daily 
press comment, that things were fine, conditions were sound, prices 
were going higher, and everybody rushed back to buying. Those
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statements were coming directly from Washington at the time. A  
review of the press at the time will illustrate that.

Senator B u l k l e y . Well, are you contending that the Secretary of 
the Treasury was responsible for that \

Mr. H u g h e s . Partially, yes. At any rate, I  do not recall any 
statement of the Secretary of the Treasury which supported the 
sound Reserve banks, such as the New York bank, at that time seemed 
to be.

Now, if this is not emergency legislation, and if my position is 
correct that the Board at the present time has adequate authority to 
control credit and to provide liquidity in member banks, then what 
is the purpose of this legislation?

Senator B u l k l e y . Well, Mr. Hughes, my own view is that the 
Board has rather wide authority at this time, but I  do not feel very 
well satisfied with the way they have used it. Do you ?

Mr. H u g h e s . N o.
Senator B u l k l e y . What are we going to do to improve that sit

uation?
Mr. H u g h e s . There is only one way, Senator Bulkley, that 1 know. 

That is to remove political influence from that Board.
Senator B u l k l e y . Well, specifically, now, you mean remove the 

Secretary of the Treasury ?
Mr. H u g h e s . For one thing; yes.
Senator B u l k l e y . What other thing?
Mr. H u g h e s . I cannot answer. I  would be glad to develop my 

thought there. I  must speak in generalities.
Now, we have other conditions or Government agencies from which 

the political element has been practically emasculated. I f  the politi
cal influence on this Board could be eliminated so that they were 
acting freely and were capable and free to use their own good judg
ment, I  think they have ample authority.

Senator B u l k l e y . N o w , will you develop that thought a little 
further, by way of illustration or otherwise, so that we will see more 
clearly what you mean?

Mr. H u g h e s . Well, the result I have told you, and I am speaking 
of testimony before this or a similar committee, which sat I  think in 
1931, at which time I think an investigation of the 1929 break was 
made.

The Interstate Commerce Commission, so far as I  know, is practi
cally free of political domination. Whether that is because political 
domination is not attempted there, I  don’t know, but if as an ideal, 
a board of this character could act as freely as Federal judges, or 
as freely as another appointee so that they can and do act in such a 
way as to use their own judgment and not an inspired judgment-------

Senator B u l k l e y . Of course, Federal judges are made somewhat 
independent by being appointed for life. Do you advocate Federal 
Reserve Board members being appointed for life?

Mr. H u g h e s . I should much prefer that to any recall, which 
strangles and stifles their own judgment. So long as the judgment 
of a Federal Reserve Board member is strangled, then he is merely 
a creature of some superior thought and knowledge, and unless he 
can use his own judgment, he cannot and ought not to be held fully 
responsible. Now, just how that is to be done, Mr. Chairman, I of 
course, would not have the temerity to suggest to this committee.
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Senator B ulkley. But you do say the Secretary of the Treasury 
ought to be taken off the Board ?

Mr. H ughes. I would think so.
Senator Bulkley. D o you care very much whether the Comp

troller is taken off?
Mr. H ughes. N o.
Senator B ulkley. Y ou do not think that is important?
Mr. H ughes. I doubt that that is important, because I do not 

think the functions of the Comptroller-------
Sentaor T ownsend. Would you care, after careful study, Mr. 

Hughes, to offer your further views in that matter?
Mr. H ughes. I would be glad to.
Senator T ownsend. We would be very glad to have you do it.
Mr. H ughes. N ow, if my position, the predicate of this statement 

is correct, that there is the authority, then why do we need title II  
of this bill? What is attempted here? It is stated in the most 
worthwhile criticisms that I  have read from financial writers and 
people who have thought this out that it is a measure which essenti
ally seeks to manage the currency and money and credit of the 
country. In other words, we get back to the money-management 
idea.

Now, frankly, we are just old-fashioned enough in my community, 
and I think that is pretty generally true, to doubt and scout the 
soundness and economic validity of a managed currency or managed 
credit.

W e cannot avoid the conviction that the law of supply and demand 
still applies and that is the paramount law both as to affecting 
credit, money, and other economic influences. With a distrust of the 
managed currency we are distrustful of this title.

Senator B ulkley. Well, now, Mr. Hughes, the difficulty is, it is 
conceded, that we got a tremendous inflation under the old system 
and naturally some thought is being given as to how we are going 
to chart our course better for the future.

Mr. H ughes. Yes, sir. Well, I say we got into that credit infla
tion situation by reason of the sins of the Reserve Board, and they 
are either traceable to the weakness of that Board, which I do not 
judge; but either that or to outside political influence. I suspect the 
latter.

Senator Bulkley. Well, you mean that the whole trouble that we 
got into was due to political causes ?

Mr. H ughes. I suspect that that is the fact. That is my view, that 
when the credit inflation started in 1926 and 1927 and rolled up in 
1928, finally reached its apex in 1929, no one in high Government 
position was willing, I suspect for political reasons, because the cam
paign was coming on, to tell the people that they had better stop. On 
the contrary.

Senator B ulkley. N ow, if you do not believe in the Government 
control, what was there to do but to let things go as they were ?

Mr. H ughes. I f  they had let things go and not give the hypo
dermics every time we seemed to go into a lull, and to use some judg
ment, get some common-sense view, the press was immediately full 
of a new injection of it, which simply stimulated people to go for
ward, and the Government acted affirmatively. They did not let it
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go. But here is a governmental agency, this Board, and govern
mental agents, it must have been the design of the Federal Reserve 
Act that it not only had the responsibility to free credit, but also to 
limit credit. That power was given to it-------

Senator B u l k l e y . There is no doubt but that the Federal Reserve 
Board has more power than most people give it credit for and I  
think-------

Mr. H u g h e s  (interposing). Not the slightest doubt about that.
Senator B u l k e e y  (continuing). You agree with me?
Mr. H u g h e s . Yes.
Senator B u l k l e y . There is a thought that is very freely expressed, 

that credit is sure to be controlled somewhere, and if the Government 
does not control it, somebody else will. What do you think about 
that ?

Mr. H u g h e s . 1 don’t think that is true. I f  it is true, I  think it is 
bound to be controlled more safely in the long run by the law of 
supply and demand forces than by purely artificial dictation.

Senator B u l k l e y . Y ou do not think that the Government ought 
to be in control at all ? Would you reduce the power of the Federal 
Reserve Board to control ?

Mr. H u g h e s . N o ; I would not. I am entirely in favor of the 
Federal Reserve Act and what is was designed to do. Its great 
function was to democratize, or to make credit available to more 
people. Now, that is all good, that is a good theory, as I say, a good 
banking principle. But I certainly would not go to the extent of 
permitting such an agency of governmental control of money entirely 
to the point that this act seems to go, and that is what we are dis
trustful of. We don’t think we need it. We have history in support 
of our position. This effort, as I see it, Mr. Chairman, is nothing 
more nor less than a revivification of the old Bank of the United 
States.

Now, almost exactly a hundred years ago the Bank of the United 
States was dissolved, and it was dissolved for the same reason that 
we feel is present, the thing we feel maj’ be present here. There was 
in that situation a consolidation of control of currency, credit, and 
so forth, which was felt to be dangerous, and the people as a whole 
thought it was dangerous. Therefore, the bank was done away with. 
Now, the country has grown in this 100 years. Credit has not been 
lacking. That is obvious. Else the country could not have grown. 
The lawful play of supply and demand of credit has been the back
ground of the growth of the country.

If  this title II  does not have within it the seeds of a new Bank of 
the United States, it hasn’t anything.

Now, what has hapened, we say, in the hundred years that indi
cates that our forefathers were wrong 100 years ago and that there
fore we must go back and pick up their error and attempt to sup
plant it? A ll the things that we criticize-here were the subject of 
criticism of that old bank charter, that old situation. We are dis
trustful of this sort of aggregation of power because we cannot keep 
politics out of it. It couldn’t be done when the country was much 
simpler. Why do we think it could be done now ? And if political 
domination of credit and currency was bad then, why is it to be good 
now ?
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Senator B ulkley. Noav, is political domination synonymous in 
your mind with governmental control?

Mr. H ughes. N o.
Senator B ulkley. W ill you draw that distinction a little bit 

clearer, and tell us how you make a distinction between political 
domination and governmental control ?

Mr. H ughes. I agree with Mr. Evans; I think the two terms are 
not synonymous, although there is some similarity between them, 
and sometimes they seem to be the same thing. The Federal Re
serve Act provides a large amount of political control, or govern
mental control, but that does not mean that that is political dom
ination and it doesn’t follow that this agency is thereby used as a 
political football, or to be converted to solely political ends.

Senator Bulkley. Of course, all these words are used from time 
to time to express different shades of meaning, so that we have a 
difficult task to express exactly what we do think.

Mr. H ughes. That is quite true.
Senator B ulkley. But I  am sure that unless we can draw some 

distinction between political domination and governmental control, 
we are going to get into a bad dilemma, I am sure, where the only 
alternative is between Government control and private banking con
trol, because in that event I  am afraid we have got to take the Gov
ernment control with whatever disadvantages it may have.

Mr. H ughes. Well, I have said, and I repeat that we are not 
quarreling with the Federal Reserve theory. W e think that the act 
is sufficient as it stands. Now, that provides governmental control. 
It does not necessitate political control. W e are unable to see how 
title II , if it is enacted, with the tremendous power that is carried 
there, political control of the governmental function is to be avoided.

Senator Couzens. You say that the Federal Reserve is govern- 
mentally controlled now; is that your conclusion?

Mr. H ughes. It is a Government agency; yes, sir.
Senator Couzens. And it is Government-controlled?
Mr. H ughes. In the sense that it is an agency created by the Gov

ernment, yes, but only that.
Senator Couzens. It certainly is not controlled to the same extent 

that the Interstate Commerce Commission controls the railroads, is 
it?

Mr. H ughes. I shoidd think pretty much the same, sir, because the 
Federal Reserve now, the Federal Reserve Board and banks set the 
rates very much as the Interstate Commerce Commission sets freight 
rates and so forth. I  think it is quite a parallel.

Senator Couzens. I hardly think that is quite a correct answer, 
because the Interstate Commerce Commission undertakes to see that 
there is justice between communities, there is no discrimination, that 
the rates are uniform for a like service; and that is certainly not a 
part of the functions that have been exercised by the Federal Reserve 
Board, is it ?

Mr. H ughes. The Federal Board fixes discount rates very much as 
the Interstate Commerce Commission fixes freight rates. In that 
sense, I think— and after all, probably that is the greatest power that 
the Interstate Commerce Commission has— the other things, all these 
other things of fairness and justice between communities, of discrimi
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natory rates and so forth flow from the fixation of the rate, that the 
rate cannot be discriminatory.

Senator C o u z e n s . Well, but the Federal Reserve Board does not fix 
the rates for loans.

Mr. H u g h e s . In discounting paper they do.
Senator C o u z e n s . N o ; I am talking about loans. I am not talking 

about the discounting of paper. That is a secondary step; but I am 
talking about the original step. Certainly the Federal Reserve Board 
does not attempt to fix the rates that the banks may charge.

Mr. H u g h e s . No ; if I go to a bank to borrow money, I make my 
own terms, naturally.

Senator C o u z e n s " That is true if you go to a bank and borrow 
money, but it is not true of a carload of freight.

Mr. H u g h e s . No. But if I take that paper, a bank takes that 
paper, the Federal Reserve fixes that discount rate.

Senator C o u z e n s . But that is done by districts.
Mr. H u g h e s . In their district.
Senator C o u z e n s . Yes. So that in fact the Federal Reserve does 

not fix it in all the districts; that is, the same rate for all districts?
Mr. H u g h e s . There are differences, but if the difference is too great 

you have the flow of paper from one district into another.
Senator C o u z e n s . Do you discern any difference between Govern

ment control and political control in the Interstate Commerce Com
mission ?

Mr. H u g h e s . Well, I  should say that is Government-controlled.
Senator C o u z e n s . Have you considered that political-controlled?
Mr. H u g h e s . No ; I  can’t say that I  have.
Senator C o u z e n s . Well, is it not possible, then, under a Federal 

Reserve Board, to have Government control without political control?
Mr. H u g h e s . I maintain that the present Federal Reserve Board 

is susceptible to political control, which was the thing I have just 
said.

Senator, I beg your pardon for not acknowledging you when you 
came in, but I stated-------

Senator C o u z e n s . I do not want you to repeat that. I will read 
it in the record.

Mr. H u g h e s . Yes; I maintain that there is ample authority and 
power, Government control in the present act, and if that Board can 
and will exercise the authority which it has, there is the govern
mental control.

Senator C o u z e n s . I ) o you think it has exercised the control it has?
Mr. H u g h e s . N o : I  do not.
Senator C o u z e n s . The power it has?
Mr. H u g h e s . I do not.
Senator C o u z e n s . Had you been a member of the Federal Reserve 

Board, would you have voted differently, would you have done dif
ferently than the Federal Reserve Board did?

Mr. H u g h e s . Senator, if you ask me now, I should be inclined to 
say “ Yes." I f  it was 1929, of course, that is hindsight, but I  am 
rather influenced, however, by what they did in overruling the New 
York bank ten times, did what we must now, what now seems to have 
been a very unwise thing, and they did that, according to the testi
mony before this committee.
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Mr. Evans just suggested on this question of Government control, 
the members of the Board are appointed by the President, which 
appointment must be ratified by the Senate, and removal is only 
for cause, not removal at the pleasure of either the Senate or of the 
Executive without cause. I  think that is a Government control and 
I don’t think that needs to be political control.

Senator Bulkley. But do you think that political control has been 
exercised through the Federal Reserve Board ?

Mr. H ughes. Undoubtedly.
Senator Couzens. H ow would you prevent it?
Mr. H ughes. Senator, that is rather a large order. I will under

take to answer that if I may give it thought. I  know I am quite 
clear as to what I should like to see. How we can do that is a very 
different matter.

Senator T ownsend. Senator, Mr. Hughes has agreed to submit, 
after careful thought, to the committee some ideas along that line.

Mr. H ughes. What I should like to see, Senator, is that the Fed
eral Reserve Board be given absolute freedom of action and respon
sibility for its duties, without fear of removal or influence. I think 
if they had been in that position in 1929 they would not have over
ruled the reserve banks as they did.

Senator Couzens. Well, what control were they under in 1929 that 
prevented them from free action?

Mr. H ughes. Well, they were under— “ control ” may be too strong 
a ’word. It must have been under influence. I  suspect that they were 
under the influence of the then administration which refused to take 
the responsibility for stopping the credit inflation and the rising 
stock prices.

Senator Couzens. N ow, can Congress enact any law or draft any 
sort of legislation which may not be influenced by individuals or 
powers that be?

Mr. H ughes. Well, I  would think so. Just how’ they are going to 
go about it, how it would be phrased, I  would not be prepared at 
the moment to say. I haven’t thought that out. I think the present 
act, the danger of the threat of a managed currency, and further 
political domination, which this bill carries, which is necessarily 
inherent in this bill, can be avoided.

Senator Couzens. Y ou think title II  ought not to be considered 
at all?

Mr. H ughes. I think title II  ought to be eliminated entirely. I 
do not believe the people of this country want that; I  don’t think 
the bankers want it, and I don’t think the depositors want it.

Senator Bulkley. D o you think there is any occasion for lib
eralizing the rules for eligibility of paper for rediscount?

Mr. H ughes. Senator, I  think probably that as the banks under 
the insurance deposit plan join the System, there will be some regu
lations, some quite careful consideration of what is to be accepted 
to entitle them to join, which will take care of that situation.

Senator B ulkley. D o you agree with your colleagues here, that 
title II  goes too far in that respect?

Mr. H ughes. I beg your pardon?
Senator B ulkley. D o you agree with Mr. Evans and Mr. Ridgely 

that title II  goes too far in that respect?
Mr. H ughes. Yes; I do, indeed.
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Senator Bulkley. Can you suggest to us what liberalization you 
think would be proper ?

Mr. H ughes. I wrould hesitate to state at the moment, sir. Mr. 
Ridgely has suggested that there might be some parallel definition 
of eligible securities paralleling what we call regulations.

Senator B ulkeey. I understood Mr. Ridgely to say that we did 
not need any liberalization at all.

Mr. H ughes. D o you think so, Mr. Ridgely ?
Mr. R idgely. My own thought is that w*e have got along now, in 

addition to Government bonds, with long-term bonds.
Mr. H ughes. By 1937 it would seem to me that any bank ought 

to be prepared to qualify. That is, they have 2 more years, and 
if Government bonds would be accepted, as I take it they must be 
under the present law, that should be, I  should say, adequate time 
to permit them to exchange current holdings for an adequate amount 
of any form of security.

Senator Couzens. What are the current holdings you refer to that 
they might exchange? I mean just give me the general character 
of the securities.

Mr. H ughes. All the things that a country bank loans on, chattel 
mortgages, real-estate mortgages, and two-name paper largely. A  
great many of the country banks loan on a different sort of things 
than a city bank does.

Senator Couzens. Where could they get rid of that? You said it 
would enable them to get rid of the current holdings and take Govern
ment bonds. Where would they get rid of those holdings?

Mr. H ughes. Some of the present loans would be paid and they 
would invest their funds in Governments. There is hardly a sound 
bank in our community that could not liquidate a certain amount of 
its outstanding loans and convert them into cash and buy Govern
ments.

Senator Townsend. As a matter of fact, as far as you know, every 
bank has plenty of Governments?

Mr. H ughes. Yes; at the time of the bank holiday, all of our W il
mington or local banks could have qualified on the basis of either 
cash or Governments. We had a million and a half dollars of 
currency at that time in Wilmington.

Senator T ownsend. All right.
Mr. Chairman, that concludes-------
Mr. R idgely. I would like to say just one thing.
Senator B ulkley. Yes; come back, Mr. Ridgely.

FURTHER STATEMENT OF HENRY RIDGELY, PRESIDENT OF THE 
FARMERS BANK OF THE STATE OF DELAWARE

Mr. Ridgely. I want to say a word about the question of the Fed
eral Reserve Board suggesting inflation. Speaking for myself alone, 
I think that if you are trying to devise a bill of that kind, you are 
trying to find a way to the moon.

Senator Couzens. That is what the bankers did in 1929, was it 
not?

Mr. R idgely. Not simply the bankers.
Senator Couzens. Well, they provided the roadway for it.
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Mr. R id g e l y . I think it is very easy to get up, of course, and 
preach against not all, but some of the bankers, but I think it would 
be just as easy to get up and preach against the statistical invest
ment services, the economic experts, and the college professors. It 
happened that I made a speech in 1928 before a group of bankers, in 
which I said that I questioned whether we were not in fact going 
entirely too far with the question of inflation of credit, and I was 
followed by a college professor who demonstrated that I was ignor
ant because we were on a new era. That is what you heard con
stantly, that we were on a new era.

Senator C o u z e n s . And the bankers fell for it.
Mr. R idgely. The bankers were human, but I don't believe the 

bankers fell for it any more than anyone else fell for it.
Senator C o u z e n s . N o ; I am not charging that, but as I said be

fore, the bankers had the roadway, they had the vehicle by which 
the people could travel to the moon and they permitted the investors 
and the professors and all those others to start the public on the 
pathway to the moon which the bankers established.

Mr. R id g e l y . But, Senator, what would you do if you were presi
dent of a bank or were on a bank board and you were approached 
by a citizen who was a perfectly respectable citizen and lie asked 
you to loan him some money and he offers you collateral for it? 
Now, what are you going to do in that case? I f  you have a suspicion 
that he is going to invest, just exactly what is your idea of the duty 
of the banks and of the bankers?

Senator B u l k l e y . Is there not something in this, Mr. Ridgely, 
that the banker would look to the quoted prices of the securities 
offered, as quoted on the stock exchange, and disregard any con
sideration of intrinsic values?

Mr. R id g e l y . Well, of course they took the market in many in
stances as the test of the values.

Senator B u l k l e y . Without looking very much further, did they 
not?

Mr. R id g e l y . Yes. Of course they did not stop simply at the 
market quotations; they had those statistical services. I guess every 
bank has them, and you may recollect, if you looked over them at 
all, that some of them made the statement that in the early part of 
1929 or perhaps even the middle of 1929, that stocks looked high, 
but as a matter of fact in 5 years we would be looking back at them 
and saying how cheap and low they are.

Senator C o u z e n s . N o w , why did the bankers fall for that after 
all the long experience they have had ?

Mr. R id g e l y . Because, frankly— I will tell you why. I think they 
fell for it for this reason: I think they got it into their heads that 
we were on a new era, and I think the cause of the trouble was the 
great w’ar. That started, accelerated everything, the people simply 
lost their judgment. You cannot kill millions of people and destroy 
billions of capital and let loose our passions without disarranging 
economic conditions and also clouding judgments, and I think that 
they believed, a good many of them, that we were on a new era. 
You take the question of real estate. Of course, real estate values 
fell in certain sections quite as much as stocks did. How were you 
going to judge the value of real estate?
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I am not trying to make a brief for bankers. I  do not feel that 

I am defending them. I am not called on to defend the profession, 
because banking is not my real profession. I got caught in it. 
I was asked to take a position in a bank on the eve of the 1929 
collapse, and I have been held there against my will, wanting to 
get out. So I  am not trying to defend bankers. I  have it in for 
some of the bankers, but I  also know that it has been rather— well,, 
what shall I say?— a little nauseating to see everybody trying to 
load his own mistakes on somebody else’s back. As a real matter 
of fact, the whole country was swept by inflation, and I don’t be
lieve, no matter what kind of a board you set up, when that thing 
strikes again, and it will— those of us who are old enough to have 
gone through these things before don’t believe that we are getting 
to any millennium where any act of Congress can stop them-------

Senator T o w n s e n d . Well-------
Mr. R id g l e y . Well, I  was just going to say, I don’t believe you 

can stop it. That does not mean you ought not to use all possible 
means, if you can, to check it. But my point is, the point I am 
trying to make is, that that is not going to be done completely by 
vesting the great power or great powers in a particular board or 
group. That is not going to insure it against such conditions.

I do believe in eliminating, so far as we can— I would use the 
word “ partisan ” instead of the word “ political ”— the possibility 
of partisan domination. I should think that might be helped by 
removing any particular political nominee that was on the Federal 
Reserve Board, and making the term a longer term. You might 
give to the members of the Board 12 years, say, or something of that 
kind, and let it go at that. I think you would come closer in 
that way than by this bill.

The question was also asked as to whether Government control 
wouldn’t be political control. Well, I make the distinction between 
Government regulation and partisan control. I think we ought to 
have a board. I think it is good to have a board for Government 
regulation, and by Government regulation I don’t mean partisan 
regulation. I simply mean it is a board set up by the Government, 
or I mean it is a part of the Government, not set up by the Govern
ment, a part of the Government. And when you place in that board 
a power to commit the country to some political or economic theory 
or philosophy or policy, that is where, I think, control comes in.

Senator T o w n s e n d . I think the bankers of Delaware can be very 
proud of their record, because I  think the record of the bankers of 
Delaware stands out as about the best of any State in the Union.

Senator C o u z e n s . N o w , do not start that, because I would have to 
bring in Michigan, and you know what that would mean.

Senator T o w n s e n d . I think that concludes our testimony, Mr. 
Chairman.

Senator B u l k l e y  (presiding). We will adjourn to 10:30 o’clock 
Friday morning. May 10.

(Thereupon, at 12:10 p. m., an adjournment was taken to Friday, 
May 10. 1935, at 10: 30 a. m.)
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BANKING ACT OF 1935

FRIDAY, M AY 10, 1935

U n it e d  S tates  S e n a t e ,
S u b c o m m it t e e  of t h e  C o m m it t e e

on  B a n k i n g  a n d  C u r r e n c y ,
Wash ing ton, D. C.

The subcommittee met, pursuant to adjournment, on Wednesday, 
May 8, 1935, at 10:30 a. m., in room 301, Senate Office Building, 
Senator Carter Glass presiding.

Present: Senators Glass (chairman of the subcommittee), Bulk- 
ley, McAdoo, Townsend, and Couzens.

STATEMENT OF MARRINER S. ECCLES, GOVERNOR OF THE 
FEDERAL RESERVE BOARD

Senator Glass. Governor, the Senate committee fortunately has 
available in print your testimony before the House committee, but it 
occurred to me that you might care to make a supplemental state
ment, and we would be very glad to have you do that if you desire.

Governor E ccles. I would like to make a statement before this 
committee, and for that purpose have prepared one, and I should 
like to read that statement and then file it with the committee. 
[Reading statement.]

In discussing the proposed banking bill of 1935 before your com
mittee. I  should like to present a statement of some of the funda
mental issues that are raised by the proposed legislation, and then 
to outline the proposals in title II  of the bill, section by section, 
with such modifications as I should like to recommend in the text 
as introduced.Character of 'proposed legislation.— The amendments to the Fed
eral Reserve Act proposed in this bill are important and are ur
gently needed at the present time. Their general objective is to 
improve the administrative machinery of the Federal Reserve Sys
tem. to determine more clearly the distribution of authority and 
responsibility between the Federal Reserve Board and the Reserve 
banks, and to eliminate unnecessary restrictions on the Reserve 
banks and the member banks that, have proved to be ineffective in 
preventing disaster and are now hampering economic recovery.

Senator T o w n s e n d . Governor, do you mind being interrupted?
Governor E ccles. No.
Senator T ownsend. Are you familiar with the recommendations 

of the special committee of the American Bankers’ Association on 
the proposed Banking Act of 1935?

Governor E ccles. I am.
Senator T ownsend. Do you approve the changes in the act as 

recommended by the American Bankers’ Association?
279
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Governor E ccles. I do not know what you specifically have in 
mind, Senator.

Senator Townsend. Well, the suggestions as outlined by the spe
cial committee, I  refer to.

Governor E ccles. Most of the suggested amendments which they 
propose to the act, as introduced, were recommended by me in the 
hearings before the House committee. There was a difference in the 
recommendations which I made before the House committee and 
the recommendations which they made with reference to the Open 
Market Committee.

Senator T ownsend. Well, I will not ask you that question now. 
I have one other question I want to ask you when you have finished, 
about that,

Governor E ccles. I believe that was about the only change.
Senator T ownsend. Then you practically agree with their recom

mendations? Is that what I am to understand?
Governor E ccles. Yes; that is right.
Senator T ownsend. All right.
Governor E ccles (continuing statement). The proposals made in 

this bill are definite and limited in scope and arise out of the experi
ence of the past 20 years. They are not revolutionary; they do not 
alter the fundamental character of the Federal Reserve System, or 
the regional nature of its organization, and they do not, as has been 
asserted by critics, make the Federal Reserve System a football of 
party politics or an engine of inflation.Need for public control of monetary policy.— The most wide-spread 
criticism of the bill has come from those who see in it an attempt 
to subordinate the Federal Reserve System and. through it, the coun
try’s banking system, to political control. On this subject there 
appears to be much misinterpretation of what the present bill pro
vides. coupled with a lack of clear understanding of existing law 
and of the proper relationship between the Reserve System and the 
Government. This bill aims to clarify the powers and responsibilities 
of the Reserve Board in matters of national monetary policy and at 
the same time preserves and increases the regional autonomy of the 
Reserve banks in matters of local concern. There is nothing in this 
bill that would increase the powers of a political administration over 
the Reserve Board.

That matters of national credit and monetary policy should be 
under public control has been recognized since the System was first 
proposed. For example, in the report of the Senate Committee on 
Banking and Currency in 1913 on the original Federal Reserve 
legislation there is a statement to this effect:

The function of the Federal Reserve Board in supervising the banking system 
is a governmental function in which private persons or private interests have 
no right to representation, except through the Government itself. The prece
dent of all civilized governments is against such a contention.

The statement by President Woodrow Wilson before the Congress 
in joint session on June 23, 1913, is even more decisive. On that 
occasion President Wilson said :

The control of the system of banking and of issue which our new laws are 
to set up must be public, not private; must be vested in the Government itself, 
so that the banks may be the instruments, not the masters, of business and of 
individual enterprise and initiative.
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The necessity of placing the regulation of monetary policy under 

Government control, which was clearly recognized by the proponents 
of the Federal Reserve Act in 1913, is the guiding principle of the 
legislation which is now under consideration by your committee.

Senator Glass. Well, of course, Governor, that is your peculiar 
interpretation of the language of the report. You . do not empha
size the important word there, “ supervisory.” In other words, the 
Federal Reserve Board was to be a supervisory censor body, al
truistic in its nature, totally devoid of any acquisitiveness, to super
vise the administration of the law.

Senator Couzens. D o you see a distinction there, Governor?
Senator Glass. Evidently not; but I do, a very grave distinction.
Governor E ccles. Of course, there is a distinction between the 

use of the word “ supervisory ”—I suppose you would have to read 
the entire------

Senator Couzens (interposing). Report.
Governor E ccles (continuing). The entire report.
Senator Glass. Inasmuch as I wrote the report, I know what 

“ supervisory ” means.
Governor E ccles. The reading of the statement of President W il

son here [reading] :
The control of the system of banking and of issue which our new laws 

are to set up must be public, not private------
Senator Couzens. Did you write that, Senator?
Senator Glass. What?
Senator C ouzens. Did you write that, too?
Senator Glass. No. Woodrow Wilson wrote that. Nobody ever 

wrote anything for him that I know of. Nobody ever wrote any- 
Ihing for me.

Governor E ccles (continuing reading) :
must be vested in the Government itself, so that the banks may be the instru
ments, not the matters, of business and of individual enterprise and initiative.

Senator Glass. I agree to all that. Pardon me for the interrup
tion. Go ahead.

Governor E ccles. That is all right. [Continuing statement:]
The need for public control of the function of supplying the me

dium of exchange to the people of the United States, both by issuing 
currency and by regulating the volume of bank deposits, seems to me 
to be almost a noncontroversial matter. It is in direct recognition 
of the constitutional requirement that Congress shall coin money 
and regulate the value thereof. In delegating this power Congress 
lias chosen, and, in my opinion, always will choose, to delegate it, not 
to private interests but to a Government body like the Federal Re
serve-Board, created bv Congress to serve as its own agency in 
discharging its responsibility for monetary control.

I might quote in this connection a statement by the late Paul 
Warburg, who said on November 12. 1910:

The management o f the central reservoir must Ixj absolutely free from the 
dangers of control by politics and by private interests, singly or combined.

Senator Glass. What do you conceive Mr. Warburg meant by the 
■“ central reservoir ” there?

Governor E ccles. I think he meant the use of reserves.
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Senator Glass. Well, he meant a central reservoir in the respective 
Federal Reserve districts. There was no other central reservoir. 
The Federal Reserve Board had no reservoir. It has none now.

Governor E ccles. He is speaking, of course, of the control of the 
reservoir of bank reserves. [Continuing statement:]

Public—not 'political— control.— The necessity of public control, 
as I have said, can hardly be questioned. Apprehension can only be 
expressed against the dominance in the Federal Reserve System of 
political, and particularly of partisan, control as distinguished from 
public control. On this point I wish to emphasize that the bill, far 
from proposing an increase in the powers of a political administra
tion over the Federal Reserve System, contains provisions intended 
to increase the independence of the Federal Reserve Board. For 
this purpose the bill provides that members of the Board shall be 
well qualified by education or experience, or both, to participate in 
the formulation of national economic and monetary policies. I  rec
ognize that the requirement of such qualifications cannot insure that 
only qualified persons will be appointed to the Federal Reserve 
Board, but it is a step in the direction of strengthening the tradition 
that members of the Federal Reserve Board must be qualified to 
carry the responsibilities which their duties entail. The bill also 
provides for more adequate compensation for Board members and 
for pensions wThen they retire. These provisions would further add 
to the independence of the Board members.

I notice that the House of Representatives did not adopt our 
recommendations for an increase in the salaries and for pensions for 
Board members. I believe that these provisions are an essential 
part of the bill. They are an important means of increasing the 
Board’s independence, as well as making the positions on the Board 
more attractive in the future to outstanding men who may not have 
independent means.

There is in the bill a much misunderstood provision wdiich wfas 
introduced for the purpose of making the position of Governor of 
the Federal Reserve Board more attractive to competent men with 
banking experience. This provision states that, -when the Governor 
is no longer designated as Governor by the President, he shall no 
longer be a member of the Federal Reserve Board and shall be con
sidered to have served out his term. This would make it possible 
for a Governor, if he be drawn from the banking field, to reenter 
the banking business without having to wait for a 2-year period 
when he is no longer designated as Governor.

There has been a great deal of discussion about the fact that this 
makes the Board a more political board. You know, gentlemen, as 
well as I do that no man would stay on the Board if the President 
of the United States wished to appoint someone else in his place. 
The present act provides that the President shall designate one of the 
appointive members as Governor of the Board, and this has been 
consistently interpreted to mean that the Governor serves as such at 
the pleasure of the President. It seems to me to be immaterial 
whether a Governor has or has not a technical right to stay on the 
Board, if the President prefers to have someone else as Governor, 
because no person wdio is qualified for that position would choose to 
remain in these circumstances.
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The bill as reported in the House has modified this provision so 

that the Governor could retain his position on the Board, if he were 
not redesignated, but if he resigned, he would be permitted to resume 
his banking connection without the 2 years’ delay.

Kecognition of the fact that control over money is a matter of 
national concern that must be retained by the sovereign power or 
delegated bv it to an agency of its own creation is as old as govern
ment itself. The change that has occurred in the past quarter of a 
century has been in the nature of adaptation of an ancient idea to 
modern conditions. The change has arisen out of a growing recog
nition of the fact that monetary control must not be confined to 
control of currency because, to an ever increasing extent, the bank 
check has taken the place of currency. In this country fully nine- 
tenths of all payments are made by check rather than in cash. Con
trol over the supply of money, therefore, involves under existing 
conditions a control over the volume of bank deposits and bank 
credit.

The statutes of all the newer central banks of the world recognize 
the necessary relationship between the Government and the central 
bank. That it is not clearly recognized in the charters of some of 
the older central banks is due primarily to the fact that the relation
ship between central banking, commercial banking, and the money 
supply has been a gradual development and the responsibility of 
public control over deposit banking has only been gradually ap
preciated. There is in the world today no central banking institu
tion, whatever the facts as to stock ownership or the legal provisions 
of its charter, which is not subject to control by government. This 
is just as true of the Bank of England, which is commonly cited as 
an example of a completely independent central bank, as it is of any 
other central banking system.

Senator G lass. On the contrary, I  heard a very well-informed man 
in New York, thoroughly familiar with the laws and practices of the 
Bank of England, say that the Chancellor of the Exchequer would 
not dare tell the Bank of England what it must do, but the Bank of 
England very frequently told the Chancellor what he should do.

Governor E ccles. I think there is, of course, a very responsive 
relationship between the Bank of England and the Chancellor of 
the Exchequer.

Senator G lass. They have concord; yes. But the Parliament does 
not pretend to direct the activities of the Bank of England. It some
times enacts a law sanctioning the action of the Bank of England in 
exceeding its reserve requirements or, rather, in falling below its 
reserve requirements, when the exigencies of a particular policy 
suggest.

Governor E ccles. I think there is a very responsive cooperative 
relationship between the Chancellor and the Bank of England. Mr. 
Goldenweiser has just handed me a statement by Mr. Snowden that 
I might read in that connection [reading] :

The relations between the Bank of England and the Treasury are most inti
mate. No important departure in policy is ever taken by the bank without con
sultation with the Treasury. The Treasury has assumed functions in recent 
years which were formerly discharged by the Bank of England. Under the last 
Currency Act the Treasury can decide, within limits, the amount of the currency 
issue. Under the gold standard the maintenance of the par value of the pound
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was automatically regulated. Now when we have no exchange standard the 
Treasury tries to control the exchange in some mysterious way by the use of an 
exchange equalization fund of £350,000,000.

I do not see that it could make any difference to the management or policy 
of the Bank of England if it were nominally made into a State Bank—for all 
practical purposes it is that now. Mr. Lloyd George does not propose that it 
should become a Government department like the Treasury. It would be fatal 
to bring the bank under political control. (Viscount Snowden, “ Mr. Lloyd 
George’s ‘ New D eal’ ” , pp. 41-42.)

Senator M cA doo. I s that equalization fund there, the amount in 
pounds or dollars?

Governor E ccles. Pounds; 350,000,000 pounds is the amount. 
[Continuing statement.]

The necessity of Government control arises from the fact that 
governments are largely instruments for the formulation and exe
cution of economic and financial policies. Since changes in the 
supply of means of payment, both in the form of currency and in 
the form of deposits, are an important and at times a determining 
factor in economic changes, a central bank, if it chose to pursue an 
antagonistic policy, could greatly hinder a government in achieving 
its objective. Since central banking institutions derive their power 
from the Government— are in fact creatures of the Government—  
they do not, and in the nature of things, cannot work at cross pur
poses with the Government, particularly at times of emergency. 
Hence, in one form or another there must be cooperation between 
the Government, which determines economic policies, and the bank 
of issue which determines monetary policies.

Senator Glass. Are you in favor of a Government central bank?
Governor E ccles. N o ; not in the sense that we should transfer 

the ownership of the stock of the Reserve banks to the Government 
and create one bank.

Senator Glass. Why not? Are you in favor of Father Cough
lin’s bank bill ?

Governor E ccles. No ; I  am not.
Senator Glass. W hy not ?
Governor E ccles. Well, I  do not think it is a practical arrange

ment. It seems to me that the question of the ownership of the stock 
in and of itself is not the vital matter; whether the Government 
owns the stock or the private banks own the stock, there must be 
management; there must be provision for the selection of directors 
of the respective banks. It seems to me that the powers that are 
given those charged with the responsibility for management is the 
important matter, rather than the question as to who may own the 
stock.

Senator Glass. Well, is it not important that a central bank 
should have a propriety interest— indeed, own the assets of the 
bank?

Governor E ccles. I do not understand your question, Senator.
Senator Glass. Well, I mean if  it is a central bank it ought to be 

a bank which-------
Governor E ccles. Yes.
Senator Glass (continuing). Ought to own its own assets, ought 

it not?
Governor E ccles. That is correct.
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Senator Glass. And it ought to have a proprietary interest, I  

would say an exclusive proprietary interest in the money that is 
to be loaned to business, of whatever nature; is that not so ?

Governor E ccles. That is correct.
Senator Couzens. Governor Eccles, assuming that your bill had 

been in force in 1928 and 1929, what procedure would you have 
taken ?

Governor E ccles. I am unable to answer that, Senator. That is 
rather a broad question.

Senator C o u z e n s . Well, is that not important, though, in deter
mining whether or not we should change the functions of the Fed
eral Reserve Board ? In other words, it seems to me that there was 
a lot of criticism of the Board during those years and subsequent 
years, and I would like to know in what manner this bill of yours 
would correct that.

Governor E ccles. I think that the Banking Act of 1933, giving 
to the Board control over speculative activities of the banks would 
have been more effective in 1928 and 1929, probably, than the provi
sions of this bill.

Senator Glass. This bill destroys that control, does it not?
Governor E ccles. The control over margin requirements and over 

brokers’ collateral loans would seem to me to deal directly with the 
problem of speculation.

Senator Couzens. Well, as a matter of fact, then, your answer 
indicates that most of the trouble that occurred in those years has 
been remedied by the 1933 Banking Act; is that correct?

Governor E ccles. Well, so far as the question of speculation 
itself is concerned, I think the Banking Act of 1933 enables the 
Federal Reserve Board to meet that effectively. My statement covers 
the specific reasons for the proposals in the present bill.

Senator Couzens. D o you not have them in mind?
Governor E ccles. What is it?
Senator Couzens. D o you not have them in mind?
Governor E ccles. Well, I can recite them, I can give them to you, 

but-------
Senator Couzens. Yes; but what I  am trying to find out is how 

this bill of yours effectually changes existing conditions so there 
would be no future evils arise, which it is alleged did arise as a re
sult of the activities of the Federal Reserve Board under the old 
act.

Senator M cA doo. May I interrupt, Senator ?
Senator Couzens. I would like an answer to my question, first.
Senator M cA doo. I beg your pardon, but I  wanted to ask him 

whether or not, before he attempts to answer your question, he has 
the answer in the statement he has prepared. I f  so, perhaps it would 
be better to get it in the logical form he is presenting it than to ask 
the question.

Governor E ccles. I  would prefer to finish the statement, and then 
I would be glad to answer any questions that you may desire to ask 
that I  am able to answer.

Senator Glass. Well, you may do that, so far as I  am concerned, 
except that I  would like to supplement the question that the Senator 
from Michigan asked. He asked what you would have done-------

Governor E ccles. Yes.
129688— 35— ft 1------- 19
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Senator Glass (continuing). In 1928 and 1929. I would like to 
ask what the Federal Reserve Board did do in 1928 and 1929, be
cause you propose now to charge it with supreme authority in this 
matter. What did it do in 1928 and 1929 ?

Governor E ccles. I do not know that I can tell you exactly what 
they did, Senator.

Senator G î ass. The record is perfectly clear.
Governor E ccles. Yes.
Senator Glass. I  assume that you do not know. If  you do noty 

you will find it in your own records that the Federal Reserve Bank 
of New York for, I  think four consecutive weeks, proposed an ap
preciable raise in the rediscount rate, and that the Federal Reserve 
Board, I think for the same number of weeks, positively refused to 
sanction that action.

Now state what you would have done.
I do not know, but I do know what the Federal Reserve Board 

did do.
Senator Couzens. Of course, if Governor Eccles does not want to 

answer this, I submit in all humility to the two former Secretaries 
of the Treasury and will let them run the meeting.

Governor E ccles. I would prefer to read this and I would be glad 
to answer the questions later.

Senator Glass. I do not want to run the meeting, but as a member 
of this committee, I  am going to take the privilege of asking ques
tions.

Senator Couzens. I asked a question and did not consult the chair
man or the Senator from California, but an effort was attempted to 
estop an answer to my question at the moment because of the aus
terity of the two former Secretaries of the Treasury.

Senator Glass. A s a matter of fact, so far from attempting to 
estop an answer to your question I supplemented your question so 
that the answer might be more complete.

Senator McAnoo. I may say for the record that I had no thought 
of preventing an answer to the question of the Senator from Mich
igan. My only purpose was to expedite the hearing, perhaps, by 
allowing him to complete his statement and then have him answer 
the question. I  have no objection to his answering the question.

Senator Couzens. The Senator from California knows that after 
the reading of a long statement many of the thoughts and ques
tions we desire to have answered are forgotten by the time the state
ment is completed. I f  the Senator from California does not want 
me to interrupt, I will not interrupt any more.

Senator McAnoo. I do not care, but I think, and I am quite sure 
that the Senator from Michigan underrates his mental processes if 
he cannot retain in his memory the questions he wanted to ask until 
after the statement is concluded.

Senator Glass. Proceed, Governor. Or if you prefer, answer the 
question by the Senator from Michigan, and my supplemental ques
tion.

Senator T ownsend. T think the Senator from Michigan is entitled 
to an answer to his question, if the Governor is prepared to answer.

Senator McAnoo. Certainly he is. I only made the suggestion for 
the purpose of trying to expedite the testimony.

Governor E ccles. W ill you repeat the question?
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Senator Couzens. Y ou are proposing a new form of activities and 

procedures of the Federal Reserve Board. I asked if this act you 
are now proposing had been in effect in 1928 and 1929 what you 
would have done under this proposed act.

Governor E ccles. O f course, the bill is not proposing any new 
activity.

Senator Couzens. What is the purpose of it, then?
Governor E ccles. It is placing the responsibility for the three in

struments of monetary control in the Federal Reserve Board. The 
most important of those three instruments, that of open-market op
erations, the initiation of them, is in the hands of an open-market 
committee. The matter of the discount rate is now in the hands of the 
Board. The increase in reserve requirements was provided for in the 
Thomas amendment to the Agricultural Adjustment Act, with the con
sent of the President, by declaring an emergency. What the bill pro
poses to do is to recognize the three principal functions of monetary 
control which I have just enumerated, and to place the responsibility 
for the exercise of these monetary control functions in the Federal 
Reserve Board, and to provide for a committee of five representatives 
of the Federal Reserve banks to be selected by the 12 governors, to 
be an advisory committee to the Board in the exercise of all three 
functions. I will not go into extensive detail, because if I do there 
would be no occasion to read this statement which covers that point 
fully, but-------

Senator T ownsend. Are the five advisory members permitted to 
vote ?

Governor E ccles. They are not in the proposal here. The Amer
ican Bankers’ Association have submitted a suggested amendment 
providing That the five members be added to the Board for that pur
pose. The five members of the advisory committee in my proposal 
are given the power to initiate. The Board is required before taking 
action to give this committee of governors a hearing, an opportunity 
to express their views, so that both the Board and the committee 
would have the power of initiative.

The Board, however, in the final analysis, is charged with what
ever responsibility is taken.

Of course, I recognize that in monetary control alone, that is, 
in attempting to increase or diminish the supply of money through 
monetary action, there is no solution for all of our economic prob
lems, and as I said before the House committee, I do not believe 
that through monetary action alone the difficulties that confronted 
this country in 1928 and 1929 could have been entirely avoided. I 
believe that the question of distribution of income is a very import
ant factor because it tends to affect the velocity of money. So, I do 
not believe that purely through monetary control we could have 
avoided the depression.

Senator Couzens. I am indebted to the Governor for his state
ment, but 1 still have not got an answer to the question as to what 
he would have done in 1928 or 1929 under the conditions as they 
then existed.

Governor E ccles. Y ou mean what Federal Reserve policy I would 
have adopted?

I
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Senator Couzens. Yes; that is what we are talking about; is it 
not?

Governor E ccles. O f course, I feel that instead of reducing income 
taxes during that period they should have been increased.

Senator Couzens. I will agree with that; but the Federal Reserve 
Board could not do that.

Governor E ccles. That is right; and as I say, there was a limita
tion as to what the banking system could do toward maintaining 
stability, business stability.

Senator M cA doo. A s I understand, the Senator from Michigan-------
Senator Couzens. Just a minute. The Senator will pardon me. 

I am still insisting upon an answer to that question, please. I f  this 
bill had been a law, what should the Federal Reserve Board have 
done; what would they have done that was not done in 1928 and 
1929 ?

Governor E ccles. I could not answer that, Senator.
Senator Couzens. Well, just why this bill, if you do know what 

is going to happen?
Governor E ccles. Well, I  think it is a very difficult thing to say 

what you are going to do at any given time, until you know what 
the problem is.

Senator Couzens. W e will assume-------
Governor E ccles. I have not analyzed the problem of 1929 with 

the idea of seeing how this bill would apply if it had been in 
existence. One cannot express an opinion on a subject as important 
as that. It would be like-------

Senator Couzens (interposing). Well, it will be some time, I guess, 
before we pass this bill, and would the Governor mind going back 
and assuming, for example, that this bill was a law in 1928 and 1929, 
and come back and tell us what he would have recommended to do 
during that period had this law been in effect or this bill been in 
effect ?

Governor E ccles. I will be glad to.
Senator McA doo. And if he had been in charge of the administra

tion of the act?
Senator Couzens. Yes.
Senator M cA doo. O f course, he cannot assume what other men 

might have done, but what he would have done if he had had the 
responsibility, and the law was in effect as it is suggested.

Senator Couzens. In other words, he might have done as the Sen
ator from California recommended, paying all of our bills by print
ing-press money, and if he would recommend that, I should like to 
know that.

Senator M cA doo. I think the Senator from Michigan does not 
know what printing-press money is.

Senator Couzens. No ; I confess I  have expressed my humility to 
being inferior to the Senator from California.

Senator M cA doo. That is certainly a gratifying announcement.
Senator T ownsend. Governor,' while we are on this subject, what 

would be the result if there was created the Federal open-market 
committee, consisting of the entire Federal Reserve Board and five 
governors of the Federal Reserve banks, each member of the said 
open-market committee having a vote in the deliberations of the com-

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



BANKING ACT OF 1 9 3 5 289
mittee, and should make the changes, namely, first, open-market 
policy; second, the change in the discount rate; and, third, a change 
in the member bank reserve requirements ?

Governor E ccles. What would be the objection, is that your 
question ?

Senator T ownsend. Y es; or the result.
Governor E ccles. I do not believe there is a very great difference 

in the proposed bill and that proposal from the standpoint of its 
practical operation. It is true the five governors, as proposed in the 
bill passed by the House, do not have a vote. I believe the suggested 
proposal would be a very big improvement over the present set-up. 
I believe that it is the best compromise, if there is to be a compromise, 
between what is proposed in the bill and some other proposals that I 
have heard. I have made certain recommendations before the House, 
and am making them before your committee, and they express my 
views of the most desirable arrangement. Next to this arrangement 
the proposal that you have just read would be the most acceptable 
to me.

Senator T ownsend. Thank you.
Senator Glass. Governor, if I may venture to ask a question, do 

you discover any difference between a real central bank which has a 
proprietary interest in its own funds and may manage its own loans 
of its own funds and the central bank which has exclusive control of 
the funds belonging to other people and directing the manner in 
which and the extent to which the funds belonging to other people 
may be loaned?

Governor E ccles. I cannot conceive of a central bank except 
it be a bank that handles the funds of others. Every central bank, 
I think, in the world is nothing more nor less than a banker’s bank. 
It is a bank that, holds the reserves of the private banking system.

Senator Glass. It is a bank of deposits ?
Governor E ccles. That is right— a bank of deposits for the banks. 

The ownership varies in different countries. The organization varies 
from institutions owned entirely by the Government to institutions 
owned entirely by the public. In the case-------

Senator Glass. But the stockholders of a central bank of that de
scription have a responsibility to the depositors, have they not?

Governor E ccles. Yes; whether they be private stockholders or 
whether the Government be the stockholder, I would say they have.

Senator Glass. Yes; but the Federal Reserve Board has no re
sponsibility to the depositors in the various banks, member banks of 
the country, has it?

Governor E ccles. Only to the extent that it is given responsi
bility for monetary action, monetary control, and responsibility 
for making rules and regulations that would affect the depositors. 
To that extent it would have responsibility.

Senator Glass. Well, of course, the statute now and the rules and 
regulations of the existing Federal Reserve Board charge it with 
that responsibility; but that is a very different matter from deter
mining to whom and to what extent the deposits in the various banks 
may be loaned.

Governor E ccles. There is nothing in this bill that does that, 
Senator Glass.
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Senator Glass. Well, you may not have discovered it.
Governor E ccles. I have not. There is nothing in this bill that 

prescribes how the Federal Reserve banks shall loan their funds. 
The responsibility for credit extended to member banks bv Reserve 
banks rests with the Reserve banks. The Board may make certain 
rules and regulations governing the basis upon which credit could 
be extended to member banks.

Senator Glass. Not inconsistent with the statute itself.
Governor E ccles. That is right. That is correct.
Shall I proceed?
Senator Glass. Y ou may proceed.
Governor E ccles (continuing statement) : Limitations and objectives of monetary control.— Recognition of the importance of 

monetary control and of cooperation between the Government and 
the bank of issue is not based on the belief that all economic ills can 
be cured by monetary action alone.

It has been asserted that the proponents of this bill, and I in 
particular, hold such a belief. Speaking for myself alone, I am 
keenly aware of the limitations of the influence of monetary meas
ures on economic conditions. I realize that without a properly 
managed plan of Government expenditures and without a system of 
taxation conducive to a more equitable distribution of income, mone
tary control is not capable of preventing booms and depressions. 
The volume and cost of money are important, however, and are the 
particular responsibility of the Federal Reserve System. That is 
the reason why our immediate concern in this legislation is to make 
the machinery of regulating the volume of money as efficient as 
possible so that the system may exert its influence toward the 
achievement of the desired objective.

This objective, in my opinion, should be more clearly defined than 
is the case in existing law. For the somewhat indefinite phrase of 
“ accommodating agriculture, commerce, and industry ” , I would 
suggest the substitution of a definite mandate that the Federal Re
serve Sytem shall exert such powers as it has toward promoting 
business stability and moderating fluctuations in production, employ
ment, and prices, insofar as that can be accomplished within the 
scope of monetary action and credit administration.

Senator T ownsend. Would you care to clarify that by an example?
Senator Glass. Y ou would not care to usurp the authority of the 

Department of Agriculture and its-A. A. A. provisions that require 
the plowing under of so many crops, and how otherwise would you 
control production? You could not produce crops or things of that 
sort when you would have to plow them under or rent the land and 
pay a subsidy ?

Governor E ccles. Only as the monetary polic}1, induces inflation 
or deflation.

Senator Couzens. Have von studied the conditions sufficiently in 
1928 and 1929 to have reached a conclusion as to how the monetary 
policy might have been controlled at that time to have prevented the 
killing of pigs and plowing under of crops?

Governor E ccles. I do not know that I have. I may have some 
views on the subject, but I would not want to pose as an authority.

Senator Couzens. Would you mind giving them, because it might 
exert a great influence upon the distinguished committee ?
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Governor E ccles. I think that could possibly be answered in con
nection with the question you asked a little while ago. I think it 
would be closely related to the whole subject.

Senator Couzens. Y ou say you think you would like to report later 
on that ?

Senator Glass. H ow would you correct that vice of Congress, 
with apologies to these Members of the Senate, of appropriating hun
dreds of millions of dollars to prevent overproduction, and then ap
propriating hundreds of millions of dollars to reclaim swamp lands 
and irrigate deserts to increase production?

Governor Eccles. Well, that is a-------
Senator Glass. I f  you can do that, I am in favor of electing you 

to the United States Senate.
Senator Couzens. That would not be enough, because there are 

too many other questions.
Senator M cA doo. Perhaps that is the last thing that he wants to 

happen.
Governor E ccles. Y ou are right.
Senator Glass. All right, Governor, go ahead. W e simply want to 

point out some of the difficulties you would encounter when you 
propose that.

Governor E ccles. I am quite aware of them. I am quite aware of 
the limitation of monetary policy alone. [Continuing statement:]

This objective, which is similar to the one recently adopted for 
the Bank of Canada, states the aims that must guide the Federal Re
serve Board in the formulation of its policy and at the same time 
clearly recognizes the limitations of its power. I  believe that the 
Federal Reserve Board will be in a position to exercise its powers 
more effectively if it is given a more definite indication by Congress of 
the broad objectives of monetary policy. It will also increase the 
Board’s power to resist political pressure for the use of its authority 
for purposes inconsistent with the maintenance of business stability.

Senator M cA doo. Let me interrupt you there, Governor. I am 
violating the suggestion I made to the distinguished Senator from 
Michigan, when he lectured me so effectively a moment ago, but I  
should like to ask at this juncture just what you mean by political 
influence. Do you think it has been exerted on the Federal Reserve 
Board heretofore, and if so, when? Have you information?

Senator Couzens. I think I can answer that one— when you were 
Secretary of the Treasury.

Senator M cA doo. Y ou could not, because you did not know any
thing about it at that time.

Senator Couzens. Well, wre can read history, you know.
Senator M cA doo. Y ou do not mean it is history, do you?
Senator Couzens. Oh, yes. You made an historical speech on the 

floor of the Senate. That will go down in history.
Senator M cA doo. I hope so. Let us hope so. It had nothing, how

ever, to do with the consideration of this question.
Senator Couzens. Oh, yes; it has to do with monetary policies. 

It is very important.
Senator Glass. I should like to compose the austerities of this 

.committee.
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Senator Cottzens. Well, I  must confess that I am terribly dis
turbed when two distinguished former Secretaries of the Treasury 
take opposite positions.

Senator M cA doo. Well, we have not taken any opposite positions. 
We are asking for information.

Senator Couzens. I observed the Senator from Virginia did not 
vote for the printing press money the other day.

Senator Glass. Gentlemen, gentlemen.
Governor E ccles. I don’t believe I can answer that question as to 

when political influence may have been exercised, Senator.
Senator M cA doo. Y ou referred to it, and I wanted to learn when 

that had been effective.
In connection with this printing-press money that seems to disturb 

the Senator from Michigan so much, I remember hearing my distin
guished colleague, the Senator from Virginia, present upon the 
floor of the Senate a bill and ask what it was. He did not so ex
press it, but the others knew that it represented at the moment print
ing-press money and nothing else. It is a felony to take the money 
and convert it into gold.

Senator Glass. Well, the money that -we once had was not print
ing-press money. It took it away from those wTho had it.

Senator McA doo. That is what I mean.
Senator Glass. It took it away from those who had it. It has as 

much right to take your shirt as to take your gold.
Senator M cA doo. I  am very thankful mine was not taken. I do 

not know how I could replace it.
Senator Glass. I f  I had more shirts than gold, I would say that.
Senator M cA doo. I may say that I think I understand the good- 

natured observations of my good friend from Michigan. I know the 
spirit in which he made them.

Governor E ccles (continuing statement) : Increased regional au
tonomy.— An important feature of the proposed legislation is that 
it clarifies and increases regional autonomy of the Reserve banks in 
matters of local concern. This is contrary to the contention of 
critics who allege that the bill would abolish local autonomy and 
inaugurate completely centralized control over the Federal Reserve 
System. In its proposals along this line the bill follows the prin
ciples laid down in 1913 by the House Banking and Currency Com
mittee in its report on the original Federal Reserve legislation, in 
which it was stated:

Local control of banking, local application of resources to necessities, com
bined with Federal supervision, and limited by Federal authority to compel 
the joint application of bank resources to the relief of dangerous or stringent 
conditions in any locality are the characteristic features of the plan as now 
put forward.

Recognition of the necessity of striking the proper balance between 
national and regional considerations in the organization and opera

tion of the Federal Reserve System, therefore, dates back to its 
origin. The principle is that responsibility for policies of national 
scope and purpose shall be lodged in the Federal Reserve Board and 
that actual banking operations and all activities or policies of local 
concern shall rest with individual Reserve banks, subject only to the 
necessary degree of coordination.
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The proposed bill, as already stated, strengthens the regional 

autonomy of the Reserve banks. A t present the Reserve Board 
appoints three directors of each Federal Reserve bank, including 
the chairman. Under this bill the Board will appoint at the most 
two and possibly only one director. The governor, who will be a 
class C director, and the vice-governor, who may also be a class C 
director, will be appointed by the local directors, subject only to 
the Federal Reserve Board’s approval. In the bill as introduced, 
annual approval by the Board is prescribed. I believe that one 
approval of the governor for the period of his 3-year term as a 
class C director would be sufficient, and I consequently recommend 
such a change in the bill.

Senator Couzens. May I ask at that point just why the Federal 
Reserve Board wants the power to approve the appointment of these 
directors ?

Senator McAnoo. You mean the governor ?
Senator Cotjzens. Yes.
Governor E ccles. The Board now appoints the chairman, who is 

the— well, I think this next statement answers your question. As 
I go on here I think that it explains the advisability of combin
ing the offices of chairman and governor. (Continuing statement:)

A t the present time the Reserve agent is by law the Board’s 
representative at the Reserve bank------ -

Senator McAnoo. He is the chairman as well as the agenti?
Governor E ccles. That is right [Continuing statement:]
And maintains an office of the Reserve Board on the premises of 

the Reserve bank.
Now, I do not know whether that answers your question or not.
Senator Couzens. In other words, you are just substituting a 

governor for an agent and it is your opinion because the appoint
ment of the agent must be approved you would approve the ap
pointment of the governor?

Governor E ccles. The Board appoints the agent. We appoint the 
agent and his entire staff. We believe that it would be a better 
organization, that it would make for better coordination to have one 
head of the bank, by combining the office of the governor and the 
agent, and it is felt that inasmuch as the Board no longer would 
appoint the chairman who, as I understand it, was expected to be 
the executive head of the bank, that they should have the approval 
of the governor and chairman at least each 3 years, when the term 
as a class C director would expire. In other words, a person occupy
ing that position should be a person agreeable both to the local board 
and the Board here for the purpose of having proper coordination 
and cooperation.

Senator McAnoo. Then what you do is this— pardon me.
Senator Couzens. I was going to say, have you any figures as to 

the number of employees each 1 of these 12 Federal banks have?
Governor E ccles. Yes. I do not have them in mind. I think we 

have a total of something like 12,000, as I recall the number.
Senator Couzens. Divided among 12 banks?
Governor E ccles. Yes.
Senator Couzens. W ill you furnish the number that is in each 

bank ?
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; Governor E ccles. Yes, sir; I  shall furnish you the number of peo
ple in both the agents’ division and the governors’ division.

Senator G lass. Was that included in your testimony before the 
House?

Governor E ccles. N o, it was not, Senator; it was not requested.
Senator T o v̂nsend. W ill you also furnish the number that will be 

in the new set-up ?
Governor E ccles. There will not be any more. It is impossible to 

furnish what that would be.
Senator G lass. It will not be any more? There will just be one 

less ?
Governor E cci.es. There should be more than one less.

1 Senator McApoo. In order to make perfectly clear what you are 
detailing there, I want to know if I understand you correctly; under 
the present law, nine directors are chosen for each Federal Reserve 
bank?

Governor E ccles. That is right.
Senator M cA doo. Divided into classes. Now, of the 9, 3 are 

class C directors, and they are appointed by the Government; that 
is, by the Federal Reserve Board?

Governor E ccles. Yes.
Senator M cA doo. Acting for the Government; and one of those 

is now designated as chairman of the Board and Federal Reserve 
agent ?

Governor E ccles. Yes.
Senator M cA doo. And he has certain functions to perform; he 

has to attend the meeting of the Board, and his business is to see to 
the issue of currency and to provide for the necessary collateral to 
protect that currency issue, as well as perform certain other func
tions?

Governor E ccles. Yes.
Senator M cA doo. N ow , the nine members of the Board select the 

governor, and since the banks control six of the directors, the banks, 
Or the stockholders, I mean, who own the stock, it being owned by 
the bank that selected the governor, and he is the chief executive of 
the bank and directs its affairs. Your proposal is to merge the chair
man of the Board and the Federal Reserve agent and the governor 
into one, is it not?

Governor E ccles. That is right.
Senator M cA doo. And you require the selection of one of the class 

C directors as a governor?
Governor E ccles. No ; whoever is selected as governor by the local 

board and approved by the Board will be a class C director.
Senator M cA doo. Well, then, the Government has two directors 

under your plan, only?
1 Governor E ccles. That is right.

Senator M cA doo. Because you are caused to accept, then, the 
nominee of the bank, or the stockholders?

Senator G lass. Or disapprove.
Senator M cA doo. Or disapprove.
Governor E ccles. Yes.
Senator M cA doo. One or the other. But you can never have the 

third class C director a governor unless the Board approves it?
Governor E ccles. That is right.
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Senator M cA doo. The effect of it is really to put the selection of 

the governor in the control of the Board and, really, that is the 
effect of it, is it not?

Governor E ccbes. Well, no; we cannot designate the governor 
at all.

Senator M cA doo. Well, you can continue to disapprove until you 
get one whom you are willing to accept, which is in effect the same 
thing.

Senator Couzens. Well, hardly, because we have that same thing 
in the confirmation of an appointee by the President. We cannot 
select him, but we can confirm or disapprove. All we can do is to 
approve or disapprove.

Senator G lass. Yes; but we always confirm.
Senator M cA doo. Yes; as a rule we do.
Governor E ccles. W ell, possibly.
Senator M cA doo. N ow, you think that by the consolidation of these 

two offices into one, and having the Board practically select the 
governor, that you get better administration?

Governor E ccles. I do.
Senator M cA doo. Can you give us particular reasons for that as a 

matter of organization?
Governor E ccles. That is explained here.
Senator M cA doo. All right, go ahead.
Governor E ccles. I am quite sure if I could read this it would 

answer a good many questions that are being asked.
Senator G lass. G o ahead, sir.
Governor E ccles (continuing statement) : At the present time the 

Reserve agent is by law the Board’s representative at the Reserve 
bank, and maintains an office of the Reserve Board on the premises 
of the Reserve bank. Not only is he himself directly appointed by 
the Board, but the appointment of his entire staff, including bank 
relations and economic services, is subject to approval by the Board. 
Under the proposed bill the agent’s department would be abolished 
and its functions and personnel brought directly under the gover
nors of the Reserve banks. The proposed change concerning eligi
bility requirements for discount and the proposed elimination of the 
collateral requirements for Federal Reserve notes will likewise in
crease local discretion and autonomy. The Reserve banks will under 
these provisions have increased responsibility in dealing with mem
ber banks. The power of the Federal Reserve Board to delegate 
some of its functions to its representatives will also enable the Board 
to authorize Reserve banks to handle many administrative matters, 
which under present law must be passed upon by the Federal Re
serve Board as a whole. These matters may include passing on 
applications for membership, granting of voting permits for holding 
companies, and many others.

It is apparent that the present proposals will not destroy the re
gional character of the system, but, on the contrary, will carry to 
its logical conclusion the principles which were in the mind of Presi
dent Wilson and of proponents of the original act, namely, the 
granting of wide discretion and autonomy to the Reserve banks in 
local matters and the concentration in the Reserve Board of authority 
over national monetary policies.
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Senator G lass. But there was another thing in the mind of Presi
dent Wilson and of the proponents of the Reserve Act, and it is re
flected textually in the statute itself, and that is that the facilities 
of the Federal Reserve System should not be used for speculative 
purposes. The Board is authorized to make its own definitions of 
eligible paper, but it is distinctly prohibited from including in its 
definition speculative investment transactions.

Now, is it not possible that under your proposed alteration of the 
law member banks might engage in speculation to their heart’s 
content ?

Governor E ccles. I do not think so. I think that-------
Senator G lass. Evidently the counsel to the Board do not think 

that the chairman knows anything about the Federal Reserve Act, 
but the chairman thinks he does.

Governor E ccles. This proposed bill would not change the law 
with reference to the member banks’ loaning activities, except by 
liberalizing the real-estate loan provisions.

Senator G lass. Yet you propose to permit them to loan on any 
sound asset and the brokers testified before our committee that the 
soundest asset upon which loans were ever made were brokers’ loansi

Governor E ccles. We do not permit the member banks to loan 
upon sound assets. They are already permitted to loan on sound 
assets. The proposal is to permit the Reserve banks to lend to the 
member banks on sound assets.

Senator G lass. That opens the facilities of the Federal Reserve 
banks for speculative investments.

Governor E ccles. Sound assets do not necessarily mean specula
tive investments. I f  banks must confine all their lending to what 
is known as “ commercial paper ” , with the present business struc
ture, with the structure of business for a number of years, there will 
not be enough commercial credits or commercial lending to go 
around.

Senator G lass. S o, if we keep on spending, there will not be any.
Governor E ccles, The total amount of commercial paper in the 

banking system today which is considered to be eligible by the mem
ber banks is less than 8 percent of their total loans and investments.

Senator G lass. Well, is that not because of this unprecedented 
depression in business?

Governor E ccles. In 1929. Senator, the total was only between 12 
and 13 percent.

Senator G lass. After the crash ?
Governor E ccles. N o, before the crash; and it has declined from 

a little over 4 billions to approximately 2 billions.
Senator G lass. H ow many banks in the system are without eligible 

paper for rediscount?
Governor E ccles. I could not answer that. I would say that most 

of the banks would have some eligible paper. It would vary. Most 
of the eligible paper, however, is held by the larger banks because 
the commercial credit seeks the lowest money market. Particularly 
is that true with large concerns that are able to sell their paper in 
the market. So that the larger banks would have the greater amount 
of what would be known as “ strictly commercial ” or “ eligible ” 
paper. The rates on paper of that sort at the present time are 
extremely low.
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Senator M cA doo. Governor, could you have put in the record 

here, later, as a supplement to your statement, the testimony you are 
now giving, some figures to show for a few consecutive years before 
and since the panic of 1929 just what percentage the eligible paper 
is of loanable assets that the banks held in the various Federal 
Reserve districts?

Governor E ccles. By districts, you mean?
Senator G lass. A t this time?
Senator M cA doo. No ; I say for a few years preceding 1929, and 

a few years following.
Governor E ccles. The total was between 12 and 13 percent.
Senator M cA doo. Of loanable assets?
Governor E ccles. Yes.
Senator M cA doo. What of the deposits, related to deposits?
Governor E ccles. That would be a different figure. I  think the 

total is 12 to 13 percent of the loans and investments. Now, it would 
make a lower percentage.

Senator M cA doo. Of course.
Governor E ccles. Based on other resources. Now, as to what the 

figures are by districts, I  couldn’t say. W e can get those figures.
Senator M cA doo. That information is available?
Governor E ccles. Yes.
Senator B u lkley . Governor, you do not contend that there is any 

shortage of eligible paper in the Federal Reserve banks today, do 
you ?

Governor E ccles. N o.
Senator B u lkley . Together with Government bonds?
Governor E ccles. No.
Senator M cA doo. The point I  wanted brought out is that you are 

proposing here the broadening of requirements for eligible paper in 
the Reserve banks.

Governor E ccles. Yes, sir.
Senator M cA doo. And these figures would be of value, in enabling 

us to judge whether or not such an enlargement would be of value.
Senator G lass. And expunging the requirement that they shall 

relate themselves specifically to commerce, industry and agriculture.
Senator M cA doo. Well, I would not expunge that.
Senator G lass. But I say the proposal is to expunge.
Senator M cA doo. The proposal here is. but I am preserving the law 

in that respect as it was.
Senator G lass. At least, I  think that is the present provision. 

Maybe counsel for the Federal Reserve Board can tell us better than I.
Governor E ccles. I will proceed, if I  may.
Senator M cA doo. Mr. Chairman, may I ask. please, is it your in

tention to continue the hearing? I myself am obliged to be at the 
session.

Senator G lass. Well, I am content to continue.
Very well, go ahead.
Senator M cA doo. I will have to ask you to excuse me.
Governor E ccles [continuing statement]:
Sum m ary o f reasons fo r  proposed changes.— Perhaps the best way 

to explain the reasons for the changes proposed in this bill is to ask 
you to consider what kind of a system would be devised, if a plan
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for such a system were to be formulated at the present time. It 
would be considered desirable that all banks carrying deposits sub
ject to check be members of the system. It would also be deemed 
desirable that the banks be supervised, but in a country the size of 
ours it would be undesirable to centralize in Washington all opera
tions pertaining to individual banks.

Senator Glass. The House does not agree with you on that, does it?
Governor E ccles. No ; they do not.
Senator Couzens. Neither do I.
Governor E ccles (continuing statement). What would be done is 

to provide for regional Reserve banks with a large degree of local 
autonomy in dealing with their local member banks. It is equally 
clear that national monetary policies would have to be under public, 
not private or banker, control. Such policies would be placed under 
a body appointed by the President and confirmed by the Senate. 
Provision would be made to insure as far as possible that the con
trolling body be composed of the best talent available and that it be 
in a position to resist pressure to pursue policies for undesirable pur
poses. To this end both authority and responsibility would be con
centrated in that body; its members would be made financially inde
pendent; high qualifications for membership and an objective toward 
which policy should be directed would be laid down. That body 
would be entrusted with sufficiently effective instruments of policy to 
make the system responsive to changing conditions, and would be 
given discretion in the regulation of bank operations.

The system, which I have ventured to suggest would be estab
lished if a new plan were now being formulated, differs little from 
the Federal Reserve System with the changes proposed in the bank
ing bill of 1935. We propose to facilitate entrance of nonmember 
banks into the Fecleral Reserve System. We propose to increase the 
regional autonomy of the Reserve banks in matters pertaining to 
local credit administration. W e propose to increase the authority 
and responsibility of the Federal Reserve Board in matters pertain
ing to national monetary policies; to lay down new qualifications 
for future Federal Reserve Board members; to grant to future 
members pensions and higher salaries. In these ways we hope to 
make a position on the Board more attractive to outstanding men. 
We suggest a specific objective of monetary policy. We propose 
that the system’s organization be made more amenable to Federal 
Reserve Board policy; that the banking system be made more re
sponsive by making it safe for the banks to meet the changing nature 
of the community’s requirements for loans, and by liberalizing the 
provisions in respect to real-estate loans; and, finally, we propose 
the removal of various impediments to effective policy, such as col
lateral requirements for notes.

Proposal for a commission.— Opponents of this legislation have 
proposed the creation of a commission of experts which would re
view the whole field of banking legislation at leisure and would then 
make a report to serve as a basis for reform.

Senator G l a s s . Would not you like to modify that by saying 
“ some of the opponents ” ?

Governor E ccles. I am willing.
Senator G lass. Not all of them, by any means.
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Governor E ccles. I am willing to modify it to that extent. I  

think that is more nearly correct, Senator. [Continuing statement:]
A  proposal for a commission is not infrequently made as a means 

of gaining time in order better to organize opposition to undesired 
legislation. It is not infrequently advocated by persons who are 
opposed to a measure and think that the first and easiest step is to 
prevent its immediate passage by proposing a commission for the 
study of the subject.

In my opinion the public interest will be best served through the 
adoption of banking measures in the order of their urgency and in 
accordance with our capacity to formulate concrete conclusions. The 
Banking Act of 1933 was such a measure. It did not cover the whole 
field of our banking problems, but dealt primarily with the specific 
problems concerning the speculative use of credit and the relations 
of investments to commercial banking on the basis of our experience 
in the years immediately preceding the depression. It is gratifying 
to have this law on our statute books and to feel that there are ade
quate means at our disposal through that act and the Securities 
Exchange Act to prevent the occurrence of another speculative orgy 
like that of 1929.

Similarly the provisions of the present bill are based on the actual 
experience of the Federal Reserve System for the past 20 years and 
particularly on its experience during this depression. They were 
prepared in the light of past events and in consultation with persons 
who have worked in the System for many years. Statements that 
have been made to the effect that the bill was hastily drafted without 
competent advice do not correspond to the facts. The proposals in 
this bill are simple and concrete; without modifying the essential 
nature of the Federal Reserve System, they strengthen its power to 
meet future emergencies, and increase the ability of member banks to 
facilitate recovery.

The argument that an elaborate study should be made before any 
banking legislation is enacted ignores the fact that committees of 
both Houses of Congress have been studying the subject for years and 
that there is a vast volume of material available in the hearings and 
reports of these committees. It also ignores the fact that the Federal 
Reserve System, commercial bankers, and other agencies have been 
almost continuously studying the problem in recent years.

It is my conviction that the measures proposed in this bill would 
not be greatly modified by additional years of study, and that in the 
meantime the banking system would not be in so advantageous a 
position for contributing its share toward recovery, and the Federal 
Reserve System would not be well equipped to cope with inflation 
if it should develop.

Differences of opinion on the proposals contained in title I I  of 
this bill are not the kind that can be resolved by study. They repre
sent fundamental differences of approach to economic problems. 
Proponents of this bill are irrevocably convinced of the necessity 
of public control of national monetary and credit policies. Oppon
ents believe in a minimum of Government supervision and represent 
two different points of view: One believing that monetary control 
should be left with the private banks that own the Federal Reserve 
.System; the other holding the opinion that no control at all is necep-
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sary, that the free play of natural economic forces will result in the 
monetary system functioning for the public welfare. These diverg
ent points of view cannot be reconciled by argument, nor can they 
be clarified by further study. They call for a decision by the Con
gress of the United States.

Summary of 'provisions.— A  brief discussion of the provisions of the 
bill, section by section, may be appropriate at this point and may be 
helpful in indicating what was intended to be accomplished by the 
proposals.

Section 201 proposes that the offices of governor and chairman of 
the Federal Reserve banks be combined.

This proposal is in recognition of the situation that has developed 
in the banks. It gives the governors of the Reserve banks a status 
in the law and combines their office with that of the chairmen of the 
boards of directors. It is, of course, essential that the holders of 
these combined offices be approved by the Federal Reserve Board.

In this proposal there is no encroachment on the autonomy of 
individual Reserve banks. It merely reestablishes the original plan 
of the Federal Reserve Act that the Federal Reserve Board, which 
has responsibility for national policies and for general supervision 
over the Reserve banks, shall be a party to the selection of the active 
heads of the 12 Reserve banks. This change will work toward 
smoother cooperation between the Board and the banks and will 
establish within the banks a greater unity of administrative control 
than now exists. It will also result in considerable saving through 
the elimination of one of the two highest officers in each Federal 
Reserve bank.

Section 201 also provides that directors of Federal Reserve banks 
shall not serve more than 6 consecutive years. This is proposed to 
avoid the crystallization in the boards of directors of the influence 
of any one individual or groups of individuals. That such a policy 
is desirable is evidenced by the fact that it has already been adopted 
in some of the Federal Reserve districts.

Section 202 would give the Federal Reserve Board authority to 
waive capital requirements for membership for insured nonmember 
banks joining the System prior to July 1, 1937, when all insured 
nonmember banks are required by law to become members of the 
System. This proposal is for the purpose of making it possible for 
numerous nonmember banks with small capital to join the Federal 
Reserve System and thus not lose their privilege of belonging to the 
Federal Deposit Insurance Corporation. In providing that insured 
banks must become members of the Federal Reserve System by July 
1, 1937, the Banking Act of 1933 took an important step in the 
direction of unified banking which is universally admitted to be 
desirable.

Senator Glass. Well, it is not universally admitted, because the 
House has vitiated the whole thing.

Senator T ownsend. Have you a record of how many State banks 
and nonmember banks have come into the System since that time ?

Governor E ccles. No. I  could get that for you. I do not have 
it in my mind, but I can get it for you.

Senator G lass.. What do you think would happen to the insurance 
fund if the action of the House should be confirmed by the Senate?
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Governor E ccles. Of course, it would depend to what extent power 

to admit banks to the insurance fund was given to the Federal De
posit Insurance Corporation and what powers they have of examina
tion and expulsion of members from the fund and how well they 
administer the powers that are given them. .

Senator T o w n s e n d . What powers are given m the House act ? 
Governor E ccles . I do not recall just how the act was finally 

passed. As I understand it, as I recall, the powers that were asked 
by the Federal Deposit Insurance Corporation were not all given to 
them, and I think it is very essential that they certainly be given 
adequate power to determine what banks shall be admitted to mem
bership, and also power over examinations, and power to expel for 
cause. In connection with this same matter I have something to say 
here about it. [Continuing statement:]

This provision of the present bill is designed to facilitate the process 
of unification. I  wish, however, to recommend a modification of the 
section in the bill as it was introduced which I  recommended to the 
House; that is with reference to the phraseology of the provision pro
viding for the admission of nonmember banks, giving the Board 
certain powers to waive requirements. I  shall include this proposed 
modification with others that I wish to recommend.

I should like to call attention to the fact that the bill as reported 
by the Banking and Currency Committee of the House eliminated 
from this proposal the limitation that it shall continue in force 
only up to July 1, 1937. The House committee also made a change 
in title I  of this bill and amended the Banking Act of 1933 to 
eliminate the requirement that all banks that are members of the 
Federal Deposit Insurance Corporation shall become members of 
the Federal Reserve System by July 1937. This change appears 
to me undesirable. It is generally agreed that unification of bank
ing under national supervision is desirable and that the conflict 
of jurisdiction and authority over banks which has prevailed has 
been a source of weakness in the banking system. There ought to 
be national control of charters granted to banks, and there ought 
not to be unfair competition between member and nonmember banks 
in regard to interest on deposits and other matters. In case, for 
example, the Federal Reserve System should find it necessary to raise 
reserve requirements, as it has authority to do under the law, the 
fact that a substantial group of banks would not be affected would 
be a distinct limitation on the effectiveness of the measure.

For these reasons, it would be in the public interest to bring about 
as rapidly as possible a unification of the banking system. At the 
same time it is recognized that there are many small banks that 
would find it difficult to join the Federal Reserve System even under 
the liberalized provisions proposed in this bill. For one thing, 
many of these small banks derive a considerable proportion of their 
income from exchange charges which they would have to abandon 
if they joined the Federal Reserve System. It has occurred to me,, 
therefore, that the situation might be met by a proposal— and it is a 
suggested compromise proposal— that all insured banks with deposits 
of $500,000 or more shall join the Federal Reserve System within 
a year after they become members of the Deposit Insurance Cor
poration. That would apply to new banks or within a year after 
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their deposits reach $500,000 or more. Banks of this size do not 
have to depend on exchange charges for their earnings and should 
be in a position to qualify for membership in the Federal Reserve 
System in other respects. Under this proposal smaller banks would 
have the option of joining the Federal Reserve System if they 
wished. I should like, however, to provide that any new bank 
chartered after the passage of the banking bill of 1935 be required 
to belong to the Federal Reserve System, if it joined the Federal 
Deposit Insurance Corporation.

Senator G lass. Y ou, of course, know that the exchange question 
has been one of the most bitterly controverted problems with which we 
have had to deal. It has entailed a considerable amount of litiga
tion, it has gone through court stages up to the Supreme Court, it 
has saved, it is computed, the businss interests of the country, that is, 
the existing law has, approximately $250,000,000 a year. The existing 
law, as you know, provides that these banks may charge the actual 
cost of exchange transactions, but nobody has ever been able to find 
an actuary or in accountant who could estimate the positively inap
preciable loss to the banks. So that banks that want to get exchange 
want to get something for nothing.

Governor E ccles. Continuing on this question [continuing state
ment] :

I am informed that there are 5,644 State nonmember banks belong
ing to the Insurance Corporation whose deposits are $500,000 and 
under, and 2,038 whose deposits are over $500,000. so that roughly 
three-fourths of the insured nonmember banks would not be obliged 
to joint the Federal Reserve System, if my suggestions were adopted, 
and only one-fourth, representing the larger banks, would be re
quired to join. This would not deprive the small banks of the earn
ings from exchange charges. At the same time it would not seriously 
interfere with the system’s monetary policies, because the banks with 
deposits of over $500,000, which would have to join the system, hold 
77 percent of the total deposits of all insured nonmember banks.

This would mean that although in numbers less than two-thirds 
of all the banks of the country would be members of the System, if 
banks with deposits under $500,000 were left out, that we would have 
more than 95 percent of the deposits of the banking system in member 
banks.

Another important advantage of this proposal, as compared with 
the House proposal, would be that the larger banks that are now 
members of the Federal Reserve System would not be free to retain 
the benefits of deposit insurance and at the same time to leave 
the system whenever it suited them. That is a matter of vital im
portance, because the right of member banks to free themselves 
from regulation by the System by giving up membership might at 
any time limit the System’s ability to make its monetary and credit 
policy effective.

Section 203 deals with qualifications for membership on the 
Board-------

Senator G lass. Before you get to that, Governor, and adverting 
to the question of the small banks, do you believe in branch banking?

Governor E ccles. I do.
Senator G lass. State-wide?
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Governor E ccles. Either state-wide or regional, trade area, I  
believe in the extension of limited branch banking.

Senator G lass. D o you think that would in a large measure solve 
the problem of the small banks?

Governor E ccles. I do. . . .
Senator T ownsend . I s that provided for in this bill?
Governor E ccles. It is not.
Senator T ownsend. Would you favor putting it in the bill?
Governor E ccles. Not at the present time. I am expressing, of 

course, a personal opinion, and I recognize how controversial the 
question is, the question of State’s-rights that arises in connection with 
giving national banks the right to establish branches in States where 
branch banking is not permitted. The problem raises an issue which 
I  think sooner or later must be met.

Senator G lass. Does that mean to suggest that you do not mind 
controverting the judgment of the Senate but you do not like to 
undertake to controvert the judgment of the House?

Governor E ccles. N o ; I would not say that. I do not want to 
consider too many controversial questions. It seems to me that there 
have already been introduced sufficient, possibly, for one-------

Senator (t l a ss . I s not that a vital problem ?
Governor E ccles. It is a vital problem, and it is a problem that 

must be met. I  personally have been in favor of the unification of 
banking and branch banking and have recognized the need for a good 
number of years.

Senator G lass. Well, we have been studying that problem, to my 
personal knowledge, for 35 years. Why need we study it any fur
ther? Why not act?

Governor E ccles. Well, of course, there has been progress in the 
development of branch banking in the last few years. Even the 
States have taken some initiative and leadership; and the bill that 
was passed in 1933 permitting national banks to establish branches 
in those States where States permitted it was a step in the right direc
tion. Progress is being made, I  think, in that regard.

Senator G lass. Yes; but you do not want any more made right 
now; is that your idea?

Governor E ccles. Well, I can-------
Senator G lass. Y ou want it made, but you do not want a con

troversy ?
Governor E ccles. I, personally, am in favor of it, because I believe 

it is constructive. I think it would serve the public interest. I think 
it would strengthen the banking system.

Senator Coijzens. I think you would find a very considerable 
diversity of opinion on that.

Governor E ccles. I recognize that. I think that is one reason it 
may be well to consider it at some other time. I feel, however, that 
branch banking should be limited in its scope; and I also feel that 
where there are communities, small communities, that have banking 
service, that it should not be-------

Senator G lass. That is provided in existing law.
Governor E ccles. Yes. That a bank should not be permitted to 

go in and establish a bank and drive out an existing bank that is 
already there and established.
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Senator G lass. Your ideas are more liberal than mine. You want 
it regional, and I think it ought to be confined to the States.

Governor E ccles. Well, I  have thought of it in connection with 
Federal Reserve district branch areas, from the standpoint of adminis
tration, because the banks carry their reserves, and bank examinations 
are conducted from that area, and it is a logical business unit, it 
seems to me.

Senator G lass. I do not disagree there, but right at that point I  
join you in not wanting too much controversy.

Governor E ccles. I think it would be-------
Senator G lass. I  want to get rid of this talk about States’ rights. 

The States have no rights left, so far as that is concerned, but I 
would like to get rid of that much of it.

Senator Couzens. May I ask, leaving aside for the moment the 
public benefit, if by having a unified banking system— can you, in 
a brief way, state to me the advantages of an independent bank, 
well financed, becoming a member of the Federal Reserve System?

Governor E ccles. You mean the advantage to the bank?
Senator Couzens. Yes.
Governor E ccles. Or an advantage to the public?
Senator Couzens. I said, leaving aside the public advantage of a 

unified banking system, and considering the question of just what 
advantages a bank may have in becoming a member of the Federal 
Reserve System.

Governor E ccles. Why, I think that the rediscount privileges, the 
opportunity to borrow funds, and the clearing facilities that it gets 
through the Reserve System are very important elements. The safe
keeping service that it gets-------

Senator Couzens. Safe-keeping service of what ?
Governor E ccles. Securities. It is my experience in the banking 

business; from the very beginning of the organization of the Fed
eral Reserve, I  have always felt that it was to the interest of the 
bank to be a member of the Reserve System.

Senator Couzens. I  know that is the general conclusion, but I  was 
trying to get the details of why you thought it was better.

Governor E ccles. There is a certain amount of public confidence 
as a result of membership, and that is given largely through the 
access to Federal Reserve facilities.

Senator Couzens. I think you had better check up on that answer 
and see how many banks there are with signs on the window, “ Fed
eral Reserve System ” , that closed and have not paid out their 
depositors.

Governor E ccles. There is no question that there were closed banks 
in all classes, national member banks, State member and State non
member banks, but the figures will show that the State nonmember 
bank mortality and loss of deposits far exceeded those of the banks in 
the System. The shrinkage of deposits and the bank mortality were 
very much greater than for the member banks.

Senator Couzens. Have you ever heard of the criticism that exists 
among the ordinary depositors of the fact that they felt that when 
they saw “ Federal ” on these windows that they felt that they were 
guaranteed and taken care of by the Federal Government?

Governor E ccles. I haven’t heard that.

l b
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Senator Couzens. Never heard that?
Governor E ccles. N o.
Senator Couzens. I have had a number of letters to that effect.
Senator T ownsend. Y ou have heard of criticism of the names of 

banks, for example, the United States Bank?
Governor E ccles. Yes; I have; I have heard that criticism, but 

never of the Federal Reserve System.
Senator T ownsend. Well, they were a member of the Federal Re

serve System.
Governor E ccles. Yes; but I have not heard of cases where people 

felt, simply because a bank was a member of the Federal Reserve 
System, that it was a Government-owned bank. I have heard of cases 
where people thought that a first national bank was Government 
owned; but those cases, 1 think, are quite remote. I will continue.

Senator G lass. Well, is it not a very vital consideration, in banks 
which are not even members of the Federal Reserve System, that we 
no longer have currency panics in this country ?

Governor E ccles. Well-------
Senator G lass. In other words, history shows that almost decen

nially we have had in this country, or we did have in this country 
prior to the enactment of the Federal Reserve System, currency 
panics when banks would be compelled to close; banks with ample 
assets could not get a dollar, and they would have to issue clearing
house certificates instead of currency. That has never occurred since 
the adoption of the Federal Reserve System, and the Federal Reserve 
System, as it seems to me, is an insurance against its ever occurring 
again.

Governor E ccles. That is correct. As long as a bank is a member 
of the Reserve System and has reserves, that bank is solvent; or so 
long as a member bank has assets on which it can borrow from the 
Reserve System, as far as that bank is concerned and its depositors, 
they are always able to get currency. There is an elastic currency 
created as a result of the Federal Reserve System, because they can 
create currency based upon the call for currency by their members, 
so long as those members have reserves with the Reserve System.

Senator G lass. Yes.
Senator T ownsend. And there is no urgent demand for printing 

more currency ?
Governor E ccles. No ; not at all. You couldn’t keep it out if you 

printed it. You just could not get it out.
Senator Couzens. Well, if you put the Patman money out, that 

will not mean anything, will it?
Governor E ccles. It will not mean that you will increase the 

amount of money in circulation, because the Patman money would 
displace some of the existing currency, but the total amount of cur
rency that will be in circulation as a result of paying the $2,000,- 
000,000 bonus would not be increased any more than by putting out 
$2,000,000,000 of Government bonds.

Senator G lass. In other words, the Patman currency would sig
nify .jusf an easy way to pay the Government’s indebtedness by 
running the printing presses, but the possibility is that the Bureau of 
Engraving and Printing would be kept busy hereafter doing the same 
thing ?

Senator T ownsend. Because it is a payment of the debt.
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Governor E ccles. Mechanically the Government can create money 
by the issuance of currency and by using that currency to pay its 
debts or to take care of appropriations that Congress makes, or it can 
finance the deficits which such appropriations create through a sale 
of its obligations, Government bonds, in the market. Now, in either 
case, whether it is through a bond issue or through a currency issue, 
you increase the means of payment by that amount. The differ
ence—

Senator G lass. And if you keep it up, you make your currency 
worthless.

Governor E ccles. Yes; there is no question about that.
Senator G lass. I have got right here in my pocket now a practical 

illustration of that. I  have got a hundred-million-mark note here 
that was once worth— what?— $46,000; and now it is not worth carry
ing around in my pocketbook except to exhibit it as a curiosity.

Governor E ccles. O f course, Congress would have to appropriate 
the funds that would create the deficit.

Senator Glass. There would not be any difficulty about that. We 
have not experienced any so far.

Senator T ownsend. Well, of course, by issuing that money we 
would have a certain degree of inflation, would we not?

Governor E ccles. N o more inflation than by issuing the same 
amount of Government bonds to take care of a deficit, from a purely 
mechanical standpoint. From a psychological standpoint, there is 
always a possibility, when financing is done by currency issues rather 
than bond issues, of creating a certain fear psychology that would 
cause a rapid velocity of funds, which would tend to bring about a 
degree of inflation; and, if kept up long enough, it would decrease 
the value of money roughly according to the total mediums of pay
ment that was created.

Senator G lass. When the money was on a sound money basis, there 
was a vast deal of difference between bond issues and the issuance of 
currency. One is a demand obligation, and the other usually has a 
long time in which to mature, and the practice with respect to bonds 
has always been a refunding practice. Whereas the issuance of an 
immense amount of demand currency, if we were on a sound money 
basis, would simply wipe out the entire gold reserve.

Senator T ownsend. Well, as a matter of fact, the bonds that we 
issue without the protection of a sinking fund, in providing for the 
interest charge, is inflation, is it not?

Governor E ccles. T o the extent that they create a deficit.
Senator T ownsend. That is right.
Governor E ccles. But no more of an inflation than the same 

amount of credit expansion by the banking system. In other words, 
a deficit financed by Government bond issues of $4,000,000,000 will 
add, if those bonds are taken by the banking system, $4,000,000,000 
of deposits to the banking system. The deposits will first go to the 
Government, the Government spends the funds, and they come to the 
banks as deposits of individuals and corporations.

Senator G lass. Yes; but if the bonds are taken by individual 
investors ?

Governor E ccles. In that case it increases velocity without chang
ing the volume of deposits. In other words, it makes use of existing 
deposits; the depositors in a bank draw those deposits out and buy
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Government bonds. The Government spends that money, and the 
deposit goes right back in the bank in the account of somebody else, 
so that the person or corporation that has bought the bond has simply 
changed its money for bonds. It does not mean a change in the 
amount of money, and from the standpoint of money it is not 
inflationary.

To the extent, that banks buy the bonds, it has the same effect as 
extending credit and is inflationary.

Senator T ownsend. What percentage of the bonds now are being 
taken by the banks ?

Governor E ccles. I think it is just a rough guess. About 44 per
cent of the Government obligations outstanding today are held by 
the Reserve and member banks. I think that the proportion that is 
currently taken by the banks today would run larger than that. I  
think that may run as high as 60 percent. Of course, you are speak
ing of new issues, rather than refunding?

Senator T ownsend. Well, I was speaking of both, really.
Senator G lass. Well, go ahead.
Senator Couzens. There is one question I want to ask. There is a 

famous columnist that keeps asking in his column what is the differ
ence between an issue of a Government note— demand note, which 
is simply a promise to pay back— and a Government bond bearing 
interest, with a promise to pay at a specific time? He keeps asking 
that question, and I have never happened to have seen the answer, 
and so I would like an expert to answer it.

Senator G lass. I am not an expert, but I gave the answer to the 
question as to the difference between a demand obligation and a 
Government bond a few moments ago. The whole history of the 
financing of the Nation shows that the time obligation is usually 
refunded, whereas the demand obligation, if we are on a sound- 
money basis-------

Senator Couzens. Well, we are not on a sound-money basis, and 
I want him to answer it under the situation as it now exists, not if 
we were on a sound-money basis. I do not want any “ ifs ” in it at 
all. But what is the difference between a Government issue of a 
note without interest and a note with interest?

Governor E ccles. I will be very glad to give you my view, my 
interpretation, of the difference. The Government issues its bonds. 
The bonds have a definite maturity date, and they bear a definite, 
fixed rate of interest. And the banks buy those bonds.

Senator G lass. Why restrict it to the banks?
Governor E ccles. I am going to say there is a different situation 

between the banks buying the bonds-------
Senator Couzens. I am not talking about the banks. I  am talk

ing about the public. I am asking as to the difference that would 
exist between a demand note without interest and a bond with inter
est, in the public hands.

Governor E ccles. I will explain the difference, but I have to go 
through this to make the distinction.

Senator Couzens. All right.
Governor E ccles. The banks buying the Governments debit the 

asset account when they buy the Governments, and they credit the 
deposit account to the Government. That money is spent and comes 
back in and hence increases the deposits of the banks by that amount.
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To the extent that the public buys the Government bonds, it in no 
way changes the volume of money. It does affect the velocity of 
money because the individual buying the bond draws the money to 
buy the bond, the money is transferred to the Government and then 
the Government spends it. It in no way changes the volume of 
money in the System when the individuals and corporations buy the 
bonds, but when the banks buy bonds it does make a difference. To 
the extent that the deposits are increased by the banks purchasing 
bonds, the excess reserves of the banks are reducd by 10 percent.

In other words, if the banks buy a billion dollars of Government 
bonds, the deposits of the banks as a rule are increased by a billion, 
and the average required reserve is increased by $100,000,000. There
fore, if the banks have a 1-billion-dollar excess reserve and they buy 
a billion dollars worth of Government bonds and increase the deposits 
a billion dollars, the excess reserve is reduced to $900,000,000. I f  they 
bought 20 billions of Government bonds, the banks would increase 
the deposits in the banks 20 billions and their excess reserves would be 
entirely wiped out through that operation.

Now, let us take cash and currency.
Senator B ulkley . Y ou are speaking of surplus?
Governor E ccles. N o ; I am speaking of excess reserves.
Senator Couzens. While your discourse is very interesting, you 

have not yet told me the difference.
Governor E ccles. I am going to.
Senator Couzens. It is not necessary to go through the banks. I 

am not talking about the banks. Here is a Government bond bear
ing a 3-percent interest rate, with a specified maturity. Here is a 
Government note without any specified maturity, and no interest.

Governor E ccles. Yes.
Senator Couzens. What is the difference in the value of those?
Governor E ccles. The bond might fluctuate in total value, de

pending on its maturity and interest rate, based upon the market 
for money at that time. The note will not fluctuate.

Senator Couzens. I am not talking about fluctuation. I am talk
ing about the value of it. It is strange I cannot get a straight 
answer.

Governor E ccles. The value to whom?
Senator Couzens. The owner. In other words, the Government 

bond has a promise to pay.
Governor E ccles. Yes.
Senator Couzens. At a specified time, not in gold.
Governor E ccles. That is right.
Senator Couzens. And here is a hundred-dollar bond, baby bond, 

for example, and all it is is a promise to pay. Here is a hundred- 
dollar note, a note without any maturity, simply the Government’s 
promise to pay. I ask you what the difference is in the security of 
those two?

Governor E ccles. There is no difference in the security.
Senator Couzens. That is answered.
Governor E ccles. There is no difference in the security. There 

may be a difference in the value, but no difference in the security.
Senator Couzens. I am talking about the security. I am not talk

ing about the value of it. In other words, if the Government issues

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



Patman money, and promises to pay it, the person who has it is just 
as secure as though he had bonds ?

Governor E ccles. Yes; there may be a difference in the value, 
depending on the market at the time.

Senator Couzens. I am talking about the security. So I am just 
as secure when I take a Government note with a promise to pay as 
I am with a bond with a promise to pay. I am just as secure in 
money ?

Governor E ccles. Yes.
Senator G lass. Y ou are not secure in either case.
Senator Couzens. I am not talking about that. This famous col

umnist is quite correct in his contention, then, that- there is just as 
much security behind a Government note as there is behind a Gov
ernment bond that bears an interest rate ?

Governor Eccles. That is right.
Senator G lass. And you cannot get the security on either proposi

tion. They put you in jail if you do.
Senator Couzens. Then I want to ask another question. Is there 

not automatically an estoppel on a bond, on the issuance of bonds, 
dependent upon the people’s willingness to buy, while there is no 
estoppel anywhere on the issuance of notes whereby people have to 
take the notes in payment of debts ?

Governor E ccles. I think that is possibly correct, that-------
Senator Couzens. In other words, if the Government issues a bil

lion of bonds and there are no buyers, buyers have lost confidence, 
they do not buy, and so we cannot sell them, therefore the Govern
ment cannot spend any more. Their credit is gone. If, however, they 
issue a billion dollars’ worth of notes, without interest and without 
maturity date, and they pass them around to pay their debts to all 
their employees, including Senators and all others, we have got to 
take them, haven’t we?

Governor E ccles. That is right.
Senator Couzens. So is it not a fact that there is an automatic 

estoppel upon the sale of bonds, while there is no automatic estoppel 
on the issuance of notes; is that correct?

Senator Couzens. I s that correct?
Governor E ccles. I do not know that there is an automatic 

estoppel on the sale of bonds; at least, I do not know where it is.
Senator Couzens. At least, it is when the people stop buying them ?
Governor E ccles. Yes, sir.
Senator B ulkley . Is not what the Senator from Michigan has 

said a good deal mitigated when you can make the member banks 
buy bonds?

Because, of course, they can get the currency on the bonds after 
they have bought them.

Governor E ccles. Congress can appropriate money and can find 
means of either raising it through bond issue or, failing to do that, 
they could raise it through the issue of currency.

Now, with reference to the Reserve banks and the member banks 
buying Government bonds, the indication or the inference has been 
made, at different times, that they are being forced or that pressure 
has been brought to bear to support the Government credit.
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As a matter of fact, the amount of bonds held by the Reserve 
System has not increased since November 1933, and the total interest 
paid by the Government on its indebtedness today is less than at any 
time between 1919 and 1925.

Senator B u lkley . I think that is very interesting and very en
couraging.

But my question was purely a theoretical one. As to whether the 
force of Senator Couzens’ distinction was not in large measure ar
rested, so long as the Government can put pressure on the banks to 
buy bonds, and the member banks, in turn, can get currency against 
the bonds as needed.

Governor E ccles. Of course, if the Government can put pressure 
on them, that is true.

But there is nothing in the law that gives to the Government the 
power— either in the proposed legislation or in existing legislation—  
to require the Federal Reserve banks to buy Governments.

Senator B u lkley . N ow , let us see about the proposed legislation; I 
am inclined to think there is. Is there any doubt that the Federal 
Reserve Board can require the banks, through the open market com
mittee, to buy any securities that they see fit ?

Governor E ccles. Government bonds, you mean ?
Senator B ulkley . Government bonds or any other securities.
Governor E ccles. The Federal Reserve Board, under the proposal 

here, is charged with the responsibility of carrying out a monetary 
policy which deals with open market buying' and selling of bonds, 
writh discount rates, and reserve requirements, and is directed to 
use these instruments toward a condition of business stability, and 
so forth.

The power is given to the Board to require the Reserve banks to 
purchase or sell Government bonds.

Senator B ulkley . Within what limits?
Governor E ccles. There is no limitation.
Senator B ulkley . That is what I thought.
Governor E ccles. That is right; there is no limitation.
However, at the present time, of course, the Treasury is a mone

tary authority on its own account, to quite an extent, with a stabili
zation fund the size that it is, and with the balances that it carries in 
the member banks, from one to two billion dollars, and with the 
very large amount of trust funds, which include Postal Savings and 
F. D. I. C. and others; and it is in a position to exercise very great 
influence over the money market.

Senator B ulkley . Ali of which reinforces what I am saying: That 
the distinction that Senator Couzens makes is not very material, if 
we should enact this law.

Governor E ccles. I think that is correct.
The danger in issuing currency is this: It does not diminish the 

reserves at all. The banks get an increase in deposits, the same as 
when bonds are issued. But it all goes in to increase the excess 
reserve.

A  $2,000,000,000 currency issue would increase the present excess 
reserve from about $2,000,000,000 to nearly $4,000,000,000, while the 
same amount, financed by Government bonds, would decrease the ex
cess reserve by $200,000,000.
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That seems to me to be an important difference.
Senator T ownsend. What percent of the stabilization fund was 

invested in Government bonds?
Governor E ccles. That is a question that I should prefer you to 

ask the Secretary of the Treasury.
I have no responsibility in connection with the handling of that 

fund.
Now, I am going to skip some of this statement here, inasmuch as 

we have discussed it.
Senator Glass. If it conforms to your convenience, Governor 

Eccles, we shall have you back on Monday morning, if you please.
Governor E ccles. I shall be glad to be here at the convenience of 

the committee.
Senator G lass. Very well; we shall adjourn for today.
(Thereupon, at 1 p. m., an adjournment was taken until Monday, 

May 13, 1935, at 10: 30 a. m.)
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BANKING ACT OF 1935

MONDAY, MAY 13, 1935

U nited States Senate,
Subcommittee of the Committee on

B anking  and Currency,
' Washington, D. C.

The subcommittee met, pursuant to adjournment on Friday, May 
10, 1935, at 10: 30 a. m., in room 301, Senate Office Building, Senator 
Carter Glass (chairman of the subcommittee) presiding.

Present: Senators Glass, Bulkley, Townsend, Bankhead, Couzens, 
and McAdoo.

Senator Glass. Governor, you had not quite finished with your 
statement ?

Governor E ccles. Yes; that is correct.
Senator Glass. We would be glad to have you proceed and con

clude.

STATEMENT OF MARRINER S. ECCLES, GOVERNOR OF THE 
FEDERAL RESERVE BOARD— Resumed

Governor E ccles. All right. I  didn’t conclude'the prepared state
ment at the hearing on Friday, and I will omit a portion of it and 
then file the statement for the record, if that is all right, in order 
to save time.

Senator Glass. That will be entirely satisfactory.
Governor E ccles. There are, however, certain sections of it which 

I would like to read.
Senator Glass. Very well.
Governor E ccles (continuing statement) : Section 203 deals with 

qualifications for membership on the Board, provision for a more 
adequate salary and a pension system, and also with the matter of the 
Governor’s appointment, which I have already discussed.

Section 204 would authorize the Board to assign duties to desig- 
pated Board members or its representatives and thus would enable 
it to be relieved of a mass of administrative detail and to give its 
time to the study of policy matters.

Section 205 of the bill would provide for an open-market com
mittee to consist of the Governor and two members of the Board, 
elected annually by the Board, and two governors of the Federal 
Reserve banks, elected annually by the governors of the Federal 
Reserve banks. It would be the duty of this committee to formulate 
the System’s open-market policies which would be binding on the 
Federal Reserve banks. The committee would also make recom
mendations about discount rates.
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A  change in the provision about open-market policy is necessary 
in order to place definite responsibility on a national body with a 
national viewpoint.

Under the present law, open-market policies are formulated by 
the Federal Open Market Committee, which consists of the gov
ernors of the 12 Federal Reserve banks. The recommendations of 
the committee have to be approved by the Federal Reserve Board, 
and the boards of directors of each Federal Reserve bank retain 
the authority to refuse participation in the policy adopted. It 
would be difficult to conceive of an arrangement better calculated 
than this for diffusing responsibility and creating an elaborate sys
tem of obstructions.

In my opinion, however, the proposal in the bill as introduced 
would not be a satisfactory solution of the problem. I recommended 
before the House, and I wish to recommend, instead, a provision 
clearly vesting in the Federal Reserve Board full power and respon
sibility to initiate, adopt, and enforce open-market policies for the 
Federal Reserve System, after consulting with an advisory com
mittee consisting of 5 representatives of the Federal Reserve banks 
selected annually by the governors of the 12 Federal Reserve banks. 
The Board should be required to consult this committee before adopt
ing an open-market policy, a change in discount rates, or a change in 
member bank reserve requirements.

Such a provision would eliminate conflicts of jurisdiction and 
policy and at the same time would preserve the participation of 
Federal Reserve bank governors in the deliberations leading to the 
adoption of open-market policies.

Senator Glass. D o you know of any conflict that has happened?
Governor E ccles. Between the governors and the Board?
Senator Glass. The Federal Reserve Board and the Open Market 

Committee ?
Governor E ccles. No ; I don’t know of any.
Senator Glass. The Secretary of the Treasury does not know of 

any himself, because he told me explicitly that the Treasury has 
had 100 percent, to use his exact language, cooperation from the 
present Open Market Committee.

Governor E ccles. So far as I know, that is correct. [Continuing 
statement:]

Open-market operations might be initiated by either the commit
tee or the governors or by the Board, but the ultimate responsi
bility for making a final decision and the power for adopting and 
carrying out national policies would be centralized in one place 
and in one body, as they should be.

Open-market operations as a means of credit control in this country 
are a post-war development. They were not regarded as a major 
instrument of policy when the original Federal Reserve Act was 
passed. From small informal beginnings, whose significance was not 
fully appreciated, open-market operations have gradually come to be 
recognized as the principal instrument of credit control. At first the 
individual operations of the separate Reserve banks were designed 
merely to equalize the earnings of these banks in periods when redis
counts were diminishing; then, as their effect on bank reserves and 
the volume of member bank credit was realized, operations were con-
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ducted at first by a self-appointed committee of the governors of the 
eastern Reserve banks and later by the same committee after approval 
by the Reserve Board. Owing largely to the circumstances of their 
origin, these operations, though they have come to be the most impor
tant features of our monetary policy and are definitely national rather 
than regional in purpose and in effect, still remain chiefly under the 
control of the regional Reserve banks. . .

Local, or regional, control of open-market policy is, m fact, impos
sible, because the effects of such policy cannot be restricted geographi
cally. Local control has been tried and voluntarily abandoned. The 
question, therefore, is merely where the national control shall be 
lodged. In my opinion it should be lodged in the Federal Reserve 
Board, which has the responsibility for other instruments of mone
tary policy through discount rates and changes in reserve require
ments.

I am recommending an amendment to the bill to carry out this 
proposal.

Section 20G proposes that the Federal Reserve banks, under regula
tions by the Federal Reserve Board, be authorized to make advances 
to member banks on the basis of any sound asset. This proposal 
arises out of the experience of the Federal Reserve System.

The view on which the original eligibility provisions of the Fed
eral Reserve Act were based was that bank assets should be self- 
liquidating. This view rests on the theory that member banks should 
engage in purely commercial banking; such a view, however, is not 
realistic in a situation where only 8 percent of bank assets consist of 
presumably self-liquidating paper. The banking system cannot sub
sist on the $2,000,00(7,000 of eligible paper that is available; particu
larly since this paper is largely concentrated in the financial centers, 
f  urthermore, in an emergency it does not remain self-liquidating. 
The banking troubles of this country in 1919 to 1921 were based to a 
considerable extent on the frozen condition of what was considered 
self-liquidating assets.

In an emergency no type of bank asset is liquid, and it is the func
tion of the central banking institution to provide such liquidity, sub
ject only to the requirement that the assets shall be sound. There is 
not and can never be a substitute for soundness, which must be based 
upon the competent exercise of banking judgment. The present pro
vision would introduce into the Federal Reserve Act for the first time 
the express requirement of soundness of assets as the fundamental 
and single requirement for eligibility for borrowing from the Reserve 
banks. I f  the Reserve banks are to give genuine assistance to the 
commercial banks, they must serve in an emergency as an agency for 
liquefying all sound assets. During the depression many banks were 
forced into bankruptcy not because their assets were bad but because 
they could not meet the narrow and essentially unrealistic eligibility 
requirements, and it became necessary, by the Glass-Steagall Act of 
February 1932, to pass emergency legislation permitting the member 
banks to borrow from the Reserve banks on sound assets.

It has been suggested that the proposed amendment would impair 
the assets of the Reserve banks themselves. The implication is that 
the Reserve banks would lose their judgment of the soundness of bank 
assets. That this fear is fanciful would seem to be indicated by the
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fact that under the Giass-Steagall Act the Reserve banks made loans 
of this character amounting to over $800,000,000 and that of this 
amount all but about $1,500,000 had been repaid at the beginning of 
this year.

Section 207 makes provision for placing securities guaranteed as 
to principal and interest by the United States Government on the 
same basis in regard to eligibility for purchase by the Reserve banks 
as direct obligations of the United States Government. There seems 
to be no reasonable ground far discrimination against these guaran
teed obligations.

Section 208 provides for eliminating collateral requirements for 
Federal Reserve notes. The requirement for segregation of collateral 
against Federal Reserve notes adds nothing to the quality of the 
notes, which are a prior lien on the assets of the issuing Reserve 
banks, and an obligation of the United States Government. Being a 
prior lien, the notes are secured in effect by the best assets that the 
Reserve banks have. They cannot be issued except in return for 
assets that the Federal Reserve banks are permitted and willing to 
acquire.

The complex machinery of providing for special segregation of 
collateral behind Federal Reserve notes is not in conformity with 
the fact that there is nothing more sacred1 in the note liability than 
in the deposit liability of the Federal Reserve banks. The deposits 
are the reserves of our banking system and, therefore, are back of 
all the deposits of all the depositors in all the member banks. These 
deposits surely deserve the same degree of protection as do Federal 
Reserve notes. The proposal does not go this far but merely places 
Federal Reserve notes on a basis of equality wTith deposits so far as 
collateral is concerned, without making any change in reserve require
ments. It would preserve their status as paramount liens on the 
assets of the issuing banks and as obligations of the Government, 
and would have no effect either on the quality of the notes or on the 
elasticity of our currency. It would result in a simplification of the 
machinery of currency issue and in considerable economy for the 
Federal Reserve banks.

While these collateral requirements are not a protection for Fed
eral Reserve notes, they have at times been the cause of serious diffi
culty for the Federal Reserve System. A t a time when the System 
was pursuing an easy money policy through the purchase of Gov
ernment securities there developed a shortage of eligible paper, with 
the consequence that it was necessar};- to impound a large amount 
of gold as collateral against the notes over and above the 40 percent 
reserve requirement. Such a situation prevailed in the early months 
of 1932, when the Federal Reserve banks, because their gold reserves 
were impounded behind the Federal Reserve notes, were unable to 
pursue a policy that would tend to arrest the deflationary process. 
At that time it became necessary for Congress to pass the Glass- 
Steagall Act, which authorized the use of Government securities as 
collateral for Federal Reserve notes. This law has since been ex
tended. but it expires in March 1937.

It is proposed here to do away with collateral requirements alto
gether. They serve no useful purpose, they are expensive and 
cumbersome, and at times result in danger to the country’s financial 
structure.
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Section 209 is designed to clarify and expand somewhat the power 
of changing reserve requirements, provided in the so-called Thomas 
Amendment. It would permit the Board to change reserve require
ments without declaring the existence of an emergency and without 
the necessity for obtaining the approval of the President, dhis is 
one of the ways in which the bill would diminish political contiol 
over the Federal Reserve Board. .

I wish to recommend that the bill be modified so as to limit the 
power of the Board to change reserve requirements to two groups 
of banks, central reserve and reserve city banks and all other banks, 
and not to permit changes for individual Federal Reserve districts. 
There is urgent need for the authority to change reserve require
ments, in view of the large amount of excess reserves now available 
to member banks and the possibilities of further additions to these 
reserves.

Section 210 would liberalize the provisions for real-estate loans. 
The modifications here proposed include an increase in the total 
volume of such loans that a bank may make, an increase in the pro
portion of the value of real estate that banks may lend, and pro
vision for amortized loans with longer maturity.

Upon further consideration of this matter I wish to suggest that 
the section be modified to give the Federal Reserve Board power 
to regulate real-estate loans, subject to the limitation that new loans 
shall not exceed 60 percent of appraised value of the real estate.

This is the amendment that was proposed to the House and is in
cluded, with some changes, however, in the House bill.

As you know, real-estate loans are not a new form of investment 
for our commercial banks. They have been lending on real-estate 
mortgage security for decades. Liberalization of the real-estate loan 
provisions, combined with the broadened eligibility requirements for 
borrowing at the Federal Reserve banks, may encourage activity 
in the construction industry, which is essential to recovery.

Criticism of these provisions has come largely from those who 
believe in the separation of savings banking from commercial bank
ing. Whatever may be said in favor of such a separation as a de
sirable thing in theory, it is not feasible so long as we have thousands 
of small banks that cannot operate profitably on the basis of their 
demand deposits alone. The member banks have $10,000,000,000 of 
time deposits which represent the people’s savings. So long as they 
have time deposits for which they must pay interest, they of neces
sity must participate in financing long-term undertakings that will 
yield enough to pay for doing the business. The law places no limits 
on what the banks may do in the purchase of bonds or of other long
time paper; there is no reason for singling out real-estate loans for 
special restrictions.

Our banks have been losing a large part of their business to the 
■Government, which has sold its bonds to the banks and has used the 
funds to make mortgage and other loans, many of which the banks 
should be in position to make themselves. LTiless the banks regain 
some of the business which has been taken over by the Government 
credit agencies, there will not be sufficient business to support the 
banking system. There will also be great pressure for a constantly 
growing public debt incurred in part in taking over business that 
icould be done by the banks.
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I  note that the Banking and Currency Committee of the House in 
reporting out the bill has made two changes in the recommendations 
which we made with reference to real-estate loans. In the first place 
a limitation has been inserted that aggregate real-estate loans shall 
not exceed 100 percent of the capital and surplus or 60 percent of sav
ings deposits, whichever is the greater. I  think this rigid limitation 
is undesirable. It would be much better to leave this matter to the 
discretion of the Federal Reserve Board because the aggregate 
amount that may be safely loaned on real estate varies with banks, 
localities and periods of time.

The second change in the bill as reported by the House Committee 
is the elimination of the provision applying the regulations on real- 
estate loans to State member banks, as well as to national banks. 
This is a serious omission, because under it national banks would be 
at a competitive disadvantage as against State member banks, many 
of which are under little or no limitation in regard to their real- 
estate loans. Furthermore, the Federal Reserve System, which has 
a vital interest in the solvency of State member banks, would be 
given no authority over real-estate loans that the State member banks 
may make. This is inconsistent with provisions in the Banking Act 
of 1933 which in dealing with investment securities placed State 
member banks on the same basis with national banks. One of the 
important advantages in having State banks members of the Federal 
Reserve System would be lost if there were no uniformity in such 
matters.

Senator Glass. O f what advantage to national banks is a national 
charter with a right of circulation withdrawn ?

Senator B ankhead. I could not hear that statement.
Senator Glass. I say, of what advantage is it to national banks 

to remain in the System with the circulation privilege withdrawn?
Governor E ccles. I never considered the circulation privilege of 

very great value to national banks. Particularly has that been 
true the last year or so, where banks had excess reserves. Many of 
the banks, I think, up to the extent of about $200,000,000, deposited 
funds with the Treasury to offset their circulation. In other words, 
so long as they had the excess funds, they could not afford to pay the 
tax for the privilege of circulation. There is some small earning 
that accrues to national banks through the circulation privilege under 
conditions where they do not have excess reserves.

Senator Glass. Well, what other distinctive privilege will a na
tional bank have over a State bank in the event the circulation 
privilege is canceled as is now proposed ?

Governor E ccles. They will not have any.
Senator Glass. Exactly.
Governor E ccles. They will not have any. That is one of the 

dangers.
Senator Glass. Exactly.
Governor E ccles. Yes.
Senator Glass. Then, will there be any particular reason why 

national banks should not convert into State banks and enjoy the 
peculiar privileges that the various States offer?

Governor E ccles. There is likely to be reason for conversion.
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Senator G lass. W ell, I  did not mean to interrupt you there.
Senator B ankhead . Is there not an element of confidence m na

tional banks ?
Senator G lass. What is that ?
Senator B ankhead . I am asking if there is not an element of con

fidence in national banks, generally speaking, as distinguished from 
State banks, growing out of the system of examination, and so forth ?

Governor E ccles. The record of the national banking system has 
been much better than the record of the State banking system as a 
whole— but with the Federal Deposit Insurance Corporation insuring 
the deposits of not only national and State member banks but also 
State nonmember banks, it seems to me that that element of ad
vantage and confidence is pretty largely wiped out.

Senator G lass. Well, go ahead, Governor.
Governor E ccles (continuing statement) :Reccommended modifications in the proposed bill.— Following is 

a brief summary of the modifications in the bill that I  wish to 
recommend. These are the same modifications that I  recommended 
to the House Banking and Currency Committee when I testified 
before it. A  detailed statement of the verbal changes that would be 
necessary to incorporate these recommendations will be furnished 
to the committee.

1. Section 2’01. The appointment of governors and chairmen and 
of vice governors of the Federal Reserve banks shall be approved by 
the Federal Reserve Board every 3 years rather than annually, so 
that their terms in these offices may coincide with their terms as 
class C directors.

2. Section 202. On the admission of insured nonmember banks, 
the Board shall have authority to waive not only capital require
ments, but all other requirements for admission, and the Board 
shall be permitted to admit existing banks to membership perma
nently with capital below that required for the organization of na
tional banks in the same places, provided that their capital is ade
quate, or is built up within a reasonable time to be adequate, in re
lation to liabilities to depositors and other cerditors.

3. Section 203 (2). The pension provision shall be modified so that 
any member of the Board, regardless of age, who has served as long 
as 5 years, whose term expires and who is not reappointed, shall be 
entitled to a pension on the same basis as though he were retired 
at 70. That is, he is to receive a pension of $1,000 for each year of 
service up to 12.

4. Section 204. It shall be the duty of the Federal Reserve Board 
to exercise such powers as it possesses in such manner as to promote 
conditions conducive to business stability and to mitigate by its in
fluence unstabilizing fluctuations in the general level of production, 
trade, prices, and employment, so far as may be possible Avithin the 
scope of monetary action and credit administration.

5. Section 205. Authority over open-market operations shall be 
vested in the Federal Reserve Board, but that there would be cre
ated a committee of 5 governors of Federal Reserve banks, selected 
by the 12 governors of the Federal Reserve banks, and the Board 
shall be required to consult this committee before adopting an open-
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market policy, a change in discount rates, or a change in member- 
bank reserve requirements.

6. Section 209. The Board shall not have the power to change 
reserve requirements by Federal Reserve districts, but only by classes 
of cities. For this purpose banks shall be classified into two groups: 
one comprising member banks in central reserve and reserve cities, 
and the other all other member banks. Changes in reserve require
ments, therefore, would have to be either for the country as a whole 
or for the financial centers, or for the country districts.

T. Section 210. The conditions under which real-estate loans may 
be granted by member banks shall be left to the discretion of the 
Federal Reserve Board to be determined by regulation. No real- 
estate loan hereafter made shall exceed 60 percent of the appraised 
value of the property; but this shall not prevent the renewal or 
extension of loans heretofore made.

In closing, I should appreciate it if an opportunity were given 
the Board's counsel to present to the committee a number of minor 
amendments, in the nature of drafting changes, that have been 
perfected since the bill was introduced.

Senator Glass. Fie can file that, either with the chairman of the 
committee or with the clerk.

[The amendments referred to by Governor Eccles are herewith 
printed in full.]

A m e n d m e n t s  P r o p o s e d  b y  G o v e r n o r  E o c i.e s  t o  T it l e  II o f  S . 1715

SECTION 201  (A )

Page 39, line 14, change the comma following the word “ directors ” to a pe
riod, strike out everything thereafter through and including the period follow
ing the word “ bank ” in line 18, and substitute the following:

“ His first appointment shall be subject to the approval of the Federal Reserve 
Board. He shall not take office until approved by the Federal Reserve Board 
and thereupon he shall become a class C director of the bank for the unexpired 
portion of the term held by his predecessor as chairman of the board of direc
tors or, if such term was completed, then for the next regular term of three 
years. At the expiration of such term as a class C director, and of each 
term of three years thereafter, his continuance in office shall be subject to the 
approval of the Federal Reserve Board, and he shall cease to be Governor at 
the expiration of any such term unless his reappointment be approved by the 
Federal Reserve Board. Upon such approval he shall become a class C director 
for the ensuing term of three years.”

Page 40, line 2, after the period following the word “ bank ” , insert a new 
sentence reading as follows:

“ His appointment and reappointment shall be subject to approval by the 
Federal Reserve Board in the same manner as that of the Governor.”

Page 40, strike out the sentence commencing in line 14 and substitute the 
following: “All duties prescribed by law for the Federal Reserve agent shall 
be performed by the Governor of the bank or by such other person or persons as 
he may designate.”

SECTION 201 (B)
■ * - •. ' i  J j  I * % < : - v "  d ,  .•< ■ t  r  . f -

Page 41, between line 4 and line 5, insert a new paragraph reading as 
follows:

tc) The paragraph of such section 4 which commences with the words “ Such 
board of directors shall be selected ” is amended by striking therefrom the 
words “ holding office for three years, and ” .
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SECTION 202

Page 41, strike out all of lines 5 to 20, inclusive, and insert in lieu thereof the 
following:

“ Sec. 202. Section 9 of the Federal Reserve Act, as amended, is amended by 
inserting after the tenth paragraph thereof the following new paragraph: 

“ Upon application to the Federal Reserve Board at any time prior to July 1, 
1037, by anv nonmember hank which at the time of such application has been 
admitted to" the benefits of insurance by the Federal Deposit Insurance Corpo
ration under section 12 B of this Act, the Federal Reserve Board, in its discre
tion, in order to facilitate the admission of such bank to membership in the 
Federal Reserve System, may waive in whole or in part the requirements of 
this section relating to the admission of such bank to membership: Provided, 
That, if such bank is admitted with a capital less than that required for the 
organization of a national bank in the same place and its capital and surplus 
are not, in the judgment of the Federal Reserve Board, adequate in relation to 
its liabilities to depositors and other creditors, the Federal Reserve Board may, 
in its discretion, require such bank to increase its capital and surplus to such 
amount as the Board may deem necessary within such period prescribed by 
the Board as in its judgment shall be reasonable in view of all the circum
stances: Provided, however, That no such bank shall be required to increase 
its capital to an amount in excess of that required for the organization of a 
national bank in the same place.”

SECTION 203  (2 )

Page 42, before the word “ retirement” in lines 19 and 23, insert the word 
“annual.”

Page 43, line 2, strike out the words “ after he reaches the age of 65.”
Page 43, line 5, change the period follov»lng the word “ paragraph” to a 

comma and insert the follows: “ except that, if his term expire before he reaches 
the age of sixty-five and he decline to accept reappointment, he shall not receive 
any retirement pay.”

Page 43, line 8, insert before the quotation marks the following: “ Nothing in 
this section shall prevent the President from reappointing any member of the 
Federal Reserve Board holding office on July 1, 1935.”

SECTION 203  ( 4 )

Page 43, between lines 21 and 22, insert the following new paragraph:
(4) By adding at the end of the second paragraph the following: “ Upon the 

expiration of their terms of office, members of the Federal Reserve Board shall 
continue to serve until their successors are appointed and have qualified.”

SECTION 204

Page 43, line 22, immediately before the word “ subsection” insert “ (a ).” 
Page 44, line 1, strike out the word “ such ” and insert before the comma 

following the word “ regulations ” the words “ prescribed by the Board.” 
Also on page 44, line 2, before the word “ duties” insert the words “ any of 
its ” ; after the word “ services ” , insert a semicolon; and strike out the words 
“ so specified ” and the comma following such words.

Page 44, between lines 7 and 8, insert a new paragraph as follows:
(b) Section 11 of the Federal Reserve Act, as amended, is amended by adding 

at the end thereof a new subsection as follows:
“ (c) It shall be the duty of the Federal Reserve Board to exercise such 

powers as it possesses in such manner as to promote conditions conducive to 
business stability and to mitigate by its influence unstabilizing fluctuations in 
the general level of production, trade, prices, and employment, so far as may be 
possible within the scope of monetary action and credit administration.”

SECTION 20 5

Page 44. Strike out everything commencing with line 11 through and includ
ing line 17 on page 45 and substitute the following: .

“ S e c . 12 A. (a) There is hereby created an Open Market Advisory Com
mittee (hereinafter referred to as the ‘ Committee’ ), which shall consist of
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five representatives of the Federal Reserve banks. The members of the Com
mittee and an alternate to serve in the absence of each of them shall be 
elected annually by the governors of the twelve Federal Reserve banks in ac
cordance with procedure prescribed by regulations of the Federal Reserve 
Board. Vacancies shall be filled in the same manner. The terms of the mem
bers of the Committee shall expire at the end of each calendar year, and a 
person elected to fill a vacancy shall serve for the remainder of the terms of 
his predecessor. The Committee shall elect its own chairman. Meetings of 
the Committee shall be held from time to time upon the call of the chairman or 
upon the call of the Governor of the Federal Reserve Board. Meetings shall 
be called whenever requested by a majority of members of the Committee or by 
a majority of the members of the Federal Reserve Board.

“ (b) The Committee shall consult and advise with, and make recommenda
tions to, the Federal Reserve Board from time to time with regard to the open- 
market policy of the Federal Reserve System. The Committee shall also aid in 
the execution of open-market policies adopted from time to time by the Federal 
Reserve Board and shall perform such other duties relating thereto as the 
Federal Reserve Board may prescribe. The Federal Reserve Board shall con
sult the Committee before making any changes on its own initiative in the 
open-market policy, in the rates of interest or discount to be charged by the 
Federal Reserve banks, or in the reserve balances required to be maintained 
by member banks.

“ (c) After consulting with and considering the recommendations of the 
Committee, the Federal Reserve Board, from time to time, shall prescribe the 
open-market policy of the Federal Reserve System. Each Federal Reserve 
bank shall purchase or sell obligations of the United States, bankers’ accept
ances, bills of exchange, and other obligations of the kinds and maturities 
made eligible for purchase under the provisions of section 14 of this Act to 
such extent and in such manner as may be required by the Federal Reserve 
Board in order to effectuate the open-market policies adopted by the Board 
from time to time under the provisions of this section, and each Federal 
Reserve bank shall cooperate fully, in every way, in making such policies 
effective.

“ (d) All transactions of Federal Reserve banks under authority of Section 
14 of this Act shall be subject to such regulations, limitations, and restrictions 
as the Federal Reserve Board may prescribe.”

Section 206

Page 47, line 21, immediately before the word “ upon ” , insert: “ Notwith
standing any other provision of law.”

Section 208 (1)

Page 46, line 21, after the word “ retired ” , insert the words “ by Federal 
Reserve banks.”

Page 47, line 22, after the words “ Comptroller of the Currency ” , insert a 
comma and the following: “ under the direction of the Secretary of the 
Treasury.”

Page 48, line 5, strike out the word “ numbers ” and substitute the word 
“ letters.”

Page 48, line 11, strike out the words “ by the Federal Reserve banks.”

SECTION 208 (2)

Page 48, line 15, strike out the words “ and also ” and the word “ and ” and 
insert commas in their places.

Page 48, line 18, change the period following the words “ Federal Reserve 
agent ” to a comma and add the following: “ the words ‘ or any Assistant 
Treasurer ’ , the words ‘ or Assistant Treasurer ’, and the words ‘ by the Treas
urer at Washington upon proper advices from any Assistant Treasurer that 
such deposit has been made.’ ”

SECTION 20 9

Page 49, commencing with the words “ by member banks ” , in line 1, strike 
out everything through and including the quotation marks at the end of line
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3 and substitute the following: “ by member banks in reserve and central re- 
serve cities or by member banks not in reserve or central reserve cities or by 
all member banks.”

SECTION 2 1 0

Page 49, strike out everything commencing with line 7, through and includ
ing line 8, on page 51, and substitute the following:

“ Sec. 24. Subject to such regulations as the Federal Reserve Board may pre
scribe, any national banking association may make real-estate loans secured by 
first liens upon improved real estate, including improved farm land and im
proved business and residential properties. The amount of any such loan here
after made shall not exceed 60 per centum of the appraised value of the real 
estate; but this limitation shall not prevent the renewal or extension of loans 
heretofore made and shall not apply to real-estate loans which are insured under 
the provisions of title II of the National Housing Act. The_ Federal Reserve 
Board is authorized to prescribe from time to time regulations defining the 
term ‘ real-estate loans’ and other terms used in this section and regulating 
and limiting the making of real-estate loans by member banks, with a view of 
preventing an unreasonably large proportion of each bank’s assets from being 
invested in real estate and real-estate loans, preventing such loans from exceed
ing a reasonable percentage of the appraised value of the real estate in view 
of the circumstances existing at the time, and otherwise requiring the banks 
to conform to sound practices in making real-estate loans. On and after the 
date on which the regulations first adopted under this section shall become 
effective, no State bank or trust company which is a member of the Federal 
Reserve System shall make new real-estate loans except to the same extent and 
under the same regulations and limitations as national banking associations 
are permitted to do so.”

Section 210 alternative amendments, if foregoing substitute not adopted:
Page 50, line 8, change the first word to “ of.”
Page 50, line 12, strike out the words “ second or subsequent.”

ADDITIONAL SECTION TO BE ADDED TO TITLE II I

The second paragraph of section 9 of the Federal Reserve Act, as amended, 
is amended by striking out the period at the end thereof and adding thereto 
the following words: “ except that the approval of the Federal Reserve Board, 
instead of the Comptroller of the Currency, shall be obtained before any State 
member bank may hereafter establish any branch and before any State bank 
hereafter admitted to membership may retain any branch established after 
February 25, 1927, beyond the limits of the city, town, or village in which the 
parent bank is situated.”

[Note.— The sole purpose and effect of the above amendment is to correct a 
technical error in the Banking Act of 1933 which results in State member banks 
being required to obtain the approval of the Comptroller of the Currency, 
instead of the Federal Reserve Board, before establishing out-of-town branches 
or retaining such branches upon admission to the Federal Reserve System, if 
they were established after February 25, 1927. It would neither enlarge nor 
diminish the right of State banks to establish or retain branches, but would 
merely require them to obtain the approval of the Federal Reserve Board 
instead of the Comptroller of the Currency.]

Governor E ccles . The committee requested certain information 
on Friday with reference to the number of employees in Federal 
Reserve banks and the paper eligible for rediscount with Federal 
Reserve banks as reported by member banks. The latter statistics 
were prepared for selected call dates from 1928 to 1934, and include 
the total amount of eligible paper from that date, from 1928 to 
1934, as well as the ratio of eligible paper to total loans and invest
ments, by Federal Reserve districts.

Senator G l a s s . Just file that with the reporter. Mr. Smead gave 
me that a month ago.

(Paper submitted by Governor Eccles, entitled, “ Paper Eligible 
for Rediscount with Federal Reserve Banks as Reported by Member 
Banks on Selected Call Dates”, is as follows:)
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Paper eligible for rediscount with Federal Reserve banks as reported by member banks on selected call dates, Oct. 8, 1928 to Dec. 81, 1984
[In thousands of dollars]

Call date
Total, all
districts

Federal Reserve District

Boston New York Phila
delphia

Cleve
land

Rich
mond Atlanta Chicago St. Louis Minne

apolis
Kansas

City Dallas San Fran
cisco

Oct. 3, 1928...............- ______ ____________
June 29, 1929.......... - _______ ___________
June 30, 1930_____ ____________________
June 30, 1931_____________ _____ _______

June 30, 1932__________________________
June 30, 1933 >___________ _______ _____
June 30, 1934______ ________ __________
Dec. 31, 1934______ ___________________

4, 368,094 
4, 389,853 
3, 904,968 
3,197,984

2, 427,959 
1,977,459 

-■2,058,907 
2,144,381

275, 804 
250, 909 
229, 645 
177,123

155, 741 
130, 490 
155,567 
147, 498

1,301,316 
1,352,130 
1,096,224 
1,003, 659

814,581 
721,286 
772,883 
771, 243

304,300 
272, 383 
253, 586 
226,847

190, 503 
129,492 
147, 769 
145,498

252,135 
263, 789 
237,517 
196, 059

159, 204 
110,487 

-106,388 
99,127

210, 598 
210,474 
191,961 
155, 905

112,237 
73, 858 
87,479 
96, 253

221, 689 
234,465 
196, 266 
140,852

95,629 
65, 747 
77,445 

116,148

615,802 
634,105 
570,820 
386,962

233, 616 
252, 786 
201,457 
194, 708

221,978 
196,331 
199,531 
153,827

103,211 
67,197 
61,146 
87, 001

174, 477 
177,119 
179,398 
177,621

125,640 
101,951 
106,810 
108, 514

252, 840 
275,890 
250, 202 
205, 650

153,798 
119,541 
124, 337 
124, 739

244,467 
238,833 
218,977 
173,203

121, 730 
96, 750 
93,129 

103, 590

292,688 
283,425 
280,841 
200, 276

162, 069 
107,874 
124,497 
150,062

R A T IO  (P E R C E N T ) OF E L IG IB LE  P A P E R  TO  T O T A L  LO A N S A N D  IN V E S T M  EN TS

Oct. 3, 1928.............. ................................... 12.51 10.66 12.02 11.30 7.36 15.73 18.67 11.98 15.85 18.80 20.36 25. 46 9.15
June 29, 1929......................... ..................... 12. 29 9.60 11.48 10. 05 7. 66 15.84 19.93 12. 55 14. 64 19. 20 22.24 24.96 9.13
June 30, 1930__________________________ 10.95 8.86 8.85 9. 35 6.83 15.94 18.53 11.57 15.48 20.61 21.73 25.18 9. 03
June 30, 1931______________________ _ 9.43 7.21 8.61 8.14 5.82 13.66 14. 71 8.63 13.53 21.14 18. 67 21.57 6.29

June 30, 1932............................................... 8.67 7.75 8.49 7.85 5.80 11.35 11. 17 6.97 10.98 17. 10 16. 61 18.13 5. 87
June 30, 1933_____ _____ __________ ____ 7.98 7.12 7.56 6.34 5.42 8.94 9. 27 10. 72 8. 99 16. 38 14. 66 15.78 4.08
June 30, 1934___________ ______________ 7.58 8. 23 7.67 6.90 4.61 8.7S 9. 54 7.00 6.97 15.64 13.74 13. 63 4.26
Dec. 31, 1934__________________________ 7.62 7.83 7.55 6. 65 4.19 9.09 13. 34 6.19 9. 32 15.53 13.04 14.28 4.83

> Beginning June 30, 1933, figures are for licensed banks only. - Revised since publication of Member Bank Call Report.
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Governor E ccles . The number of employees of the System is 

11,789. Five hundred and seventy-five is the number in the agents’ 
departments, engaged in the issuance of Federal Reserve notes, in 
bank examinations, the statistical and analytical work, and the 
Securities Exchange units.

Two thousand three hundred and forty-one is the number in the 
fiscal agency, custodianship and depositary departments. That in
cludes the number in the Treasury Department, Reconstruction Fi
nance Corporation, Farm Credit Administration, Public Works A d
ministration, and the Home Owners’ Loan Corporation units.

There are 8,873 in the banking departments, all other units of the 
banks, including auditing. I will file these figures.

That concludes my statement, Senator.
Senator G l a s s . We are very much obliged to you, Governor, for 

giving us that statement. Unless there are questions to be asked-------
Senator C o u z e n s . I suppose the Governor will come back at the 

first opportunity and answer the question I asked last week.
Governor E ccles . All right.
Senator C o u z e n s . Because I want that as a matter of record. I 

am anxious to have it in the record.
Governor E ccles . I think, Senator Glass, in connection with your 

statement, you also asked that I state what the Federal Reserve 
Board did.

Senator G l a ss . Well, you need not do that. I  know very w ell what 
they did do, and the Senator from Michigan seems to think that my 
supplemental question, which was designed to aid him, was in some 
sense an antagonistical question. So you need not answer my ques
tion, because I know it.

I am much obliged to you, Governor.
Governor E ccles . I have some copies of that, if any of the members 

of the committee want any.
Senator M cA doo. I would be glad to have a copy of it, Governor.
Governor E ccles . Thank you.
(The information supplied is as follows:)

Average number of officers and employees of the Federal Reserve banks during 
the last, 6 months of 193Jf

Total___!________________________________________________________________ 11,789

Federal Reserve agents’ departments (Federal Reserve note issues, bank 
examination, statistical and analytical, and securities exchange units) _ 575

Fiscal agency, custodianship and depositary departments (Treasury 
Department,1 Reconstruction Finance Corporation, Farm Credit Ad
ministration. Public Works Administration, and Home Owners’ Loan
Corporation units)_________________ ____________________________ — _________  2,341

Banking departments (All other units of the banks, including auditing) _ 8, 873 
Senator G l a s s . Professor Kemmerer.

STATEMENT OF EDWIN WALTER KEMMERER, WALKER PRO
FESSOR OF INTERNATIONAL FINANCE, PRINCETON UNIVER
SITY, PRINCETON, N. J.

Senator G l a s s . Professor, just give your name and occupation to 
the official reporter.
1 Except certain depositary operations such as maintenance of the Treasurer s general account for which separate figures are not available.
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Professor K emmerfjr. My name is Edwin "Walter Kemmerer. I  
am Walker Professor of International Finance at Princeton Uni
versity.

Senator G lass. Doctor, have you had any experience in the setting 
up of banking systems in this country and abroad?

Professor K emmerer. I have had considerable.
Senator G lass. And if so, briefly state what it has been.
Professor K emmerer. I have had considerable experience abroad 

and have cooperated from time to time in this country; but my work 
in this connection has been largely abroad. I was currency and 
banking expert of the Philippine Government from 1903 to 1906, and 
at that time was the adviser in the inauguration of the gold standard 
and drafted first hand, or with the assistance of others, a good deal 
of the banking legislation of that time.

In 1917 I was currency expert to Mexico. In 1918, in the summer, 
I was with the Federal Reserve Bank of New York, assisting in the 
preliminary work of the establishment of their statistical department. 
In 1919 I was financial adviser to Guatemala, and I went down there 
on a second mission sometime later; the first one was a Government 
mission, and the second one was under private auspices but as a friend 
of the Government.

In 1922, I was a trade commissioner-at-large, and spent a greater 
part of the year traveling in South America studying banking and 
currency problems.

I was president of the American Commission of Financial Advisers 
to Colombia in 1923.

Senator B ulkley . Was that a United States Government posi
tion?

Professor K emmerer. It was. That was a dollar-a-year job.
Senator B u lkley . Under what department?
Professor K emmerer. Department of Commerce. I  was a free

lance but I  had the official job of going down there to secure informa
tion in reference to the conditions down there.

Senator B u lkley . In what year was that?
Professor K emmerer. 1922. In 1923, I  was president of the 

American Commission of Financial Advisers to the Republic of 
Colombia. And in that connection we drafted the legislation that 
established the central bank of Colombia, the Bank of the Republic, 
put the country back on the gold standard after many years of paper 
money, drafted the general banking legislation, and so on, which 
is still in operation. W e covered other fields, including taxation, 
accounting, tariff administration, and credit policy.

Then, later, I  was currency expert to the Dawes Committee in 
connection with the German banking and currency reorganization.

In 1925,1 was chairman of the American Commission of Financial 
Advisers to Chile. We drafted plans for the almost complete reor
ganization of the currency, banking, and auditing and accounting 
laws of Chile. There, we established the Central Bank of Chile, 
helped get the country back on the gold standard, drafted legislation 
for the general banking law, and so on.

In 1927, I was chairman of Commissions of Financial Advisers 
of Ecuador and Bolivia, which did much the same things in those 
countries.
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In 1926 I was chairman of a similar commission to Poland, in 

which we— among other things— drafted plans for revising the Cen
tral Bank of Poland, and for getting the country back on the gold 
standard. In 1924 I was— along with Girard Vissering, the presi
dent of the Bank of The Netherlands— currency expert to the Union 
of South Africa. W e went down there and worked out a plan for 
the return of South Africa to the gold standard before Great Britain 
came back.

I had a commission as financial adviser to China in 1929. We 
spent practically the entire year there, and our work covered the field 
of currency, banking, taxation, auditing, accounting, public credit, 
financial administration, and railroad finance.

I had a second commission to Colombia in 1930, similar to the first 
one, in which we followed up and tried to perfect and improve our 
original work.

Last year I  was invited to Turkey and assisted in carrying out 
what was known as the “ Hines-Kemmerer Economic Survey of 
Turkey.” In connection with our work there we worked out plans 
for helping in the monetary stabilization and the reorganization of 
banking.

Senator Couzens. Would you kindly tell us who paid your expenses 
and salary at the time you went to Turkey ?

Professor K emmerer. Who paid my expenses?
Senator Couzens. And salary?
Professor K emmerer. Mr. Walker D . Hines was invited to make 

an economic survey of Turkey and he associated with himself a group 
of experts, who went out there. He had a financial arrangement 
with the Government for the work. It was continued for sometime, 
and Mr. Hines became ill. They wanted to get someone who had 
been familiar with this field to assist in carrying on that work. So 
they asked me if I  would be willing to cooperate, and I said “ yes.” 
I got a group of people who were interested in that sort of thing and 
we cooperated with the original group, with Mr. Hines’ group. Mr. 
Hines died shortly afterward, but we carried on from this end, and 
those in Turkey did likewise.

W e finished the main report in May of last year, but did not finish 
the work on currency and banking until late summer, for I was 
unwilling to make any definite recommendations in that field until I  
had been on the scene in Turkey for 6 weeks.

Senator G lass. Until what?
Professor K emmerer. Until I  had been on the scene, been out 

there. I  went out there with a couple of assistants last summer, was 
there for 6 weeks and finished that work.

Mr. Hines’ law firm made the arrangements with the Government 
of Turkey, and his firm paid me my expenses and honorarium. I had 
no negotiations in that case directly with the Government. In my 
Peru commission my negotiations and work were directly with the 
Reserve Bank of Peru, but it was work for the Government.

Senator Couzens. While you are on that subject, you have men
tioned many times the fact that you were an expert. So that us 
laymen understand just what an “ expert ” means, would you kindly 
define an “ expert ” ?

Professor K emmerer. Well, a popular definition of an expert is, 
“A  guy who is long ways from home.” To be serious, however, the
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word “ expert” is one that is bandied around a great deal. I  don’t 
know any definition of an “ expert ” that is entirely satisfactory. All 
I can say is that, from my point of view, an expert in a field would 
be a man who had made a careful study of that field and because of 
that study and perhaps also, though not necessarily, but desirably, 
because of experience in that field, had accumulated a certain amount 
of knowledge in it that would qualify him to speak with more 
authority than people who had not had such experience and made 
such studies.

Senator C o u z e n s . I understand your interpretation of the word 
“ expert ” . Is it possible for a man to become an expert by training 
and actual experience, activities— rather than book learning— to 
become an expert?

Professor K emmerer. I should think it is.
Senator Couzens. So, in effect, you admit that there are two 

kinds of experts. One is your kind, where you fit yourself, as you 
say, bv studying, and then there is the other kind of expert, who 
gathers experience over a long period of years, and he, I assume, 
under your interpretation, is also an expert?

Professor K emmerer. Well, I think there are a great many varie
ties of experts. I  should think that a man could become an expert 
in a field by experience; but I think when it comes to fields of this 
kind it is highly desirable that an expert should have been a student 
of the scientific development of the subject, of the history of the 
development of thought in the subject, should know the theory and 
should have had practical experience as well. That is, he should 
have roots as well as flowers. A  good many people, I think, may, by 
individual study, without university work, have qualified for that 
sort of thing, but I believe that a fair grounding in the theory and 
principles and the history of the thought on the subject, and the 
experience in our own country and other countries, is desirable for 
an expert.

I know some pretty well-qualified men in some fields who have had 
only part of the things I have mentioned.

Senator C o u z e n s . So, in fact, some of them are all flowers, and 
some of them are all roots; and so you are both ?

Professor K emmerer. N o ; I am making no such claim, sir.
Senator G l a s s . Doctor, I  asked you to give your experience and 

observations in order that the committee might determine the value 
of your testimony here. Have you finished along that line?

Senator B an kh ead . I want to ask him a question about his expe
rience;

Professor K emmerer. I have acted in an advisory capacity in one 
sort or another, in 13 countries. I have been in two of them twice, 
Colombia and Guatemala.

Senator G l a s s . Well, you have omitted a very important, if gra
tuitous part, of your work, in failing to state that you were in fre
quent communication with me as Chairman of the Banking and Cur
rency Committee of the House of Representatives, and perhaps 
with the Treasury Department when we adopted the Federal Reserve 
Banking System.

Professor K emmerer. Yes; that is true. I was working with a 
committee that was active in the work with you, and I was a member
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of the American Economic Association War Finance Committee
during the war. ' , . n

Senator B ankhead . Y ou said you acted in many capacities, i  ro- 
fessor Kemmerer. As X have read from time to tune m the news
papers for the last 8 or 10 years, X have gatheied the impiession 
that you devoted your activities, especially in foreign countries, 
largely to trying to get those countries on the gold standard. Is 
thcit correct ̂

Professor K emmerer. Well, most of my missions have covered a 
broad field, Senator, currency and banking and taxation and auuit- 
ing and accounting, and the wdiole general field of finance. But 
in most of the countries I have been in the currency problem has 
been an important one and in a considerable number of them, in 
fact, most of them, we had the problem of reestablishing the gold 
standard.

Senator B ankhead . H ow many countries have you aided in getting 
on the gold standard?

Professor K emmerer. Well, I will have to count them. The Iffiil- 
ippines. I could hardly say Mexico. rfhere was some wofk there, 
but it was rather a matter of holding on to the gold standard at the 
time I was there. Guatemala, Colombia, Ecuador, Bolivia, Chile, 
Peru, Poland, and the XJnion of South Africa. We didn’t get China 
onto a gold basis except as regards her customs duties. We made 
recommendations, however, looking in that direction ultimately. 
Turkey is in fact on a form of the gold standard but we made rec
ommendations looking toward the improvement of her currency.

I think you have them all there.
Senator B ankhead . H ow many of those countries are still on the 

gold standard?
Professor K emmerer. There are not many countries in the world 

that are still on the gold standard. Poland, Germany, Guatemala, 
the Philippines, and Turkey, although Germany’s gold standard is 
largely nominal. I might say that, of course, there are very few 
countries firmly on the gold standard today, except France, Holland, 
Switzerland, and Poland.

X might say that a good share of my countries like my South 
American countries— I call them my countries. I mean the countries 
I have worked in— remained on the gold standard until after Eng
land went off.

Senator Glass. Y ou do not feel in any sense responsible for any 
of them going off the gold standard ?

Professor K emmerer. Well, I  should hate to take that responsi
bility. I  think that we had a world catastrophe and practically all 
went off, and if I  wanted to make an alibi, and I am not interested 
in alibis, I  would say that before they went off all of them departed 
from the principles and rules that we laid down; but I  am inclined 
to think the pressure was pretty strong and they did not have much 
choice in a number of cases.

Senator B ankhead . In other wmrds, the situation must be such 
in order for them to say on the gold standard that they have a suf
ficient volume of gold as compared with the volume of business 
transacted ?

ITofessor K emmerer. There are a great many other things. X 
think it is more complicated than that, Senator.
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Senator Bankhead. What do you say are the main factors?
Professor K emmerer. I  do not think the main factor is having a 

large amount of gold. A  number of these countries which went off 
the gold standard had large amounts of gold. I think the main 
factor is to keep the supply of the currency and circulating credit 
limited to the needs of business and to maintain public confidence 
in that currency and circulating credit. I  think a number of those 
points will be brought out in my testimony, Senator.

Senator B an khead . A ll right, I  do not want to interrupt you.
Senator Glass. Doctor, to get down to brass tacks, I  believe that 

is the expression of people who are engaged in levity, you are fa
miliar with this proposed bank bill of Governor Eccles, are you ?

Professor K emmerer. I have read it carefully; yes, sir.
Senator Glass. W e would like to have your testimony in regard 

to it.
Professor K emmerer. I  have prepared a brief memorandum, 

which, if it is agreeable to the committee, I  would like to go through 
and then have the committee ask such questions as they may desire.

Senator Glass. Very well.
Professor K emmerer. In this memorandum I have not touched 

all the phases of the bill. There are a good many provisions in the 
bill on which I have not any positive conviction one way or the 
other and I had a feeling that perhaps I could be most helpful to 
the committee if I  would stress the points on which I fundamentally 
disagree with the bill.

I  should say my chief criticisms of title I I— and I am confining 
my remarks entirely to title II  of the proposed Banking Act of 
1935— may be briefly discussed under two general headings.

First, the bill provides for an increased governmental and politi
cal control of our banking and credit system.

Second, it contains a number of provisions that are likely to result 
in a leveling down of the quality of our bank assets and, therefore, 
in a weakening of the security of our bank deposits.

The increased political control is expressed in three ways: (a) An 
enlargement of the President’s powers over the Federal Reserve 
Board; (b) an increase in the powers of the Federal Reserve Board 
over the Federal Reserve banks; and (<?) an increase in the powers 
of the Federal Reserve banks over member banks. The net result 
would be a great increase in the power of the President over our 
entire monetary, banking, and credit system.

How would this take place under the provisions of this bill?

increased power of president over federal reserve board

Section 203, paragraph (3) (pp. 49 and 50) repeals sentence 4 
of paragraph (2) of section 10 of the Federal Reserve Act, which 
says:

Of the six persons thus appointed, one shall he designated by the President 
as Governor and one as Vice Governor of the Federal Reserve Board.

For this provision the bill substitutes the sentence:
Of the six appointive members of the Board one shall be designated by the 

President as Governor and one as Vice Governor of the Federal Reserve Board, 
to serve as such until the further order of the President, and the provisions 
of the next preceding sentence of this paragraph shall not apply to the member 
designated as Governor.
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The sentence mentioned is the one that fixes the term of office of 
the members of the Board at 10 years.

This amendment, therefore, specifically places the tenure of office 
of both Governor and Vice Governor completely in the hands of the 
President. It encourages the prevailing idea that the office of Gov
ernor of the Federal Reserve Board is a political office.

Senator M cA doo. May I interrupt there just a moment?
Professor K emmerer. Oh, yes.
Senator M cA doo. The present Federal Reserve Act already confers 

that power upon the President?
Professor K emmerer. Yes, sir.
Senator M cA doo. He designates the Governor ?
Professor K emmerer. Yes, sir.
Senator M cA doo. Who holds at the pleasure of the President ?
Professor K emmerer. I think what I have to say will appear in my 

brief. You notice what I  said, that it encourages the prevailing 
idea that the office of Governor of the Federal Reserve Board is a 
political office. I  will come to that a little later.

Senator M cA doo. All right.
Professor K emmerer. The original Federal Reserve Act appar

ently contemplated that the office should be nonpolitical.
In my judgment, the position of Governor of the Federal Reserve 

Board should be as nonpolitical as that of Chief Justice of the United 
States Supreme Court. I  believe that it would be sounder public 
policy to amend the law in the opposite direction to that proposed 
and to have the Governor and Vice Governor elected annually by the 
federal Reserve Board. This would be similar to the practice 
in the Bank of England; also in a number of other central banks, 
including those of Canada, Chile, Colombia, Greece, and Italy.

Members of the Federal Reserve Board consist entirely of men 
who live and work in Washington— the most politically minded city 
m the Nation. Every member of the Board is an appointee of the 
President, and one of them is a member of his Cabinet. By the 
terms of the proposed law both the appointment and the removal 
of the Governor of the Board and of the Vice Governor are placed 
entirely in the President’s hands.

Now, I  grant that in practice the President does appoint them 
now.

Senator M cA doo. He can remove anyone now ?
Professor K emmerer. All right.
Now, the bill does not say specifically he can, but, as a matter of 

fact, he does, and we are now putting that specifically in statutory 
law.

While a Governor who is removed from office by the President 
may legally continue on the Board under the terms of this bill as 
revised, his position would be an uncomfortable one, and he is not 
likely to do so. Furthermore, the idea seems to be widely enter
tained here in Washington, whether rightly or wrongly I do not 
know, that the tenure of office of the other members of the Board is 
in reality also at the President’s discretion. Every member of the 
Board today, except Governor Eccles, belongs to the same political 
party as the President.

Senator G lass. Governor Eccles does, because he voted for the 
President.
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Professor K emmerer. I checked up in various ways, and found 
that the only one listed as not being of the same political party was 
Governor Eccles.

The proper duties of a banking and credit policy board like the 
Federal Reserve Board are not of a political character. The}’ are 
not performed best in an atmosphere that is highly charged Avith 
political motives.

Increased power of Federal Reserve Board over Federal Reserve 
banks: The second broad criticism of the bill which I  would make 
under this general heading of enlarged political control is the in
creased powers the bill gives to the Federal Reserve Board over the 
12 Federal Reserve banks. The powers possessed by the Board over 
the 12 Federal Reserve banks have, in fact, always been large and 
they have been increased considerably during the last few years as a 
result of temporary emergency measures. This bill increases them 
further and makes the enlarged power's permanent.

Bill gives complete power over open-market operations to Federal 
Reserve Board: The bill takes away from the Federal Reserve banks 
themselves practically all of their present control over open-market 
policies, the most important and far-reaching policies appertaining 
to the Federal Reserve System, and places them entirely in the hands 
of the Federal Reserve Board. The Board, it is true, is to be assisted 
by an open-market advisory committee of 5 representatives of the 
Federal Reserve banks and 5 alternates. This committee, however, 
is purely advisory and has no power whatever in determining open- 
market policies.

At present open-market operations are in charge of a Federal Open 
Market Committee of 12 members, 1 chosen annually by the Board of 
each Federal Reserve bank. No Federal Reserve bank, however, is 
permitted to engage in open-market operations, except in accordance 
with regulations adopted by the Federal Reserve Board. Further
more, the recommendations of the Committee are subject to the 
approval of the Board. Any Federal Reserve bank at the present 
time, however, has the option of refusing to participate in any open- 
market operations recommended by the Committee. The representa
tives of the banks themselves, therefore, under the existing arrange
ment, have adequate control over the use of their own funds in open- 
market operations. Since 6 of the 9 directors of a Federal Reserve 
bank are chosen by the member banks themselves, whose deposited 
reserves constitute the bulk of the money which wTould be used in 
open-market operations, this allocation of authority over open-market 
operations to the representatives of the 12 Federal Reserve banks 
themselves is a reasonable assignment of responsibility. It is not 
reasonable to put the complete power in the hands of a group of 
political appointees over the disposition of funds like these for which 
they are not financially responsible.

Open-market operations are now, and are likely to be for a long 
time to come, the principal credit operations of the 12 Federal Reserve 
banks. Under the proposed law it would be entirely in the power of 
the Federal Reserve Board so to conduct the open-market operations- 
as to eliminate all the rediscounting business of the 12 Federal Reserve 
banks (as it is practically eliminated today) and to limit the granting 
of Federal Reserve bank credit entirely to open-market purchases. 
The open-market operations for a long time have consisted almost
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entirely in the purchase and sale of United States Government securi
ties. The funds used in these operations consist largely of the 
reserves of the member banks upon which rests the bank-deposit 
structure of the Nation. Through the circulation of deposits in the 
form of checks the country does over 90 percent of its total business, 
amounting in all to something like a trillion dollars in a normally 
prosperous year. In other words, a board consisting entirely of 
appointed Government officials, the head of which, and at least two, 
if not all, the other members hold their offices at the discretion of an 
elected Government official, will have complete control over the use 
of the Nation’s reserve money, and may use it to any extent it may 
desire for the purchase and sale of the Government’s own debt. Such 
concentrated political power over the open-market operations of the 
12 Federal Reserve banks, in my judgment, is fraught with great 
danger both to our banking system and to American democracy itself.

Increased power over reserve requirements given to Federal Re
serve Board: Another substantial increase in power given by this 
bill to the Federal Reserve Board is that contained in section 209, 
revising the provisions of the existing law concerning reserve re
quirements of member banks. The law now provides definite mini
mum reserve requirements for member banks which are classified 
in three groups according to their location as central reserve city 
banks, reserve city banks, and country banks. These requirements 
are qualified by an emergency provision (sec. 19, par. 3) declaring 
that—
the Federal Reserve Board, upon the affirmative vote of not less than five of 
its members and with the approval of the President, may declare that an 
emergency exists by reason of credit expansion, and may by regulation during 
such emergency increase or decrease from time to time, in its discretion, the 
reserve balances required to be maintained against either demand or time 
deposits.

This emergency authority to vary member bank reserve require
ments is a very broad one and has only recently been given to the 
Federal Reserve Board, under the stress of the present crisis. The 
proposed bill substitutes for this passage the following:

Notwithstanding the other provisions of this section, the Federal Reserve 
Board, in order to prevent injurious credit expansion or contraction, may by 
regulation change the requirements as to reserves to be maintained against 
demand or time deposits or both by member banks in reserve and central 
reserve cities or by member banks not in reserve or central reserve cities or 
by all member banks.

It will be noted that this involves four important changes in exist
ing law : (1) The emergency character of the existing provisions is 
entirely eliminated; (2) the requirement of Presidential approval is 
eliminated; (3) the requirement of five affirmative votes of the Board 
for such action is eliminated, thereby making a majority of a quorum 
sufficient; and (4) in changing these reserve requirements, the bill 
gives the Board authority to discriminate among classes of banks, 
since it may require such changes to be made “ by member banks in 
reserve and central reserve cities or by member banks not in reserve 
or central reserve cities or by all member banks.” Experience would 
probably show that under this authority it would be much easier to 
lower reserve requirements than to raise them, and that the exercise 
of this power would result in a progressive leveling down of reserve 
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requirements. Raising the requirements for any large group of banks 
would be likely to hit hard a considerable number of banks which 
were already close to the existing margin, and to arouse strong oppo
sition, particularly in the case of the country-bank group. In my 
judgment, the emergency character of the existing power to vary 
reserve requirements should be retained, including the requirement 
of five affirmative votes to make it effective. There is much to be 
said in favor of such an emergency power if its exercise is very care
fully guarded, but it is a highly dangerous power to be entrusted to 
a mere majority vote of a politically controlled Board.

Appointment of Federal Reserve bank governor made subject to 
approval of Federal Reserve Board: Another provision by wffiich 
the power of the Federal Reserve Board over the Federal Reserve 
banks is increased under this bill is through the provisions of section 
201, which combine the offices of chairman of the Board and governor 
of the bank under the title of governor. The governor is made the 
chief executive of the bank and is to be appointed annually by the 
board of directors. His first appointment, however, is made subject 
to the approval of the Federal Reserve Board; and, since he is only 
chosen as a director for a 3-year period, his reappointment as gover
nor after each 3-year period would require the approval of the Fed
eral Reserve Board. His original appointment and his continuance 
in office, therefore, require him to be persona grata to the Federal Re
serve Board. Since all the officers and employees of a Federal Re
serve bank are directly responsible to the governor, this provision of 
the proposed law places in the hands of the Federal Reserve Board 
a means of effectively controlling the operations and the personnel of 
the 12 Federal Reserve banks.

In my judgment, this requirement that the appointment of the 
governor of a Federal Reserve bank be approved by the Federal Re
serve Board is a dangerous one and should not be adopted. The

Sower of the Federal Reserve Board to appoint the three class-C 
irectors of each Federal Reserve bank board is an adequate liaison. 
Increased power over member banks given to Federal Reserve 

banks: W e now come to the third form in which governmental au
thority over our banking and credit system is increased by this bill. 
The first form was an increase in the power of the President over 
the Federal Reserve Board; the second was an increase in the power 
of the Board over the Federal Reserve banks; and the third is an 
increase in the power of the Federal Reserve banks themselves over 
member banks, which may very well mean ultimately oyer all com
mercial banks of the country, as the pressure is becoming increasingly 
strong under our system of guaranteeing bank deposits for forcing all 
commercial banks into the Federal Reserve System.

Increases discretionary power of Federal Reserve banks over 
assets back of Federal Reserve notes. Under this heading, the first 
important change to observe in the bill is that it wipes out prac
tically all specifications as to the quality of the assets back of the 
Federal Reserve notes and all of the provisions of the existing law 
pledging specific assets for the security of these notes. Section 208, 
revising section 16 of the existing Federal Reserve Act by striking 
out the first 10 paragraphs and substituting newT provisions therefor, 
transforms the Federal Reserve notes into a simple asset currency. 
The notes continue to be a first and paramount lien on all the assets
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of the banks, and the existing 40-percent reserve requirement is main
tained. Practically all restrictions, however, are removed as to 
the type of assets which a Federal Reserve bank may hold against 
the notes, except the simple requirement that they shall be sound. 
Since the Federal Reserve banks under regulations imposed by the 
Federal Reserve Board and with practically no statutory limita
tions would determine what kind of assets the Federal Reserve banks 
could hold, they would determine the kind of assets against which 
our bank-note currency would be issued. This is a great and danger
ous extension in the powers of the Federal Reserve banks and of the 
Federal Reserve Board.

These Federal Reserve notes today constitute about 57 percent of 
our total monetary circulation. Concerning them as they whll exist 
in the future if this bill becomes a law, the following facts should 
be noted:

(1) There is likely to be a decided leveling down of the quality 
and liquidity of the assets back of the notes as compared with ■what 
they were a few years ago, when the notes were secured almost en
tirely by gold and commercial paper.

(2) There is no limit whatsoever as to the volume of Federal Re
serve notes that can be issued in the purchase of United States 
Government debt and can be secured by this debt. The notes are 
secured by the Government debt and the Government debt is payable 
in the notes.

I  repeat, the notes are secured by the Governmnt debt, and the 
Government debt is payable in the notes.

(3) While the bill provides for a reserve of 40 percent in gold 
certificates to be held against the notes, there is no obligation on the 
issuing Federal Reserve banks to redeem the notes in these gold cer
tificates, the certificates themselves are not legally permitted to cir
culate, they are redeemable in gold only at the option of the Gov
ernment. I f  the Government chooses to redeem them, it may legally 
do so at any rate between 50 cents and 59 cents of our former gold 
money to the dollar.

I f  the Executive should put into operation some of the powers he 
has under the Thomas amendment, he would smash it down to 50 
cents.

(4) Even the 40-percent gold-certificate reserve is not compulsory, 
for section 11 (c) of the Federal Reserve Act authorizes the Federal 
Reserve Board “ to suspend for a period not exceeding thirty days, 
and from time to time to renew such suspension for periods not 
exceeding fifteen days, any reserve requirements specified in this 
act.”

So that may all be waived by administrative action.
There is provided a graduated reserve deficiency tax, the equiva

lent of which is to be added to the interest and discount rates, to ap
ply in case of such suspensions, but even this does not apply when 
the reserve deficiency arises from the purchase by the Federal Re
serve banks of United States Government obligations under the 
terms of the Thomas amendment. The discretionay power enjoyed 
by the Federal Reserve banks under the aegis of the Federal Reserve 
Board over the issue of Federal Reserve bank notes is, therefore, al
ready dangerously large, and this bill increases it still further.
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Increased discretionary power given to Federal Reserve banks in 
determination of eligible paper: Another form in which the power of 
the Federal Reserve banks over the member banks is extended con
sists in the extremely broad power given to the Federal Reserve 
banks under section 206 of this bill as regards the type of paper 
against which a Federal Reserve bank may make advances to 
member banks. This section authorizes a Federal Reserve bank, 
subject to regulations to be imposed by the Federal Reserve Board 
and upon endorsement of the member banks, to “ discount any com
mercial paper, agricultural, or industrial paper and * * * (to)
make advances to any such member banks on its promissory note 
secured by any sound asset of such member banks.” The sky is thus 
made the limit as to types of securities against which advances may 
be made and the Federal Reserve authorities themselves without any 
statutory restrictions whatsoever are the sole judge as to what shall 
constitute a “ sound asset.” This term is so broad and indefinable 
that it may mean all things to all men.

By this clause practically all of the carefully prepared statutory 
restrictions of section 13 of the Federal Reserve Act and of the 
regulations that have been built upon them, based upon years of our 
own and foreign experience, and limiting Federal Reserve advances 
largely to certain high types of liquid paper, are swept away entirely^ 
And this is done, despite the fact that all of the noncapital liabilities 
of the Federal Reserve banks are demand liabilities consisting mostly 
of Federal Reserve notes, our principal form of money, and of the 
deposited bank reserves of the country, and despite the further fact 
that highly frozen capital loans and investments have been one of 
the principal causes of our 13,000 or more bank failures of the last 
decade and a half.

The two dangers that most seriously threaten central banks:
It has been my duty to draft the laws for the establishment o f  

central banks in 4 different countries, namely, Colombia, Chile,. 
Ecuador, and Bolivia, and, in addition, to assist in the work of 
revising the organic central bank laws of 7 different countries, 
namely, Germany, China, Colombia, Peru, Union of South Africa, 
Poland, and Turkey.

In nearly all of these countries the central banks were threatened 
by two serious dangers against both of which I and my associates 
endeavored to set up effective checks and safeguards. The attitude 
of my various financial advisory commissions on this subject is typi
fied by the following quotation from our report accompanying the 
project of law which led to the creation of the Central Bank of 
Chile in 1925 (pp. 51-52) :

The Commission in its conferences with bankers, business men, government 
officials and others, with reference to the Central Bank, has found that the 
most widespread and pronounced fear for the success of the Bank is the fear 
that it may fall under undue government influences, and be wrecked by poli
tics—a fear which the past banking history of many American countries has 
shown to be fully justified.

Senator B u c k l e y . What are you quoting from there ?
Professor K em m erer . I am quoting from our report to the Chilean 

Government, Senator, which led to the creation of the Central Bank 
of Chile. [Reading:]
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To meet this danger * * * (the proposed law) limits the Government’s

representation on the Board to three out of ten directors.
A second fear—

again quoting from this Chilean report—
almost as widespread as the fear of political exploitation of the bank, which 
your Commission has encountered, is the fear that the bank may be unduly 
controlled by the banking interests of the country, and administered with too 
much regard for the profits of bankers and too little regard for the broad, 
general welfare of the country.

I am still quoting from the Chilean report, and I could quote 
essentially the same ideas from the reports of a number of my other 
financial advisory commissions. [Reading:]

As a general proposition, the interests of the banking community and the 
interests of the country as a whole are probably the same in the long run. 
Bankers, however, do not always view questions from this long-run point of 
view and, whether rightly or wrongly, the interests of the banking community, 
as bankers view them, and the interests of the general public as the public view 
them, are frequently in conflict. This is true in all countries. Whatever else 
a central bank may be, it is a quasi-public institution, * * * a public
trustee, charged with a great public responsibility, and should be adminis
tered with primary regard not to profits but to public service.

In accordance with this principle the Chilean law provides that 
3 of the 10 members of the board of directors shall be chosen, bv the 
'Government. 3 by the member banks. 2 by certain large business 
interests consisting of the National Agricultural Society, the So
ciety for Encouragement of Manufactures, the National Nitrate Pro
ducers Association, and the Central Chamber of Commerce. One.is 
Appointed by the stockholders at large and one is appointed by the 
General Board of the Federation of Labor. That is an innovation 
so far as I  know in central banks, and I am very proud of it. Thus 
there is someone on the board to interpret the bank to labor and 
labor can see that the members of the bank board do not all have 
horns, and there is someone who can interpret labor to the board.

In 1911, when the so-called “Aldrich plan ” was before the country, 
I criticized it strongly on the ground that it gave too large a degree 
of control to the bankers.

Senator Glass will remember that.
Senator G lass. Yes.
Professor K emmerer. In an address before the Western Economic 

Association in Chicago in 1911,1 said— Journal of Political Economy, 
December 1911:

Is not the National Reserve Association too much of a public institution to 
i>o so largely controlled by one type of business interest, that is. that of the 
uanking fraternity? We must get away from the prevalent idea that the 
Optional Reserve Association is to be principally a banker’s affair just because 
its n&Kcal is t0. be furnisl?ed entirely by banks. We must bear in mind that 
flint ch 1C deP °sits alone will for some time probably exceed its paid-up capital, 
thol , .fun(ls which the banks deposit with the Association will be chiefly 
thp h W, cb ^ e  public has deposited with the banks, and that the paper which 
not i]n, s,refhsconnt with it will be that of the business community. We must 

get that the National Reserve Association is to have a tremendous 
l uoiic power and responsibility, through its right to fix the bank rate of dis- 
• Un tn h°wer over the foreign exchanges and gold shipments, its right to 
issue tlie country’s only elastic paper currency, its supervisory power over 
anks, and its function of holding a large percentage of the country’s reserve 

money, together with the privilege of having its promises to pay, in the form 
of its deposits and bank notes, counted as lawful reserve money for banks.

Now it is possible, although by no means certain, that the interests of bank
ers as a class and those of the public are identical. It is certain, however,
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that history furnishes numerous instances in which what the public believed 
to be its interest and what bankers believed to be theirs were in conflict. 
* * * The task of securing and maintaining a thorough-going banking 
reform is at best an arduous one, and the plan proposed must be not only 
intrinsically meritorious, but above suspicion. Otherwise it will have a difficult 
road in Congress, and if it finally gets through it will be in subsequent danger 
of becoming a football of politics.

The Aldrich plan was in error in giving the bankers too large a 
degree of control over the proposed central banking organization. 
The Federal Reserve System, however, created by the law of 1913, 
when, as a compromise measure, it made every member of the Fed
eral Reserve Board— the policy-determining body— an appointee of 
the President, went too far in the other direction. It subjected the 
Federal Reserve System unduly to the danger of political exploi
tation.

O f course, it got a bad start in the stress and strain of the war 
period.

During the greater part of the history of the Federal Reserve 
System, however, part of the Board consisted of members of the 
political party which was out of power. A t present, I understand, 
every member of the Board except the Governor is an adherent of 
the party in power. Never, moreover, during the most trying days 
of the World War did the percentage of the Federal Reserve banks’ 
earning assets consisting of the Government debt and of loans 
secured by the Government debt, even remotely approach the present 
astounding figure of nearly 99 percent.

A  policy-determining Board possessing autocratic powers over the 
discount rate, the size of the country’s bank reserves, the types of 
paper eligible for loans— where the sky is the limit— the expansion 
and contraction of bank credit, and the absorption by the banks of 
Government securities, a Board comprised entirely of Presidential 
appointees and holding office practically at the will of the Presi
dent— such a Board will exercise a tremendous influence upon our 
economic life under conditions in which political considerations are 
likely to dominate. By political considerations I mean vote-at
tracting power in the near future for the political party in office.

Political pressure is usually exercised in the direction of cheap 
money: This political pressure most of the time will be predomi
nantly in the direction of what is popularly called “ liberalizing 
bank credit ” , holding down interest rates, and of resulting monetary 
and credit expansion. In other words, it will be a pressure almost 
continually exercised in favor of cheap money and inflationary poli
cies. The opinion of the masses is almost never in favor of defla
tion or even in favor of restricting a dangerous boom while it is yet 
in a stage in which it can be controlled. In boom times the advo
cates of restraining measures such as advancing discount rates, sub
stantial open-market sales, increased reserves, and more exacting 
loan requirements are usually very unpopular. The Administration 
and Members of Congress feel the pressure of this inflationary pub
lic opinion. Both directly and indirectly it will be felt by the Fed
eral Reserve Board. This situation will be particularly true if an 
important election is approaching. A  well-known British econo
mist (Prof. T. E. Gregory, independent, Dec. 29, 1934) recently 
said: “ To avoid depression it is necessary to avoid the boom; but 
central banks are driven by their fear of public opinion to postpone
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action until it is too late.” The more politically minded and politi
cally controlled the members of the policy-determining board are, 
the greater is the danger.

It is undoubtedly true that in times of excessive speculation and 
of incipient boom, bankers and business men are likely to be unduly 
optimistic and unduly reluctant to put on the brakes. Experience, 
however, I  believe, has shown that economists, business men, and 
bankers can be depended upon to put on the brakes more quickly 
than men in political positions.

Under conditions heretofore existing the Federal Reserve Board 
has had ample power to contract or expand credit for the stabiliza
tion of our money market, whenever they cared to use it. Dr. 
Adolph Miller, in recommending to this committee (Jan. 23, 1931) 
that an affirmative vote of five members of the Board be required 
whenever the Board is asked to approve something out of the ordi
nary, such as open-market purchases of Government securities, said:

You must not leave it too easy for the Federal reserve system to inflate. 
We have had too much inflation in the Federal reserve system, and its favorite 
instrument is the open-market purchase of Government securities.

We have had something of an obsession for easy money in the system, a 
feeling that it makes the atmosphere of business; that it can stop a recession of 
business and turn a period of depression into one of recovery (p. 147).

Broadly speaking, the increasing of the President’s power over the 
Federal Reserve Board, the increasing of the Board’s power over the 
12 Federal Reserve banks, and the increasing of the powers of the 
Federal Reserve banks over the member banks provided for in this 
bill will all be forces that in general will make for cheap money and 
for inflationary policies. Heretofore, however, the Federal Reserve 
authorities have all too often been weak and tardy in putting up 
resistances against inflationary forces. The enactment of this bill 
would aggravate this danger.

A t the beginning I stated that my objections to title I I  of this 
bill could be summarized under two headings: First, increased gov
ernmental and political control of banking and credit; and, second, 
a leveling down of the quality of bank assets and, therefore, a 
weakening of the security of our bank deposits.

The first topic I have now discussed and, in doing so, have in
cidentally touched upon certain phases of the second topic. My 
discussion of the second topic, therefore, will be very brief.

The bill levels down the quality of our bank assets: The substi
tution, for the present statutory restrictions contained in section 13 
of the Federal Reserve Act, of the provision of section 206 of this 
bill declaring that any paper shall be acceptable for Federal Reserve 
advances that is “ secured by any sound asset ” of the member bank, 
ln judgment, will result in a decided leveling down of the 
quality and liquidity of the assets of both member banks and Fed
eral Reserve banks. Under the competition for leniency in loan 
requirements in our dual system of banking there has been going 
on for some time a process of leveling down in the quality of our 
banking assets, and this provision will encourage a further deterio
ration, and clinch what we have done so unfortunately in the last 
few years, and to meet emergency conditions. I do not accept for 
one moment the idea of which we hear so much of late, that liquidity 
of assets in a commercial bank or a central bank, whose liabilities

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



340 BACKING ACT OF 193  5

are largely demand liabilities, can be ignored by the law, provided 
the assets are of a type that would prove to be sound if liquidated 
over a substantial period of time. In practice liquidity has shown 
itself to be a quality of much higher rank for such assets than shift- 
ability. The old-fashioned doctrine that demand liabilities should 
be supported chiefly by quick assets of a self-liquidating character 
is still sound, both in theory and in practice. Our banking reform 
legislation should be turned in that direction rather than in the 
opposite one designated by this bill.

Extending the powers of national banks to make real-estate loans 
unwise: In this connection, section 210 of the bill, amending sec
tion 24 of the Federal Reserve Act, greatly liberalizes the conditions 
under which national banks may make loans on real estate. It is 
fundamentally that same fallacy which was underlying the whole 
issue of assignats of the French, which were supposed to be secured 
by land which was sound.

The present limit of 5 years for the maturity of such loans is 
removed. The authorized maximum amount of any such loan is 
changed from 50 percent of actual value to 60 percent of the ap
praised value. Moreover, the aggregate amount of such real-estate 
loans a national bank may have is increased from 50 percent of 
capital and surplus as at present to 100 percent, or from 50 percent 
of its savings deposits as at present 60 percent of “ the amount of 
its time and savings deposits.” This further weakening of the 
restrictions on real-estate loans, in my judgment, is unwise. Real 
estate in general is not a liquid asset. It is not usually recognized 
as such for commercial banks in England and Canada, whose bank 
records have been incomparably better than ours. Even in the 
United States under our national banking system loans on real- 
estate collateral (with certain minor qualifications) were prohibited 
by law until 1913.

Senator Glass. Doctor, may I interrupt you there a moment?
Professor K emmemer. Yes.
Senator Glass. Admiral Byrd, from my State, is to appear before 

the Senate now, and I am chairman of the joint congressional com
mittee to greet him. Could you come back at 2 o’clock and finish 
your testimony?

Professor K emmerer. Certainly.
Senator Glass. I s that agreeable to the members of the com

mittee ?
Senator Couzens. Ought we not to have it over in the Capitol 

instead of here?
Senator Glass. We can have it over there, yes; in the Appropria

tions Committee room, where it will be convenient for voting.
Very well.
(Whereupon, at 1 2 :0 5  p. m., a recess was had to 2 p. m. of the 

same day.)
A F T E R N O O N  SE SSIO N

aim 1.* y  '• ••.! '• •• .
The subcommittee resumed its session, at the expiration of the 

recess, in the committee room of the Senate Committee on Appro
priations, in the Capitol.

Present: Senators Glass (chairman of the subcommittee), Bulkley, 
Couzens, and Townsend.
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Senator G lass. Professor, you may resume your testimony, now, 
if you please, sir.

STATEMENT OF EDWIN WALTER KEMMERER, WALKER PROFES
SOR, PRINCETON UNIVERSITY, PRINCETON, N. J.— Resumed

Professor K emmerer. Senator, I  had very nearly finished what I  
had to say in this direct statement, and I will take up where I left 
off and finish in just a few minutes. I was speaking of real-estate 
loans, and I said that even in the United States under our_ national 
banking system loans on real-estate collateral, with certain minor 
qualifications, were prohibited by law until 1913.

This restriction, like many others, gradually broke down after 
the war, largely as a result of the leveling down contest for so- 
called “ liberalization ” of banking laws and regulations under our 
dual system of banking. The resulting extension of real-estate 
loans by commercial banks for many years has been freezing the
assets of these banks and has been an important cause of the enor
mous crop of bank failures wre have had since the war. Loans se
cured by equities in farm lands have been responsible for much of 
our banking trouble in agricultural communities. The volume of 
these loans has often been much larger than bank reports seem to 
indicate. The listed mortgage loans were often only a small pro
portion of the loans actually secured by equities in land, many of
which were in form short-time business loans, but in fact long-time 
capital commitments. Often the first mortgages were held by in
surance companies and the bank’s securities were little better than 
second or third liens on farm lands taken at inflated values. In 
this way the banks became involved in the farm real-estate boom 
and its collapse. Such loans caused comparatively little trouble 
when the prices of agricultural products and of farm lands were 
rising rapidly, as they were between 1914 and 1920, but when the 
break from wartime prices came, they brought distress upon the 
farmer and upon the bank from which he borrowed.

A  similar situation developed in connection with the real-estate 
loans of commercial banks in many urban communities.

It seems to me that the lesson of these experiences is written clearly 
m bold letters. It is that real-estate loans should have at most a 
moderately small place in commercial banks. They belong in sav
ings banks, land banks, insurance companies, building and loan asso
ciations, and similar institutions. They may be proper assets within 
reasonable limits against deposits that are, in fact as well as in name, 
time deposits withdrawable only after a substantial notice. They are 
not satisfactory assets against deposits payable on demand or on 
short notice. Instead of further increasing the powers of national 
banks to lend upon real estate, as this bill does, we should gradually 
reduce the powers they already have.

May I conclude this statement by endorsing the memorandum sub
mitted to Congress a short time ago by 62 members of the Economists’ 
.National Committee on Monetary Policy, of which I am a member? 
The memorandum is as follows:

The undersigned members of the Economists’ National Committee on Mone
tary Policy believe that there are no circumstances which make it necessary to 
engage at this time in any important legislation affecting the Federal Reserve 
System.
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Considering the questionable provisions embodied in title II of the Banking 
Bill of 1935, it is especially important that there be no legislation for the present 
with respect to these aspects of the Federal Reserve System until a careful study 
has been made by a commission composed of recognized experts and a model bill 
is drafted. Such a commission should have sufficient time to study thoroughly 
our money and banking problems and, upon the basis of ample and carefully- 
examined evidence, prepare a comprehensive and properly integrated plan which 
will reflect the best thought on the subject. Such a plan, should then be enacted 
into law after adequate hearings, thus replacing the hastily prepared Banking 
Bill of 1935 which is now under consideration. Only a well considered bill pre
pared by competent experts in an atmosphere of calm deliberation should be 
enacted into law.

Only minor technical changes in our banking law should be made at the pres
ent time, and then only upon the recommendation of the Federal Reserve 
Board, accompanied by a statement from the Board explaining that such 
changes are necessary because of existing conflicts in law or because some 
specified emergency demands that such technical changes be made at the 
present time.

Senator Couzens. May I ask you, Professor, whether you have 
read Professor Sprague’s statement to the committee?

Professor K emmerer. I read the press summaries of it and I have 
been trying to get copies of the hearings, but have not succeeded in 
doing so. I  read the press accounts of it.

Senator Couzens. D o you believe that he is a sound economic 
expert ?

Professor K emmerer. Yes, I  do. I  do not agree with him on a 
number of things, but I have a great respect for Professor Sprague.

Senator Couzens. When you distinguished gentlemen disagree, 
where do we poor laymen get off?

Professor K emmerer. W e do not disagree very much on funda
mentals, Senator; and I do not care what field you get into, whether 
it is the law or politics or medicine or any other field, where is inde
pendent thinking you are going to have differences of opinion. I  
think it is surprising the remarkable approximation of unanimity on 
fundamentals that we have in these matters. For example, this 
statement I  just read is signed by 62 economists who are devoting 
their lives largely to the scientific study of money and banking 
problems. Sprague was one of the number.

Senator Glass. Doctor Sprague was very clear and very emphatic 
in his statement that this proposed bill could not within the remotest 
stretch of anybody’s imagination contribute to recovery from the 
depression; and he also was very explicit in his statement that there 
is nothing that could immediately be done, under this bill, that 
would contribute to such recovery that cannot be done under existing 
law.

Professor K emmerer. I would agree with that entirely.
Senator Couzens. You object to commercial banks investing in 

real-estate mortgages. What is your idea as to what they should 
invest in, now that commercial paper has so extensively disappeared ?

Professor K emmerer. I think that the disappearance of commer
cial paper in anything like the degree to which it has taken place is 
a temporary situation. I do not think it is a permanent situation. I  
think it is an emergency situation that has grown out of conditions 
immediately following the war, and at the present time when our 
large corporations, or a great proportion of them, have a great 
amount of idle funds, when business is down at a low level and the 
banks have large excess reserves. I think the situation in that re
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gard is a temporary one. I think we ought to do all we can to 
encourage the use of commercial paper and financing of short-time 
business operations through short-time loans rather than through 
stock flotations and bond flotations of the type we were doing before 
the crisis. I  think we have done something in that direction. I  
think, for example, that the prohibitions that are now imposed on 
lending money on the stock exchange for the account of others is a 
step in that direction. I think the removal of the right to pay 
interest on demand deposits is another step in that direction. But I  
think the development of financing current short-time credit require
ments we have recently had in this country, by which our large cor
porations that have been floating bonds and stocks on a great scale 
and then taking the proceeds and putting them into our banks as time 
deposits, and getting substantial rates of interest upon them, and then 
just as fast as they need funds, transferring them over to demand 
deposits, under which the banks are enabled to get along with a 3-per
cent reserve instead of the much higher reserve required against de
mand deposits has caused an enormous development of time deposits 
in our banks which are rather unhealthy, and I think we must sooner 
or later make a distinction between a savings deposit, which is for 
the small man, carefully protecting and restricting savings deposits, 
and those large time deposits that go to such big figures.

Senator Couzens. Would you abolish interest on these large time 
deposits?

Professor K emmerer. I am not ready to go as far as that, Senator. 
I have not thought that thing through sufficiently; but I think there 
are two or three things I would do. I would distinguish between a 
savings account and the large time account. I would place a limit 
on the size of time deposits which these banks could carry, and on the 
total amount which would bear a certain relationship to the capital 
funds of the banks, and I am inclined to think that I would go so far 
as to require the same reserve requirements against time and demand 
deposits.

Senator Couzens. Is it not a matter of fact that the very low cost 
of money at this time acts as an impetus to those people to finance 
themselves over a long period of time, rather than having to relp upon 
banks ?

Professor K emmerer. I suppose there is something in that; but 
this low rate of interest at the present time, in my judgment, is a 
perfectly abnormal and temporary situation. I do not believe for a 
moment that the rate of interest on short-time obligations has gotten 
down to one-tenth of 1 percent a year, or anything like that. I think 
these low rates of interest are a result of a situation in which the 
market is just flooded with funds of a short-time character, in which 
the business world is afraid to borrow, and the market is glutted with 
funds. However, I think it is only temporary. It seems to me there 
is a great danger in legislating and crystallizing our rules of the 
game in this thing on the basis of emergency and abnormal condi
tions of the type we have at the present time.

Senator Couzens. What effect do you think the income tax has 
upon the fact that these large corporations retain their surpluses 
instead of paying them out in dividends, especially very closely 
integrated companies?
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Professor K emmerer. I do not know; I have never made a study o f  
that. Senator.

Senator Couzens. D o you not think that that is important?
Professor K emmerer. I think there is a case where we have got 

to weigh the pros and cons. I  think there are some cases where 
there have been abuses of that kind. I am very thankful again and 
again, as an American citizen, though, when I look back and see 
what wTe have gone through in the last few years, that we have had 
some corporations that did build up their surpluses to meet emer
gencies. I  think in a great many cases those surpluses have been dug 
into to maintain operations at a loss, to keep employment that other
wise would have been destroyed. I think they have been a factor 
of safety, and I think it is exceedingly unfortunate to discourage 
them unduly. On the other hand, 1 would agree with what you 
imply, that there is a possibility of danger there, and we cannot 
permit the indefinite evasion of income taxes by piling up surpluses 
that are not reasonably necessary. But sooner or later those funds 
appear in the form of dividends that are distributed in one way or 
another, and you get the tax revenue then.

I think that is a subject that we have got to be very careful about. 
It deserves a great deal of study and an abundance of caution, 
because it would be a social calamity and would be a very serious 
thing in cases of future emergencies if we should now unduly dis
courage the accumulation of surpluses, and if we were to have 
another world crisis without the type of accumulation that Ave have 
had with which to meet this one.

Senator Couzens. D o you approve of an excess-profits tax so as 
to prevent all of this saving that goes on in excess profits?

Professor K emmerer. I have not gone into that field lately. I 
believe in reasonably progressive income taxes, but I  have not gone 
into the field of profits taxes enough lately to feel like expressing 
my judgment.

Senator Couzens. It seems to me that all of these questions are 
closely related to the banking question. I f  these strictly commercial 
banks which you have been talking about are not going to have places 
in which to invest their money, a closely related question, it seems to 
me, is the question of taxation, because obviously if these institutions 
that retain these large balances are not to l>e taxed for them, there 
will progressively be less commercial paper for the commercial banks 
than there is now.

Professor K emmerer. Well, before this crisis came on we had a 
great deal more commercial paper than we have now. We had a very 
substantial amount of commercial paper before the war. I think that 
if things get back to normal again and we provide the proper kind of 
regulations we can bring back a considerable amount of short-time 
financing through commercial paper. I believe that a commercial 
bank whose deposits are demand deposits should have assets that are 
essentially liquid assets.

Senator Couzens. That is what I am trying to get. at. I f  I were 
running a commercial bank, just what would I make my investment 
in ? I am somewhat at a loss. Expenses are high and there would be 
a lot of overhead charges. I do not see how they are going to pay 
their expenses under existing conditions, and they will not make any 
profit for their stockholders.
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Professor K emmerer. I do not think these existing conditions will 
continue. I  think we will move back to a situation where the interest 
rate will be very substantially higher, where the excess reserves of 
banks will be nothing like what they are, where the excess funds of 
corporations will be nothing like what they are. This is a situation 
that X have never seen anywhere m the world, a situation where we 
have the type of excess reserves that we ha\e at the present time and 
where we have interest rates on short-time obligations going down to 
these infinitesimal figures, but where we have large corporations so 
highly liquid with enormous funds which they are afraid to use 
and are just holding them. I think that is a purely temporary situa
tion and that we should not legislate on the ground that it is going
to be permanent. . _ , ,. „

Senator T ownsend. What, in your judgment, would be the effect 
on banks and1 the country generally if the Patman bill should prevail 
and we should print money to pay the bonus?

Professor K emmerer. Well, I  feel that that would be a calamity. 
It is one of those propositions that seems to me to be really so pre
posterous that I can hardly find words with which to express myself 
on it. Here is a country in which we are doing, roughly speaking, 
something like two-thirds or a little over two-thirds the physical 
volume of business that we did before the depression, in which we 
have a stock of money about twice what we had before the depression, 
in which we have practically doubled, in terms of dollars, our gold 
stock in a little over a year’s time, in which the bank deposits of the 
member banks are probably a little more than they were in the boom 
times, in which we have two billions and a quarter of excess reserves, 
something like fifty times what we had in 1929 and the boom years, 
in which the member banks of the country are borrowing practically 
nothing from the Federal Reserve banks and the interest rate is at a 
very low figure and in which the public is so badly scared that the 
bank deposits are moving at about half the normal rates, the velocity 
of circulation in 1934 being the lowest of any year since 1919, the 
earliest date for which figures are available. And then we propose in 
a situation of that kind to issue 2 billions of greenbacks on top of 
wdiat wTe have, to put them in circulation, which will increase our 
greenback circulation to five times the maximum in the most trying 
days of the Civil War, when the maximum outstanding at any time 
Mras $436,000,000, and when the greenback depreciated to a low of 35 
cents gold to a dollar. Right off the bat we increase that fivefold. 
If you put more money into circulation, if you increase the supply 
of money or of deposit currency relative to the demand, you tend to 
make in cheaper. The law of supply and demand applies to money 
and credit just as it applies to anything else. You suddenly make a 
great increase in that circulation. As you do, it tends to make money 
cheaper and it would tend to check the inflow of gold and would 
Probably tend to make the gold go out. You have got too much 
money now, and it is not moving. You put more in, and you tend to 
force it out. That excess can go out in various ways. It might go out 
by further demand for gold, stopping the import of gold and stimu
lating the export of gold. It might go out by just forcing Federal 
Reserve notes back into the banks and having greenbacks more or less 
take their place, removing the only elastic element that we have in our 
currency and putting these rigid greenbacks in its place. It is pretty
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hard to tell just how it would work. It would work in a great many 
ways; but there would be a great increase of pressure to make money 
cheap and force out gold; and one of the things that we are likely to 
do is to very substantially break confidence in our currency. To my 
way of thinking, one of the most surprising things in this emergency 
situation up to the present time has been the degree to which the 
public have maintained confidence in the currency despite all that 
has been done.

Senator G lass. Yes; you are right about that. They do not know 
yet.

Professor K emmerer. A  great many people are scared. They are 
getting the money out. There has been a flight from the dollar, but 
it has not yet reached the mass of the people as it did in France and 
Belgium and Italy and most of the other countries after the war, 
and as it did in the United States after the Civil War. There seems 
to be popularly a great confidence in the money, although that con
fidence is breaking. The enactment of this Patman bill would give 
another impetus to that breaking of confidence. I f  you once have that 
you will have a real flight from the dollar; and, as I say, the velocity 
at which your deposits are circulating now is about half normal. 
Under normal conditions and recovery it would be doubled, and that 
would be due to an increase in business confidence. But if you lose 
confidence in your money and get a flight from the dollar, as they had 
in these other countries, then that velocity will be multiplied many- 
fold.

In Germany the velocity of circulation of German bank notes in
creased from an average of something like once every 2 weeks to 
several times a day. Everyone wants to get rid of the thing that they 
think is going to depreciate, and the psychological factor is a tre
mendous factor in the velocity at which money and deposit currency 
move. Anything that breaks confidence in your money may start up 
those velocities at any time and may create a stampede.

I should expect the passage of this Patman bill would have a great 
influence in weakening confidence in our money and encouraging a 
flight from the dollar. We have shown such remarkable resistance 
so far that I  am not going to prophesy as to when and how far, but I 
think we are on the brink of a volcano in that regard.

Senator T ownsend . Would you care to give us your opinion as 
to the difference between printing money and issuing bonds?

Professor K emmerer. Yes. In the first place, I would say that 
the difference there as between printing money and paying for the 
bonus by bonds, if the bonds are forced down the throats of the banks 
and the banks issue credit against them, is not a very fundamental 
one. I f  either occurs, you will be likely to have a serious inflation as 
a result of it.

Our currency system is of this type. Bank deposits and bank notes 
are interchangeable. I f  I go to my bank and borrow $10,000 I  have 
the amount placed to my deposit; there is a deposit credit. I f  I  
decide I want it in the form of notes, I draw a check on it and take 
the notes. The deposit is canceled and I get the notes. I f  I have too 
much cash and prefer to make my payments by check, I take the 
notes and deposit them. In that way they are interchangeable. As 
prices go up in the community and you need more and more money 
to carry this higher and higher price level, the proportion of money
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that people will want in notes and the proportion in deposits are 
more or less the same, and it really does not make much difference 
with which one you inflate as long as they are interchangeable.

So I think that, while the Patman bill is cruder and perhaps would 
give a greater shock to the public, therefore stimulating more quickly 
the flight from the dollar, the ultimate results of the Patman bill and 
the Vinson bill would be much the same.

Senator T ownsend. According to your illustration, the spending 
of this 2 billions of dollars in either way would inflate the currency. 
What is going to be the effect of spending 5 billions that we are 
already considering doing and as to which we have to raise money on 
bonds f

Professor K emmerer. I think that likewise is going to be a strong 
pressure for inflation. Broadly speaking, there are really three 
methods— perhaps you can make it four if you want to— by which 
you can finance a situation of this kind. You can tax the public. 
The theory of a democracy is that as expenditures go up the public 
is called upon to pay increasing taxes, and they put up their resist
ances as they feel that these tax burdens are greater and greater, i  his 
so-called u public control of the purse ” is the method by which a de
mocracy is maintained. The Congressmen who vote for extravagant 
expenditures, or expenditures that the public consider extravagant, 
whether they are or not, which result in heavy taxes, will hear from it, 
as you gentlemen know, pretty quickly. There is a wholesome demo
cratic resistance of the taxpayer to extravagant expenditures. I f  this 
were being financed by taxation there would be such a storm of pro
test, as you all know, that it just could not be done.

Another method is selling those securities to the public. I f  the 
public bought the securities, took the money out of their banks and 
put the bonds in their strong boxes, there would be a shifting of 
investment from one hand to another. Then the public would be 
very, very much concerned as to whether the Government were bal
ancing its budget, as to whether the payments were going to be made 
in the right kind of money, and all that. I f  the public as private in
vestors were buying these bonds and putting them in their strong 
boxes, they would resist any such increase of expenditures as we are 
making and this rapid increase in the public debt.

I f  you do neither one of those things, if you borrow the money 
of the banks, if the Federal Reserve banks or the member banks 
buy short-time certificates and you issue the credit in the form of 
bank notes or in the form of bank deposits, you do not take it out 
of the taxpayer at once; you do not take it out of the private in
vestor at once. You create banking credit to pay for those expendi
tures. You expand your currency; you expand your banking credit. 
It might not circulate right away "because of the lack of business 
confidence, but it represents a potential expansion of the circulating 
media continually pressing in the direction of inflation.

We have a situation today where about 99 percent of all the earning 
assets of the Federal Reserve banks consist of Government debt— 98.6 
percent last week— where something like 50 to 60 percent of all the 
public debt is in the hands of banks where in the last 2 or 3 years 
something like 87 percent of the new flotations of Government debt 
have gone into the hands of banks. That is financing by inflation.
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It is an inflationary process and can only have one result if it is con
tinued.

I f  a private individual keeps spending beyond his income right 
along, he sooner or later goes bankrupt. I f  he goes bankrupt he 
pays, we will say, for illustration, 20 cents on the dollar.

I f  a government keeps spending more and more and does not get 
the money from taxation but gets it by such borrowing, it does 
not go bankrupt. It never goes bankrupt so far as its own national 
obligations are concerned. It may as far as foreign obligations are 
concerned. A  government never pays 20 cents on the dollar. It 
just pays 20-cent dollars. When it reaches a situation of that kind 
it inflates. It borrows on the security of its bonds.

As a result bank-note and bank-deposit circulation are expanded 
on the security of these bonds. As it borrows in this way it inflates 
and the currency depreciates, and then if it pays in 20-cent dollars it 
is just as bad for the creditors as if it were paying 20 cents on the 
dollar. However, in such a situation the Government not only pays 
its own debts in that way, but it authorizes every other debtor in the 
country to do so.

In the United States the greatest debtors on long-time accounts 
are life-insurance companies, with over $100,000,000,000 life insur
ance; our savings banks, our building and loan associations, our col
leges, our universities, our hospitals, and our public-welfare institu
tions, all these great public-service institutions. Their invested funds 
are largely in bonds and mortgages.

I f  you meet your fiscal expenses in this way the result is you are 
not passing the burden on to the next generation; you are not paying 
it out of the taxpayer’s money. You are paying it out of the endow
ments of these institutions and out of the life-insurance policies of 
scores of millions of American people.

This idea that you are passing it on to the next generation I think 
is an economic fallacy. Just visualize it for a moment. Suppose 
we increase our debts to $100,000,000,000. Suppose we pass it on to 
the next generation, as it is said. The next generation owes $100,- 
000,000.000 that it would not otherwise owe. To whom does it owe 
it? To the next generation. The taxpayers of the next generation 
owe that money to themselves as bondholders, and one hand washes 
the other, as far as that is concerned. This generation pays for the 
expenditures of this generation, in the main. There are certain 
qualifications, but the fellows that will pay for it in the main are the 
beneficiaries of these great public-welfare institutions.

Senator G lass. That is what happened in Germany.
Professor K emmerer. Exactly.
Senator Glass. In other -words, they repudiated all of their cur

rency.
Professor K emmerer. I have here— I think I mentioned it before—  

a rather striking thing. I  do not know whether you gentlemen are 
interested in it or not, but when I was over with the Dawes com
mittee, I  picked up this note and have carried it ever since as sort 
of a pocket piece [exhibiting a piece of German paper money]. This 
represents 2 billion marks. According to our nomenclature it would 
be 2 trillion marks. It was worth, when I got it, 48 cents in American 
money, and it is worth about 80 cents on our present gold parity.

Senator T ownsend . Y ou mean, the total amount in gold?
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Professor K emmerer. At the rate of 1 trillion to 1. These notes 

were stabilized at 1 trillion to 1. A t the value at which it was 
stabilized it is worth 80 cents in our present American gold. At par 
it is worth 800 billion dollars. 1 hat would pay, at par, 28 times ovei 
all of our national debt. It would pay twice over all of the debts 
owed by every government body, every corporation, lailioad, piivate 
individual, and every institution in the United States, and lea\e as a 
margin of good will enough to pay twenty times over the total Allied
debt to us. ,

When that money was going down the toboggan slide at its territic 
rate toward 1 trillion to 1, it was “ backed ;, as they say, almost con
tinuously by about 100 percent in German bonds and short-time cer
tificates of indebtedness of the great German Empire, and these Ger
man Government securities were at parity practically all the time. 
The notes were secured by the bonds and the bonds were payable in 
the notes. How many notes can you issue on that basis? How many 
bonds can you buy if you issue your notes to buy the bonds and then 
secure the notes by the bonds and make the bonds payable in the notes? 
They issued 497 quintillion, and then they stopped. But there was no 
reason to stop there. They stabilized at a trillion to one, and the 
notes were backed about 100 percent by Government bonds practically 
to the last. Furthermore, at the end of December 1922— there was 
a date later when the situation was much worse— although the gold 
in the Keichsbank had been declining for some time, if you took all 
these notes in circulation and computed their market value according 
to the New York-Berlin exchange rate, and then computed the gold 
reserve in the Ileichsbank that was back of them, according to their 
gold value in United States gold, you would have found that the gold 
reserve at that time was over 8 times the value of all the notes in cir
culation, and at another time it was over 13 times that figure. 
A t one time it was over three times all the notes in circulation and 
all the deposits in the big Berlin banks with their branches all over 
Germany.

Senator T ownsend. We are often confronted with the argument 
that that condition could not happen in the United States because 
we have a large portion of all the gold of the world. Do you care to 
comment on that?

Professor K emmerer. I think the remark I just made is one com
ment on it. They had eight times as much gold as they had notes at 
the current rate.

But let us take other cases. Let us suppose that when they had 497 
quintillion of those notes in circulation they had a billion marks 
gold. How long would the billion marks have lasted if they had 
made the notes convertible at par in gold? And, on the other hand, 
how much good would the reserve have done if the notes were not 
convertible; that is, if the reserve was a dead reserve, as it actually 
was? Suppose they had five billion in gold. How long would that 
have lasted?

W e have in the United States 8y2 billion dollars of gold. We have 51/) billion dollars of money of various kinds in circulation, all told. 
We have, I think, about 40 billion dollars in bank deposits. Let us 
suppose we have a flight from the dollar, and suppose we have 40 
billion of bank deposits and 5 billions of money. That is 45 billions.
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Suppose we say we have 9 billions of gold. I f  you have a flight from 
the dollar, everybody wants to get away from, the dollar and wants 
to get gold. Suppose we redeem in gold. How long would it last? 
When you started you would have 20-percent gold reserve. A t the 
end of the first day you would have 36 billion dollars of bank deposits 
and notes left, but not a dollar of gold. You would have jumped 
from 20 percent gold reserve to zero. I f  you did not pay your gold 
out but just held it idle, you would be in just the same position as 
Germany was. A  gold reserve that is not used is ineffective; and, if 
you use it, it disappears overnight.

Senator G lass. That is what I have been saying for some time.
Senator Couzens. Have you any views with respect to returning 

to the gold standard ?
Professor K emmerer. Yes, I  have, Senator. In the first place, my 

definition of a gold standard is this. Some of my colleagues do not 
agree with it. It seems to me that a country is on the gold standard 
whenever gold is the standard. In other words, the gold standard 
exists in any country when the monetary unit in which exchanges are 
made, in which debts are contracted, carried, and paid, consists of 
the value of a fixed quantity of gold in a free gold market. When 
your actual monetary unit consists of the value of a fixed quantity of 
gold in a free gold market, then you are on the gold standard, regard
less of the mechanism by which you maintain it at that point.

Senator Couzens. D o you mean when we are able to get gold as 
redemption ?

Professor K emmerer. No; I have not said a word about redemp
tion or legal tender or convertibility. The essential fact is that the 
value of your monetary unit shall consist of the value of a fixed quan
tity of gold in a free gold market. So long as we maintain the price 
of gold in this country at $35 an ounce in the free gold markets of the 
world— they are pretty narrow now— we are on the gold standard.

W e are on the gold standard in this country now. I do not like 
the kind of gold standard we are on. It is not a statutory gold 
standard; it is an administrative gold standard. It might be 
scrapped overnight bv an Executive order of the President or by 
his exercising any one of a number of powers he has under the Thomas 
amendment. But as long as we maintain our gold dollar as the equiv
alent of 13.71 grains of pure gold on the free markets of the world, no 
matter howr we do it, we are on the gold standard. So I would not 
speak about going back to the gold standard; I  would speak about 
going back to a statutory gold standard.

Senator Couzens. I s Great Britain on the gold standard now?
Professor K emmerer. No.
Senator Couzens. But we are?
Professor K emmerer. AVe are.
Senator Glass. AVhat good is a gold standard when you cannot 

redeem your currency and your promises to pay in gold?
Professor K emmerer. Senator, do not misunderstand me. I  am 

not defending the kind of a gold standard that we are on now. 
I do not believe it is sound. But convertibility of paper into gold is a 
mechanism, a means, a method of maintaining the gold standard. 
There are a number of other methods of doing it. But if by any 
means you succeed in maintaining the value of your paper dollar 
at the value of a specific amount of gold on a free market, it is a
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(fold standard Our present standard is an exceedingly dangerous 
form of gold standard. This form of the gold standard never

eXSenltorf GLAss. It is an idiotic gold standard. Is not convertibil
ity of the very root and definition of all business activity and

C°Professor K e m m e r e r . I think it is highly desirable for the main
tenance of public confidence in our cuiiencv, Senator. Put I am 
perfectly willing to say that for a limited period of time, by manipu
lation of your currency, you may maintain the foim of a gold stand
ard. But there is likely to be little confidence in it. It will not be 
lasting. It is unsatisfactory, but I  think it is a gold standard.

You ask what should be done. My feeling is that the gold stand
ard we are on should cease to be an administratively maintained 
gold standard; that it should be made a statutory gold standard; 
that just as under the Act of 1900 we were put on a definitive gold 
standard we should have an act of that kind now which would 
declare the country on the gold standard at the present unit of value. 
It would impose upon the Secretary of the Treasury the obligation 
of maintaining all the currency at parity with gold and maintaining 
redemption in gold bars on demand as a statutory requirement. I  
am willing to go to the gold-bullion standard with convertibility in 
gold bars. I think we should do that and make it a statutory gold 
standard on a gold-bullion basis, and we should take the initiative in 
trying to get England and the other countries of Europe, including 
the gold bloc, to get together and internationally agree on such a 
basis; and I do not think that you are going to get confidence re
stored in business or any enduring forward movement until you do 
that very thing.

Senator Couzens. When you say “ get together Professor, you 
mean that each country would fix the number of grains of gold in 
its monetary unit?

Professor K emmerer. Yes. We cannot dictate to the others, but 
we should cooperate with them. I f  some of the gold bloc feel that 
they must make a certain reduction to bring them down into har
mony with the others that have gone off gold, all well and good. 
Others may feel that the better thing is to wait, and by waiting they 
will get the necessary world convertibility price adjustments and that 
it will be less harmful to do that than to change. But I think it is a 
matter of getting an international agreement bv international co
operation to restore definite gold values and then to maintain them 
by cooperation as far as we can.

Senator C ouzens. You are not so much concerned about the grains 
of gold contained in the monetary standard unit than that it be fixed ?

Pro lessor K emmerer. Yes; but I  would certainly not reduce it 
any further. I think it is hopeless for us to try to go back to the old 
gold parity. In our case I would stabilize where we are; and I think 
if England would stabilize approximately where she is so that we 
could again have the old relationship between the pound and the 
dollar it would be desirable. . .

Senator Couzens. D o you think that France should stabilize at 
the same content of her franc that she now has ?

Professor K emmerer. That is a debatable question. France suf
fered terrifically from inflation, and a great mass of the people of
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France are opposed to inflation. They are fearful of it. In fact, 
all the countries that have gone through it recently are afraid. 
It is only those that have not gone through with it recently that are 
playing with It that are not afraid. Public sentiment in France is 
very strongly against further devaluation. I f  the world goes back 
to gold and we get an effective stabilization and gold is pulled out of 
the hoards and is put back into active use and begins to move, prices 
in gold-standard countries are going to move up. The great trouble 
now is not that there is not enough of it, but that it is being hoarded.

Senator Couzens. Hoarded by governments?
Professor K emmerer. Hoarded by governments and by private 

individuals and by central banks. The leading countries of the 
world, most of which are off the gold standard, have something 
like 25 percent more gold than they had in the maximum days of the 
gold standard.

Senator G lass. What was the necessity of this Government going 
off the gold standard?

Professor K emmerer. It was not necessary at all. Most of the 
countries that are off the gold standard have more gold than when 
they were on. It is not a question of the world’s not having enough 
gold, but the fact that the whole world is hoarding gold. We have 
more than twice as much gold in terms of dollars as we had 
when we were on the gold coin standard before the depression. 
England has a great deal more than she had before she went off 
the gold standard, and the same is true of most other advanced 
countries. As soon as confidence is restored you are going to have a 
great rise of prices in gold-standard countries without any further 
devaluation. I f  the world would go back to the gold standard the 
prices in France would rise very decidedly, even if she did not 
devaluate. Every day that France waits these price adjustments 
take place. They tend to bring her back into equilibrium.

Senator Couzens. Would you say that in the state of the public 
mind as you understand it, it would be safe for the United States to 
remove its embargo on gold?

Professor K emmerer. Yes. Well, perhaps that was too hasty.
Senator Couzens. It did sound hasty.
Professor K emmerer. I would say this, Senator. I f  the President 

of the United States would make a declaration that we are going 
to have no further reduction in the gold content of the dollar under 
the provisions of the existing law, if Congress would pass an act 
definitely fixing the gold content of the dollar at 59 cents, and the 
President would declare it the policy of this Government, as it was 
declared in 1900, to use all the resources of this country to return to 
a statutory gold standard and to make that gold standard effective, 
and if at the same time we should adopt vigorous measures looking 
toward economy and a balancing of the Budget at the earliest possi
ble date, I  believe you would have such a restoration of confidence 
in this country, such a forward movement, that nothing could stop it. 
Gold is moving into this country, not out. Gold is worth more here 
than it is in almost any other country in the world, because our 
commodity prices have not risen sufficiently to take up the slack 
created by the reduction in the gold content of the dollar, and gold 
is likely to move into this country for a considerable time to come. 
I f  confidence were restored these velocities which are so low now
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would move up toward normal, and prices would move up, and the 
draining of gold from other countries to this country would tend to 
stop; and the minute you have international cooperation with a 
restoration of confidence there would be no danger about our letting 
gold go out freely. We have got by far the largest percentage of 
the world’s supply of monetary gold of any country in the world 
and we owe foreigners practically nothing. They would have no call 
on us for any substantial amount. The only thing that would make 
it go out of this country is lack of confidence and a flight from the 
dollar.

$enator Couzens. Y ou do not think they would take our present 
dollar and convert it into gold if it was free ?

Professor K emmerer. N o. sir. I f  the public keeps scared and we 
have prospects of further inflation and you get this flight from 
the dollar that wre were talking of a little while ago, everybody that 
can get gold will want to hoard it and many who can get it out of the 
country will want to get it out. But the minute you restore confi
dence, "the gold would move in the other direction.

Senator Couzens. So your answer is not exactly “ Yes ” , consid
ering the state of the public mind at the present time?

Professor K emmerer. That is correct. It is a qualified state
ment— if you will do those things; yes.

Senator Couzens. If the condition of the public mind changed, 
your answer would be “ Yes ” ?

Professor K emmerer. Yes; and you can change the public mind 
if you do the several things that I am talking about.

Senator G lass. Has the public any mind on the subject?
Professor K emmerer. I  think a good deal of this is down rather 

below the cerebrum.
 ̂Senator Couzens. I will ask this question, in view of what Senator 

Glass has said about the public mind. When you speak of a return 
of confidence, you mean confidence on the part of what section or 
what portion of the public?

Professor K emmerer. I think that as long as we remain in a cap
italistic country you are not going to get any safe, sane, and endur- 
ing forward movement until you inspire confidence on the part of 
the financial, business, and industrial leaders of the country, upon 
whose initiative alone you must depend for any forward movement. 
It is not the mass of the people ; it is the people upon whose initiative 
you must depend, and they are the ones that are scared. The masses 
are not half as much scared as the people upon whose initiative you 
must depend to get ahead.

Senator Couzens. D o you believe if public confidence were re
stored to that section of the public to which you have just referred 
that labor in its present unsettled and discontented state of mind 
would be satisfied to go along?

Professor K emmerer. I think you would have a return of pros
perity, and with returning prosperity I think labor would be a good 
deal better off than it is going to be under a continuation of the pres
ent situation, under which I think labor will become increasingly 
dissatisfied, because if we do not turn right about face very soon we 
are going to have a rapidly increasing inflation— that is, higher 
prices. We are going to have a greatly increased cost of living in the 
next few years, and as the cost of living goes up you get two things:
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You get consumers’ strikes, particularly on the part of the women
folk— and I  think we are beginning to get them now, and you are 
going to get them on a larger scale— and you get labor strikes on 
the part of labor because they see the cost of living going up more 
rapidly than their wages and they become increasingly discontented. 
So I think you are going to have more labor strikes and more con
sumers’ strikes under this inflation plan than on the other plan.

That has been the experience of Europe. I think if you will study 
the recent inflation experiences of the countries of Europe you will 
find one outstanding thing, and that is that in every country the class 
of people that has suffered the most has been the great middle class. 
The upper class came out fairly well, while the lowest class, the 
unskilled-labor class, did not suffer very much even in Germany. 
But skilled labor and other members of the great middle class were 
the ones that suffered most. I think that will happen in this country. 
I  think the class of people in this country that will suffer the most is 
the great middle class, which is the very bulwark of our institutions.

Senator Couzens. Have you given any thought and consideration 
to the ability to use labor under our capitalistic mass production 
processes ?

Professor K emmerer. Only as a general economist. My attention 
has been directed lately in the field of currency, banking, and inter
national finance. That subject of labor I have left to my labor col
leagues who have been specializing in that particular field. I could 
not qualify as an expert on that subject.

Senator G lass. Are there any other questions? We are very much 
obliged to you.

Senator T ownsend. So say we all.
Senator G lass. It has been an intellectual treat to me.
(Whereupon, at 3 p. m., the subcommittee adjourned until to

morrow, Tuesday, May 14, 1935, at 10: 30 a. m.)
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BANKING ACT OF 1935

TUESDAY, MAY 14, 1935

U nited States Sen ate ,
Subcommittee of the C ommittee on B anking  and C u rren cy ,Washington, D. C.

The subcommittee met, pursuant to adjournment on yesterday, at 
10:30 a. m., in room 301 Senate Office Building, Senator Carter Glass 
presiding.

Present: Senators Glass (chairman of the subcommittee), Bulkley, 
Townsend, and Couzens.

Senator G lass. The committee will come to order. We will first 
hear Mr. Heimann of the National Association of Credit Men. Mr. 
Heimann, will you be good enough to give to the committee reporter 
your name and occupation?

STATEMENT OF HENRY H. HEIMANN, EXECUTIVE MANAGER OF
THE NATIONAL ASSOCIATION OF CREDIT MEN, NEW YORK
CITY, N. Y.

Mr. H eim an n . Mr. Chairman, my name is Henry H . Heimann. 
M y residence is Niles, Mich. M y office is in New York City. M y  
position is that of executive manager of the National Association of 
Credit Men.

Senator G lass . Mr. Heimann, we have the proposed bank bill,
S. 1715, and we are trying to get the reaction of the banking and busi
ness public to the provisions of the bill. Recalling that in 1913 the 
National Association of Credit Men were of infinite help to those of 
us who fabricated the Federal Reserve Act, I thought it would be 
desirable to hear from your association, and would be glad if you would 
have something to say on the subject.

Mr. H eim an n . Senator Glass, I should like at the start, if I may, 
to read a general statement, following which I will make comments 
on the bill.

Senator G lass . Very well.
Mr. H eim an n . The views I am going to present reflect the opinions 

of the greater part of the membership of the National Association of 
Credit Men, of which organization I am executive manager. The 
National Association of Credit Men is a non-profit-making organiza
tion composed of some 18,000 wholesalers, jobbers, and manufacturers 
who have representation in our organization through their credit ex
ecutives. Our organization devotes its interest exclusively to whole
sale, manufacturing, and banking credit, as distinguished from retail 
or consumer credit.

The organization is 38 years old and has at all times been vitally 
interested in legislation affecting receivables and banking. Our m-
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terest does not lie in the direction of any one group. We have no 
iron in the fire. Our interest is solely a desire to secure a foundation 
of sound banking legislation upon which proper banking can be de
veloped, and, consequently, sound credit practices and principles 
assured, since banking is the basis of industrial credit. We were very 
much interested and very active in the enactment of the original 
Federal Reserve Act, and have since followed it very closely in all of 
its amendments.

To further provide you with the facts that will enable you to 
appraise the representation I bespeak, may I advise that the organiza
tion is composed of 125 affiliated local organizations in the principal 
cities of the United States. These local offices have local autonomy 
and the national office coordinates, supervises, and in some measure 
directs the local organizations.

In giving consideration to the Banking Act of 1935, our organiza
tion has in recent months made a careful study in all of its local units 
of the pending bill. Tliis has been done through a series of monthly 
meetings on the subject, by activity of our local legislative committee, 
and distribution to the general membersliip of pertinent material on 
both sides of the question. The opinions I will express reflect those of 
our organization wholly divorced from any personal or selfish interest. 
They are the result of careful consideration of both the views of those 
sponsoring and those opposing the pending bill.

I would like to add that we do not conduct what is normally known 
as a referendum, to get the views of the 18,000 of our members, in the 
sense that each individual member is asked his opinion. We have 
what is called an economic credit council in each local association. 
This council is composed of several key men in the local organization 
who are chosen for their ability to reflect the views and opinions of 
their local group. Thus we are able to get a quick and relatively 
complete survey of the thought and opinion of our membership.

A current survey through these councils indicates that in general 
about 75 percent of our membersliip is opposed to the bill, while 25 
percent is generally favorable to it. Therefore, it becomes my 
mandate to reflect general opposition to the bill.

Senator T ownsend. Might I interrupt you right there to ask if 
you are speaking of the titles in the bill, I, II, and III, or to the 
whole bill?

Mr. H eimann. I am speaking to titles I and II. There is more 
opposition to title I but not quite as severe opposition as there is 
to title II. But as to title III there is no opposition.

Senator T ownsend. All right.
Mr. H eimann. I have broken down the views of our members by 

sections of the country. In the country west of the Mississippi, in 
general, I find that the proportion of those voting is about 2 unfavor
able to 1 favorable to the bill. The country east of the Mississippi 
is more generally unfavorable to the bill and thus brings the ratio 
for our association down to 1 out of 4 favorable to the bill. In 
breaking down the tabulation by industrial groups, such as whole
saling, manufacturing, and banking firms, I find that there is no con
siderable difference of opinion among the various industries. Of 
course, there is a certain percentage of our membership consisting of 
credit executives of banking institutions and their views may be said
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to register slightly greater opposition to the pending bill than the 
average.

Let me say that we have been particularly anxious to have our 
members receive the administration’s point of view, since we wish to 
enter an appraisal of this nature with an open mind.

Senator Glass. Right there, as to the administrations’ point of 
view: This bill is frequently, more frequently than otherwise, spoken 
of as the “ administration bill.” It is Governor Eccles’ bill.

Mr. H eimann. I might more properly say then, Senator Glass, that 
we are particularly anxious to present our opposition to the point of 
view of the Governor of the Federal Reserve Board.

Senator G lass. A little more than 10 days ago the President had 
not read a word of it.

Mr. H eimann. I think I shall clear that up later, Senator Glass, if 
I may.

Senator Glass. Y ou may proceed.
Mr. H eimann. T o this end I secured summaries of the testimony 

of the Governor of the Federal Reserve Board, which in turn were 
given to our council members. For this, as well as other very generous 
cooperation by the Governor, we are very grateful.

Although we do not register serious objection to title I of the bill, 
we do wish to make certain observations as to the subject matter of 
this section. The membership of the National Association of Credit 
Men feels that Federal deposit insurance or any other type of banking 
insurance should be limited to emergency periods. We are convinced 
that the insurance of bank deposits in a critical situation such as we 
have faced, and to some extent are continuing to face, restores 
confidence and returns funds from hoarding.

The psychological as well as the practical effect counter-balances 
the dangerous precedent of seeking to accomplish through legislation 
a protection that heretofore has only been realized through sound 
management. We feel, however, that, over a long-range period of 
time, bank deposit insurance will retard rather than promote sound 
bank management. Theoretically the exercise of great care and 
prudence in the issuance of bank charters to competent people would 
vitiate the possible danger of inexperienced and incompetent manage
ment being attracted to the banking field due to universal deposit 
insurance. In practice, we fear, discriminatory judgment will 
frequently be scuttled by political or personal influence.

The average bank offers its depositors protection by way of sound 
management. That is primary. Sound management is appraised 
upon the basis of the bank’s performance. With deposit insurance, 
performance as indicated by sound management might become 
secondary in the minds of many depositors. We would, therefore, 
express the view that title I should not necessarily accept bank 
insurance as a permanent part of our national economics. As an 
emergency measure we recommend its continuation. We are wholly 
unconvinced that any experience thus far with respect to the in
surance fund has any material significance. Presumably, at least, 
when the banks were reopened and qualified for F. D . I. C., their 
capital was intact. Assuming competent audits, and we have no 
reason to doubt these audits, the banks which qualified had their 
capital structures in excellent shape, even though they may have been 
augmented by Government subscriptions. This being true, the first
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y*ear’s experience could scarcely be said to have any bearing upon the 
soundness or unsoundnfess of a Federal deposit insurance plan since 
during the first year there was scarcely any risk assumed.

We know from our own experience that if a man enters the manu
facturing business with a paid-in capital of a reasonable amount and 
a clean balance sheet, it is very unlikely that he could dissipate that 
capital to the point of insolvency during the first or second year of 
his operations unless his venture was an unusually hazardous under
taking.

Because a man who owns a new automobile does not have any tire 
trouble in the first thousand miles of driving, it would be ridiculous, 
we believe, to assume that there would be no trouble of consequence 
in the mileage to come. In other words, we feel that the risk that has 
been taken in the first year of F. D. I. C. has not been a normal rigk, 
that the real test of the soundness or unsoundness of F. D. I. C. can 
only be appraised after the experience of a normal risk.

Secondly, we feel that with Government securities forming so large 
a portion of the banks’ portfolios, F. D. I. C. bank insurance to a 
degree is self-insurance. And we know from our experience that self- 
insurance in only rare cases is real protection.

Assume that Government bonds were to depreciate and that 
liquidation of bank assets became necessary. The very drop in 
Government securities would cut two ways. First it would call upon 
the F. D. I. C. to assume heavy losses in case the decline in value of 
the Government bond portfolio of a large number of the banks were 
such as, under certain necessitous liquidation, to cause these banks to 
close. The loss in that case would be occasioned by the necessary 
payment in full to depositors who had suffered by reason of the banks 
closing. Secondly, it might start a vicious spiral in which each 
succeeding loss would have the effect of further depressing Govern
ment bond prices. This would be brought about by the Government 
finding it necessary to come to the rescue of the F. D. I. C. when its 
reserves were depleted. Such help might involve further Govern
ment issues to be distributed in a falling market.

It might well therefore be asked, To what extent are the depositors 
really covered?

We merely submit that these observations be seriously considered 
when attempting a permanent insurance program. Finally, with 
respect to title I, even though we feel the reserves may be inadequate, 
we recognize that a charge of one-eighth of 1 percent of total deposits 
upon the banks in these days of “ profitless prosperity” for banks may 
well spell the difference between an earning and a loss for the insured 
bank. Our minds are not closed to the permanent plan of deposit 
insurance, but we believe if permanent legislation is desirable, better 
conclusions will be reached after several years of experience with a 
deposit-insurance plan.

With respect to certain other provisions of title I, we offer no com
ment merely because they are problems that can best be answered by 
the industry. We do, however, register a strong conviction that all 
banks should be members of the Federal Reserve System.

It is our conviction that title II of the present banking bill proceeds 
on the theory that it is possible to meet situations such as arose from 
the World War and its consequent aftermath. To simply accept the

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



BANKING ACT OF 1 9 3 5 359
inevitable and say that nothing can be done to help soften the blows 
would, of course, be self-indictment. The point we wish to make, 
however, is that in our opinion no banking system of any kind could 
have functioned in such a manner as to have prevented the entire 
avoidance of some of the abuses found both in the very conflict itself 
and in its aftermath.

We believe that wide powers and unusual controls are really types 
of banking legislation which should be legislated in an emergency 
period or, if now passed, limited in use to such critical situations. It 
is our impression that title II of the present bill proceeds on the theory 
that we shall always have these present unusual situations with us. 
We do not believe this to be a proper basis of assumption. We believe 
it more essential that a permanent pattern of banking legislation be 
drafted that will in its major part deal with sound banking as it exists 
in what might be termed fairly normal conditions.

We are vitally interested in the promotion of sound credit practices 
and the free circulation of credit in this Nation. It may be stated 
that some of the provisions of title II would develop and make avail
able to industry and agriculture tremendous credit reserves. The
oretically, we accept this, but we doubt that sound credit would ensue. 
Credit is earned, not legislated. Credit arises out of commercial 
activities and not out of legislation. Only to the extent that we have 
a sound reservoir of credit available can legislation borrow from it. 
All other legislation tending to create credit is, in fact, creating coun
terfeit credit, which will not be redeemed. Such would be a return to 
the situation that confronted us in 1927, 1928, and 1929.

At no time, in opposing the bill, have our views been tempered in 
any way by a poor appraisal of those who might presently be charged 
with the administration of the bill. Quite the contrary. We confine 
our observations wholly to the bill because we know of the successful 
business operation of some of those who are sponsoring this legislation.

In respect to title II, we feel that central bank liistory warns of 
the dangers of legislation as proposed in this section. This conclusion 
is based upon the thought that the banking system, though it should 
closely cooperate with the Government, should not be governmentally 
controlled. Among the objectives of a central banking institution is 
the direction of credit for industry and agriculture. But when the 
central bank is too much a part of the Government, this objective 
has too often been made subservient to the Government’s fiscal 
requirements. We know that some of the disastrous inflation that 
has occurred in Europe has been due to governmental control of 
central banking institutions. The most successful central bank now 
in operation does not have such governmental control as is proposed 
in title II of the pending bill. Its stock is privately owned; its 
directors are privately selected. Though it cooperates closely, it is 
independent of the Government. •

And might I add, outside of my prepared paper, that it has earned 
that cooperation from the Government, and the Government in turn 
has earned that cooperation from the central bank.

As a Nation we are still in our young manhood with respect to 
banking experience. The traditional policies of close cooperation 
with government, irrespective of politics have evolved in England 
through the space of almost three centuries. In about half of the 
same period, this Nation has seen political influences frequently,
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though not intentionally, placed ahead of sound Government needs. 
That is not said critically, being merely an expression of historical 
observation. Such political expediencies might easily lead to dan
gerous situations with banking legislation such as is proposed in 
title II. Our views, however, are dissociated from the matter of 
personnel or administration.

Let us consider the present Federal Reserve Act. We do not main
tain that it could not be improved. But we do believe the whole 
problem is one that should be carefully studied and that legislation 
should result from recommendations arising from such a careful 
analysis and investigation. We believe the banking needs and the 
sound credit needs of the country could best be fulfilled after the 
requirements were carefully surveyed by an independent authority.

We do not contend that those who are sponsoring the present bill 
have not made such a study. Quite the contrary. We know they 
have done so, and we believe they have sincerely and conscientiously 
given it their best thought, but we believe an issue as vital to the 
prosperity of the Nation as banking should be studied from all 
points of view and should have a wider diversification of critical 
analysis.

Having no iron in the fire, and merely being interested in the pro
motion of sound banking, we submit that the best evidence of our 
sincerity is that we would recommend the study of our banking and 
credit needs by a commission which would be under obligation to 
make a report at the conclusion of a definite period of time, preferably 
not over 2 years, and within a year if possible. This would call for 
intensive work. But we suggest this limited tenure because it would 
remove tke argument that those who are suggesting a study are 
merely hoping that such action will delay and eventually defeat the 
present bill.

We believe the present situation in the banking field is relatively 
not critical, that there is no conflagration in the banking world, and 
we feel very definitely that delay would not be harmful.

In considering the criticism of the Federal Reserve System, let us 
recall the effect of Government influence on banking as we have 
experienced it in the past 20 years. Any criticism of the present act 
should be directed toward the fact that it has been rather a matter of 
administration than a matter of the particular system that might be 
subject to criticism.

In the period of 1921 and 1922, for instance, one of the reasons for 
the difficulties at that time may be linked to the pressure of the Treas
ury Department exercising the restraint on the Federal Reserve 
Board until such time as it could get its victory and liberty loans out 
of the way. Again in 1927, 1928, and 1929 there was a choice be
tween necessary liquidation policies or a continuation of those 
policies that brought on the so-called “ prosperity” of those years. 
The latter won, to our eventual great discomfort. This illustrates 
our point that it is not a matter of which party is in control. Sub
stantially any party in power is apt to adopt politically expedient 
measures when conditions become critical. Under the pending bill 
there is a possibility of the abuse of centralized powers. It does not 
necessarily follow that because centralization of power in other nations 
has led to abuses, such centralization would be abused here. But 
we ask, why subject ourselves to the possibility?
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We feel that the proposed method of conducting open-market opera

tions, as well as the entire open-market-operation policy, is fraught with 
danger. We feel that the centralization of open-market operations 
fails to insure proper restraints. We know that open-market opera
tions in the past, through certain European central banks, have led 
to enormous difficulties, notably in France and Germany. Even 
when limitations have been sought with respect to the central banks’ 
purchase of Government bonds, these limitations have been violated 
by subsequent widening until eventually a serious crisis has resulted.

The present Federal Reserve System calls for balanced representa
tion composed of industry, agriculture, banking, and the Government. 
The proposed act may or may not represent a balanced organization 
bringing in all points of view. It is felt that the composition of the 
Open Market Committee, as provided in the bill, would destroy the 
checks against unsound Government operations. While we realize 
that no such operations may be contemplated at this time, it is 
essential that legislation be more forward looking. In this respect it 
is important to know that the open-market operations are limited in 
other central banking authorities in foreign countries, particularly 
so under the recent German and French laws, because of their 
experiences in the previous decade.

We agree that there should be no division of banking functions. 
Certain central banking functions have recently been lodged in the 
Treasur}^ Department under the Gold Reserve Act of 1934. Under 
the Thomas amendment the President also has certain rights which 
he may exercise. The power of open-market operations, as it is 
proposed to concentrate them in the pending act, we believe to be 
highly dangerous. Central banking policies have an influence on 
business activity, but they by no means control it. On the other 
hand, we feel that Government credit should seek its normal level. 
Industrial and commercial credit is to a large extent restricted when 
Government deficits absorb so large a part of credit needs. The 
restriction arises out of a lack of confidence.

.We do not believe that the real-estate provisions are consonant 
with banking traditions. We believe they will lead to dangers and 
difficulties. We feel that an educational campaign to develop more 
commercial paper through wider use of trade acceptances and other 
commercial instruments might well develop a volume of self-liquidat
ing paper that would be helpful to the present banking situation and 
would help insure liquidity of commercial banks in the future.

The real-estate provisions are based upon an assumption that a 
large volume of commercial instruments and self-liquidating paper 
has definitely vanished and that it will no longer, in the future, form 
a large part of a commercial bank’s portfolios. We question that. 
\\e feel that the period of easy capitalization preceding the depres
sion can scarcely be expected to return. We feel further that, while 
at the moment many leading industries have available cash balances 
which will preclude the necessity of their getting into the co*mmercial 
market for bank accommodations, this situation will not continue 
and by no means can be said to be permanent.

We would suggest that when income and other taxation keeps 
abreast of our present budgets that this in itself will exercise some 
restraint upon new security flotations by way of junior equities insofar 
as it may restrict net earnings available for distribution.
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Furthermore, it is our opinion that the Securities Exchange Com
mission will no longer countenance the wild orgy of stock flotations 
that so characterized the insane days of 1927, 1928, and 1929. Even 
large organizations nowT possessed of these surpluses will in the course 
of time, find it advisable to effect larger distribution, since all legisla
tion seems to be tending in the direction wdiich would make such 
action judicious.

We feel, therefore, that there will again return a market for com
mercial paper and commercial loans. We believe that no more effec
tive work could be done for the promotion of sound banking than a 
development on the part of the Federal Reserve System of such in
struments as trade acceptances. If the volume of available com
mercial loans and commercial paper by commercial banks could be 
materially increased it would insure sounder banking.

We further believe the authority to be vested in the central board 
with respect to member bank reserves to be highly dangerous.

We are purposely avoiding making recommendations of certain 
amendments which might make the bill more acceptable. Our 
observations on the bill are for the purpose of bringing out such 
general principles as we hold essential to proper banking legislation 
and a further suggestion that more time be given to a study of this 
legislation.

Senator Glass. Mr. Heimann, do you know whether or at what 
time the Federal Reserve authorities ever sought to create an open- 
market commercial transaction?

Mr. H eimann. D o you mean in the past?
Senator Glass. Yes. In other words, have they not always con

fined themselves to securities rather than to commercial paper? Have 
they ever tried to build up an open market in commercial paper?

Mr. H eimann. T o the best of my knowledge there has been no 
real effort made in that respect. We tried to secure the cooperation 
of the Federal Reserve Board some 3 or 4 years ago in an endeavor 
to build up the trade acceptance, wdiich wre feel is one of the finest 
pieces of paper that could be built up for banking institutions. But 
our efforts were largely unsuccessful because v'e could not register 
enough enthusiasm in the various Federal Reserve banks and likewise 
in the member banks. The trade acceptance, however, in all European 
countries as you know has been developed to a very high ^degree.

Senator Glass. Yes; but it is a different sort of acceptance from 
that which is proposed here.

Mr. H eimann. It is somewhat different, but there is no reason 
why you could not-------

Senator Glass. Here it is a contingent liability and there it is a 
real business transaction.

Mr. H eimann. There is no reason why you could not pattern cer
tain types of commercial paper in this country along the lines of 
tested experience which has been had in other countries. I think 
commercial paper should be developed.

Senator Glass. I think there is no reason why, but it has never 
been done. Have you any questions, Senator Bulkley?

Senator Bulkley. I believe not.
Senator G lass. Senator Couzens, Mr. Heimann is from your State. 

Have you any questions to propound to him?
Senator C ouzens. I cannot think of any now.
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Senator G lass. I judge from the general tenor of your statement 

you would favor the separation of titles I and III, in a separate bill, 
and put title II in another bill.

Mr. H eimann. I would, Senator Glass, because there are not the 
objections to title I and title II that there are to title II.

Senator G lass. Senator Couzens, I might state that Mr. Heimann 
represents the National Association of Credit Men.

Senator C ouzens. Are your headquarters in Detroit .
Mr. H eimann. N o. I happen to be a citizen ol Niles, Mach., but 

our headquarters are in New York. We have offices in every city
in the United States. , , . , , ...

Senator G lass. This association asked to be heard, and recalling 
that the association was of very great help to us when we adopted 
the original Federal Reserve Act, I asked them to designate one of 
their executive officers to present to us the views of the association. 
And Mr. Heimann has stated here, or stated before you came in, 
Senator Couzens, that they sent copies of the bill to their various 
groups throughout the United States, and made an intensive study of 
it, and his testimony is the result of that study.

Senator Couzens. Has your association reached any conclusion 
or estimate as to the continuance of this cheap money which disposes 
of the old commercial paper we used to have for rediscount?

Mr. H eimann. A s to how long it will continue?
Senator C ouzens. Yes.
Mr. H eimann. No; we have not.
Senator C ouzens. Have you any conclusions as to how banks can 

make any money if they cannot get commercial paper, and cannot 
invest in real estate or other things? What can they invest in in 
order to operate profitably?

Mr. H eimann. I think, so long as you are operating as you are at 
the present time in the deposits of the Government, your Government 
is practically doing the work the banks would normally do; you are 
facing a difficult situation. That is what it amounts to. You take 
the whole line of possible bank transactions.

Senator C ouzens. Does your association come in contact with 
the paper of these credit associations, such as time sales of automobiles 
and refrigerators and other such things?

Mr. H eimann. A great many of our members handle those. But 
we as an organization do not handle them. The experience on those 
has been fairly good, I can say to you.

Senator C ouzens. And they are not rediscountable, are they, 
with the Federal Reserve System?

Mr. H eimann. I do not believe they are.
Senator C ouzens. D o you believe they should be?
Mr. H eimann. Within a limited sense; yes. The entire subject 

of installment sales is really what you are driving at?
Senator C ouzens. Yes.
Mr. H eimann. It is one which would require limitations both as to 

the article covered and likewise with respect to the transaction.
Senator G lass. Why do you think they are not rediscountable? 

They represent industrial activities.
Mr. H eimann. The most of them do not come within the 90-day 

period.
Senator Glass. Oh. That is it.
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Senator Couzens. Some of the gentlemen here from the Federal 
Reserve Board shook their heads just now and said they were not 
rediscountable, and that has been my understanding.

Senator Glass. They are not if they do not come within the ma
turity exactions of the law.

Senator C ouzens. They do not come within that. And I know 
that there has been pressure from time to time by these financial 
agencies to have them rediscounted at the Federal Reserve as a matter 
of law. You do not think they ought to be rediscountable?

Mr. H eimann. I question whether you could, or rather whether 
they should be broadly discountable. There are some types of paper 
that might be, but I do not see how you could make a practical limi
tation.

Senator G lass. Of course they are not discountable if they do not 
come within the period required. And right on that point I will say 
that I have been considerably— well, should I say amused or interested 
in the clamor for extending the maturity requirements of the Federal 
Reserve Act. It will be recalled that the limit established by the 
Bank of England was 28 days. And Senator Aldrich in framing what 
was known as the “Aldrich bill” followed the Bank of England and 
made the limit 28 days. In the preparation of the Federal Reserve 
bill, as I recall it, Senator Bulkley, we first had it 60 days and then 
moved it up to 90 days. We first had agricultural credits established 
at a maturity of 6 months and afterward moved it up to 9 months. 
So that in respect of maturities the Federal Reserve Act far exceeds 
in liberality any other rediscount agency I know anything about.

Mr. H eimann. If I might make an observation right there, Senator 
Glass, it is this: That I think the time limit is more than sufficiently 
liberal, particularly in view of the fact that the tendency has been 
toward restriction of the length of time of credit paper. That has 
been brought about, and I think perhaps has done some damage, 
through the adoption of the code, in which it was sought to put it in 
narrow terms.

Senator Couzens. Has your association ever gone on record with 
respect to the desirability of what is called now “ consumers’ credit” ?

Mr. H eimann. N o. We do not go into the consuming credit 
field. Our organization is limited entirely to the wholesale manu
facturing and banking field.

Senator C ouzens. So you have no views as to the desirability of 
that?

Mr. H eimann. A s to anything affecting individual or personal 
credit there is another organization in the country which would have 
views on it.

Senator C ouzens. And what is the name of that organization?
Mr. H eimann. The Retail Credit Association.
Senator Glass. Well, we are obliged to you.
Mr. H eimann. We have registered specific objection to the various 

provisions of the bill, but there has been so much repetition of it here 
that I have not felt it necessary to go through the bill with you on 
that matter. Practically all of the objections we would raise, para
graph by paragraph, have been raised already here.

Senator Glass (chairman of the subcommittee). Very well; we are 
very much obliged to you, Mr. Heimann.
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Mr. H eimann. And I wish to thank you gentlemen of the com

mittee.
(Thereupon Mr. Heimann left the committee table.)
Senator Glass (chairman of the subcommittee) We will now hear 

from Mr. F. M . Law, president of the First National Lank of Houston, 
Tex. Just give your name, please, to the committee reporter.

STATEMENT OF FRANCIS M. LAW, PRESIDENT OF THE FIRST 
NATIONAL BANK IN HOUSTON, TEX.

Mr. La w . M y name is Francis M . Law. I am president of the 
First National Bank in Houston, Tex. T

Senator C ouzens. Is that the bank that Mr. Jesse Jones was or is
connected with?

M r. L a w . No, sir.
Senator C ouzens. Did he ever have any connection with it.
Mr. L a w . No; not with our bank.
Senator C ouzens. What is the name of the bank he was supposed 

to have been connected with? .
M r. L a w . The National Bank of Commerce. He is still chairman

of it. .
Senator T ownsend. D o you mean chairman of the board?
Mr. L a w . Yes, sir.
Senator Glass. Mr. Law, as you have already heard me state to 

the preceding witness, we have under consideration the bill S. 1715, 
proposing a rather radical reorganization of the Federal Reserve 
banking system, and we are trying to get the views of bankers, 
business men, merchants, and industrialists generally, and would be 
very glad to hear any views you may care to express on the subject.

Mr. L a w . Perhaps it is in order for me to say that I am appearing 
upon request of the American Bankers’ Association.

Senator Glass. Are you a member of the legislative committee of 
the American Bankers’ Association?

Mr. La w . No. I am a member of what is known as the “ Banking 
Studies Committee,” and I retired from the office of president of the 
American Bankers’ Association last October.

Senator Glass. All right.
Mr. La w . The proposed changes in the set-up of and authority 

given to the open-market committee is the subject that I should like 
to discuss. As was brought out a little while ago, the importance of 
the relationship of these open-market transactions to the volume and 
cost of credit was not recognized until comparatively recently, and I 
believe that the status of the open-market committee of the Federal 
Reserve System was only legally recognized 2 years ago.

At the present time this open-market committee consists of the 12 
governors of the regional banks, and they have the power and author
ity to initiate policies for open-market operations. They are then 
referred to the Federal Reserve Board for approval or disapproval. 
And then the Federal Reserve Board rerefers them to the regional 
banks, and the regional banks, through their own boards of directors, 
have the right to accept or reject.

The proposal as it stands in the bill today constitutes a very wide 
departure. The authority of the open market committee is greatly 
enlarged, now becoming threefold:

First, there is the authority given to it which bears directly upon 
open-market transactions.
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Second, the authority is conferred which has to do with the changing 
of discount rates of the regional banks; and

Third, the authority has to do with the right to change reserve 
requirements of the member banks.

It is perhaps fair to say that it is agreed the main objective which 
the proponents of the bill have is stabilization of trade and production 
and employment and wages.

It is proposed under the new bill to change the personnel of this 
open-market committee. Whereas it formerly consisted of 12 region
al governors, representing the 12 regional banks, with of course full 
power to vote, it is now proposed to set up a committee on which the 
representatives of the regional banks will have no right to vote.

The bill as originally introduced provided for an open-market 
committee of 5 members, 3 members of the Federal Reserve Board 
and 2 governors, and those 2 governors were to have full membership 
including the right to vote. The bill as passed by the House has 
changed that.

Senator G lass. It creates the Federal Reserve Board as an open- 
market committee.

Mr. La w . Yes; the bill as it finally passed the House provides that 
the committee shall consist of the entire Federal Reserve Board, 
and in addition thereto a Federal Advisory Open-market Committee 
to consist of five governors of regional banks, with no right to vote. 
Under the proposal as passed in the House either the Federal Reserve 
Board or the advisory committee consisting of the governors, would 
have the right to initiate policies or operations. The Federal Reserve 
Board would be required to consult with the advisory committee 
before taking any final action. But as I see it, this advisory com
mittee, with no right to vote, would be not much more thaji a gesture. 
M y experience with advisory committees and councils is that they 
are not very effective. You have to have the right to vote in order 
to back up your views if you are to get anywhere.

In my opinion it is a matter of very vital importance that the repre
sentatives of the regional banks should have full membership on this 
open-market committee, including the right to vote. And I have five 
reasons for so believing:

In the first place, it seems to me that it is a pretty broad jump from 
the plan where the 12 governors had all the voting right, to a plan 
under which the governors or any other representatives of regional 
banks would have no right to vote. It seems to me that in making a 
change of this sort it might be wise to invoke a more orderly process 
of what one might call evolution.

Now, I repeat that I believe these governors or other representa
tives sitting in an advisory capacity would be more ornamental than 
otherwise.

Senator Glass. They would not be even ornamental, would they?
Mr. La w . Likely not. The second point I have in my mind is 

that the regional banks are owned by the member banks; and, further
more, that the funds which are used in these open-market operations 
are largely the reserve funds of the member banks. And it does seem 
to me in all fairness on account of, first, the fact that the regional 
banks are owned by the member banks, and secondly, that it is the 
reserve of the member banks that is being used in these open-market 
operations, that these regional banks should have direct representa
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tion on the committee and given authority in regard to these opera
tions including the right to vote.

Senator C ouzens. If that were done would your objections be 
overcome?

Mr. L a w . Not entirely, but it would go a long way.
Senator Glass. T o get right down to the root of it let me ask: 

Do you think that any authority having no pecuniary interest what
soever, and having no risk on earth, contributing no banking skill or 
knowledge of whatever description, should be allowed to spend the 
money represented by the banking reserves of the country?

Mr. La w . I do not, Senator Glass, and I do not know of any sound 
precedent for it anywhere.

Senator Glass. All right.
Mr. La w . In my opinion these regional governors, representing 

these regional reserve banks, would bring a view to the open-market 
committee that would be of considerable practical value. I mean now, 
if they were sitting on the committee, not in an advisory capacity but
in an actual capacity of full membership.

The members of the Federal Reserve Board sit and live in Washing
ton 12 months in the year. Now, these governors or whatever repre
sentatives might be selected from the regional banks, live in their 
respective localities. They therefore have a much better opportunity 
of direct contact, of knowing what the problems and conditions of 
their respective localities are, and these are changing from time to 
time.

Members of Congress stay in Washington I understand approxi
mately one-half the time, but you have the very valuable advantage 
as I see it of living the other half among your own constituents and 
thereby keeping in touch with changing needs and conditions of the 
country.

Senator C ouzens. That is quite evident from the passage of the 
Patman bonus bill.

Senator Glass. Well, Senators may speak of their own States in 
that respect but I will say that I have gotten I think 11 telegrams on 
the subject of the Patman bonus bill. But I was in the office of a 
colleague less than 10 days ago and he had a file of telegrams that 
would reach from the floor above the top of this table.

Mr. La w . Shall I proceed, Senator Glass?
Senator Glass. Yes. I just want to defend Virginia. [Laughter.]
Senator C ouzens. Well, they know you are incorrigible and there 

is no use wiring you.
Senator Glass. The Senator from Michigan is so placid and pliable 

that they bother him a good deal, I imagine. [Laughter.]
Mr. La w . Another thought that comes into my mind, and I am 

speaking now entirely in terms of arguments as to why these regional 
banks should have representation on this open-market committee: 
There is, I believe, a rather strong current of criticism running against 
what is regarded as the overcentralization of power in any small group. 
I believe that if you would give these regional representatives, rep
resentatives from these regional banks located in different parts of 
the country, membership on that committee it would do much to 
quiet the criticism and allay the fears of many men.

Now, the fifth point is this: As I understand it the Federal Reserve 
Act when it was originally drawn contemplated, or rather recognized, 
the principle of the local autonomy of these regional banks.

129688— 35— pt 2------2
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Senator Glass, you spoke a little while ago of changing the maturi
ties. I came to Washington as a member of what was known as the 
“ country bank committee” in 1913, and appeared before your com
mittee to urge that agricultural paper— that is, the maturity of agri
cultural paper— be lengthened to 6 months. And as you pointed out a 
little while ago, I believe now it is 9 months. But we believe that 
this principle of local autonomy is vital and should be maintained. 
We believe that these governors living in different parts of the country 
are familiar with the needs and conditions of their respective con
stituencies. And we believe that to give them membership on the 
committee would do much to preserve the principle of local autonomy, 
and that at the same time it would be productive of great practical 
value, as I have already outlined.

Senator G lass. Mr. Law, might I interject right there: The fact 
that we gave the regional banks local autonomy was not a haphazard 
conclusion. You will recall that we considered the Federal Reserve 
bill for 18 months, and not only was it not a haphazard conclusion 
but it was deliberately adopted in contradistinction to the proposal 
of the Aldrich scheme, which was never even considered for a moment 
in the Committee on Banking and Currency of either House of 
Congress, and which was never presented by any Representative or 
Senator in Congress as a substitute for the Federal Reserve bill. And 
the reason of that, aside from the conferences and deliberations and 
the consequent conclusions of those days, was that the Democratic 
platform on winch Mr. Wilson was elected declared in terms against 
the Aldrich scheme and against any central bank. And the Progres
sive platform written by Mr. Theodore Roosevelt himself, declared 
in specific terms against the Aldrich bill and against centralization 
of credit.

So that we felt at that time we were fully sustained by the over
whelming public sentiment of the country in giving these regional 
banks autonomy as against the scheme for central bank control. And 
I do not think the sentiment of the country has changed a particle in 
that respect.

Mr. L a w . Mr. Chairman, I have outlined some of the reasons that 
have occurred to me why these representatives of regional banks 
should be given full membership on the open-market committee. 
I have tried to be perfectly fair and to explore the other side of the 
question to see if I could find some good and valid reason on the nega
tive side, but-------

Senator C otjzens (interposing). How many members would it make 
if five were added to the voting power?

Mr. L a w . There are eight members of the Federal Reserve Board.
Senator C ouzens. So there would be 13.
Mr. L a w . Right there, Senator Couzens, the proposal of the 

American Bankers’ Association is that the Board should be reduced to 
5 members, and that the full membership of the Board should sit 
with this open-market committee, with 4 representatives added with 
full membersliip privileges, making 9. But the bill as passed in the 
House provides for 13, being 8 and 5.

Senator Glass. Well, for facility of work and permanence of con
clusions what practical difference is there between a membership of 
12 and a membersliip of 9 on the open-market committee?

Mr. La w . I do not think there is any substantial difference.
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Senator Glass. All right.
Mr. La w . N ow, Senator Glass, if there are no good reasons on the 

negative side, we submit that these regional banks by reason of their 
ownership, the member banks being the owners, by reason of the fact 
that it is the reserve of the member banks that is being used in these 
open-market transactions, it is not in order to deprive them of full 
representation on the committee that is to be gi\en such wide and 
far-reaching power and authority.

As I understand it under the bill as passed by the House, this open- 
market committee, consisting entirely of members of the federal 
Reserve Board, would formulate the policies. It is true they are 
required to hear any suggestions made by the advisory committee, 
but as I stated a little while ago, I do not attach any importance to 
that. I think it would be a mere gesture. I just do not exactly 
understand why anybody would want to fool away lus time with 
acting on an advisory committee of that sort.

But after they have gone through the motions of hearing them, 
then they form their own conclusions, and then they have the right 
to tell these regional banks exactly what they must do.

Senator C o u z e n s . Your criticism is only directed, as I understand 
it, to the open-market operations.

Mr. La w . Y ou see, the open-market operations have been greatly 
extended, and-------

Senator C o u z e n s  (interposing). But does your criticism only apply 
to that, or does it also apply to the rediscount rate?

Mr. L a w . It applies to all three matters.
Senator C o u z e n s . Your proposal is to have 9 members, 4 from the 

outside banks, to constitute a permanent board?
Mr. L a w . Yes.
Senator C o u z e n s . And they would have jurisdiction to handle 

rediscount rates, and reserves, and open-market operations?
Mr. La w . Well, now, I said a permanent board. Four governors 

would be elected annually, and there might be a turn-over in personnel 
as to them, but it would be a permanent set-up.

Senator C o u z e n s . All right.
Mr. L a w . N ow, with reference to the reserves, and it is a matter 

of tremendous importance: Under the bill as passed by the House 
this open-market committee, consisting entirely of Federal Reserve 
Board members, could make any changes they pleased in the reserves 
of member banks. But under the law as it stands today there are 
certain safeguards and limitations.

Senator G lass. There are statutory provisions.
Mr. L a w . Yes. For instance, the Board now has to declare an 

emergency. There have to be five members of the Board voting 
affirmatively in order to declare an emergency, and then they must 
get the approval of the President of the United States. All these 
safeguards are removed under the new bill and just a bare majority 
of a quorum could act.

Senator G lass. In the ordinary course of the banking business there 
is a statutory requirement as to reserves?

Mr. La w . Yes, sir.
Senator G lass. In the case of the country banks and in the reserves 

of the Federal Reserve System itself.
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Mr. La w . Yes, sir. Now, they propose to give the Federal Reserve 
Board, sitting as an open-market committee, the right to do just ex
actly as they please about that, with no limitations up or down. They 
could go up to 100 percent or down to zero for that matter.

Senator G lass. Y ou live in Houston, Tex., I believe.
Mr. L a w . Yes, sir.
Senator G lass. And are president of a bank there?
Mr. L a w . Yes, sir.
Seantor Glass. D o you imagine that a central board here in Wash

ington with correspondence contact with the banks in Dallas Federal 
Reserve district could possibly know more about conditions there, and 
the habits of business, and other things desirable to know, than the 
board selected by the Dallas district bank?

Mr. La w . I do not.
Senator Glass. Is it conceivable that that could be so?
Mr. L a w . I think it would be most unreasonable to assume that 

it could be so.
Senator Couzens. A s I understand the situation, the American 

Bankers’ Association proposal is that concentrated authority is to 
be made up in some form.

Mr. La w . Yes.
Senator C ouzens. In other words, you do not like a division of 

authority such as now exists between the 12 Federal Reserve banks 
and the Federal Reserve Board.

Mr. L a w . We thought that might be improved upon.
Senator Couzens. In other words, there must be some concen

trated authority somewhere and not have it divided among 12 Fed
eral Reserve banks.

Air. La w . Our plan would contemplate a thorough coordination 
between the Federal Reserve Board and these representatives from 
the regional banks. The Federal Reserve Board would still have the 
majority. The regional banks would, however, have minority repre
sentation on the committee.

Senator G lass. I want to put it in the record again right here, and 
if the committee desires it I will summon the Secretary of the Treasury 
to come here to repeat it, that the Secretary of the Treasury within 
the last 2 weeks has told me that there has been complete accord 
between the Treasury and the open-market committee as now con
stituted; or to use his exact words, 100 percent accord. Now, why 
do you favor disturbing a situation of that sort?

Air. La w . I did not know that that was true, but even granting 
that it is true, and if the Secretary says it is I am sure it is, that might 
not always be true.

Senator Glass. Well, suppose it is not always true. Suppose your 
bank at Dallas, intimately acquainted with banking conditions in 
that region, should come to the conclusion that it was neither able 
nor was it desirable to participate in an open-market transaction 
initiated by, we will say, the Federal Reserve Bank of New York, 
why should they be compelled to do it?

Mr. L a w . I can only answer that question by expressing my 
personal view: I do not think they should be compelled to do it. 
But that is a personal expression.

Senator Couzens. Senator Glass, why did you mention the Federal 
Reserve Bank of New York?
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Senator Glass. Weil, any other Federal Reserve bank for that

matter. , . . ,
Senator Couzens. I thought this open-market operation was sup

posed to be begun by the bankers own proposition, by 5 Federal 
Reserve Board members and 4 outside members, so that it would not 
be done by the bank in New York, would it?

Senator Glass. Oh, no. That would not be the bank m New York 
but I am talking about this bill as stripping the regional bank of all 
initiative, of all right to dispose of its own property as it may be 
directed to do by its own board of directors.

Senator C ouzens. What I am trying to get on the record is that 
there is a very great difference of opinion between you and the Ameri
can Bankers’ Association with respect to having concentrated authority 
somewhere, and not authority divided among the 12 redeial Reserve

Senator Glass. Let me see if there is. Let me ask you, Mr. Law, 
this question: As I understand the recommendation ol the legisla- 
tive committee of the American Bankers Association, it is an alter
native proposition. I do not understand, but maybe I am misin
formed, that your association initiatively is here in advocacy of any 
material change in the law right away.

Mr. La w . I think, Senator Glass-------
Senator Glass (continuing). But you are saying that if there is to 

be this proposed change, if the regional banks are to be stripped of 
any degree of their autonomy, then you want some part of it retained.

Mr. L a w . We ŵ ant to save all we can. I might say this, that the 
American Bankers’ Association of course is a very large body, consist
ing of different kinds of banks, and there is a school of thought within 
the association, a very respectable school, that believes that title II 
of the bill should be divorced from titles I and III on account of the 
controversial character of many of its provisions. And that further 
study should be given to title II, that it would perhaps be a bit hasty 
for this Congress to attempt to pass title II. I say, there is a sub
stantial number of our members who feel that way about it. But if 
the Congress in its wisdom does decide that title II is necessary in 
some form, then we wrant to do all w*e can to help the Congress, accord
ing to the best talent that we can offer, to set up a bill that will be 
workable and that will save some measure of representation to private 
banking.

Senator C ouzens. Let me ask you about this-------
Mr. L aw (interposing). Senator Couzens, is that clear? I mean 

what I have just said.
Senator C ouzens. No, not quite clear. I do not get your senti

ment yet. Obviously, in such a large organization as the American 
Bankers’ Association there is a difference of opinion.

Mr. L a w . Yes, sir.
Senator C ouzens. Have they taken any action in convention or 

otherwise with respect to this proposed legislation?
Mr. La w . N o, not in convention. We had a meeting in Augusta, 

Ga., 2 or 3 weeks ago of what we call our Executive Council, with 
representatives from every State in the Union. This council heard 
the report of our special committee, and they approved it. 
that special committee said just about what the Senator indicated a 
little while ago, that if the Congress feels it is necessary to nave tit e
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II, while many of our members-wish it were not necessary and that 
it ought to be postponed, yet if the Congress thinks it is necessary, 
then we have certain suggestions to make. And it is along the lines 
of the open-market committee that I am undertaking to make these 
suggestions to you today.

Senator C ouzens. What would your association say, or what would 
your executive council or whatever it is, say with respect to the desir
ability oi revamping the Federal Reserve Board under the plan that 
you have just mentioned. Would they be in favor of it?

Mr. L a w . D o you mean reducing the number to five?
Senator C ouzens. Yes; to have 5 Federal Reserve Board members 

and 4 outsiders.
Mr. L a w . The association itself has not had an opportunity to 

pass on that. You see, we have a convention only once a year, and 
it met in October of 1934 and this bill of course was introduced, I 
believe in February of this year.

Senator C ouzens. What does your executive council say about it, 
the one that met at Augusta, Ga.?

M r. L a w . The executive council approved the plan of having 
5 and 4.

Senator C ouzens. If a plan that is fair-------
Senator G lass (interposing). That is just as to the open-market 

committee?
Mr. L a w . Yes.
Senator G lass. And not as to the members of the Board itself?
Mr. L a w . N o ; they go further than that and they suggest that the 

Federal Reserve Board be cut down to five members.
Senator G lass. That is what I say, but the four bankers are not 

to be members of the Federal Reserve Board but simply members 
of the open-market committee.

Mr. L a w . Yes, sir.
Senator C ouzens. The four bankers outside are not to be members 

of the Federal Reserve Board?
Mr. L a w . N o, sir.
Senator C ouzens. Are they to have any voice in the establish

ment of reserves or the making of rediscount rates?
Mr. L a w . Yes, sir. The threefold powers accorded to the open- 

market committee, they would share in all of them.
Senator C ouzens. And all other work would be done by the five 

members of the Board, is that right?
Mr. L a w . I beg your pardon?
Senator C ouzens. I say, all other work would be done by the five 

members of the Board?
Mr. L a w . Oh, yes; their sphere would be limited to the open- 

market operations.
Senator G lass. I do not understand that the proposed open- 

market committee is to have control of reserves and rediscount rates. 
The Board itself has that control.

Mr. L a w . Senator Glass, it is included in the authority given to 
the open-market committee. It is a threefold power.

Senator G lass. I do not find it so.
Mr. L a w . N ow , of course, it is a difference between tweedledee 

and tweedledum if you are going to have the Board sit as an open- 
market committee and nobody else sit with them.

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



BANKING ACT OF 193  5 373
Senator G lass. I understand that full power is given to the Board 

itself. Well, of course, under this proposition as it is now the Board 
is the open-market committee.

Mr. L a w . Exactly. , . . . . .
Senator G lass . But the full power of reducing or raising or suspend

ing reserves is given to the Federal Reserve Board.
Mr. L a w . M y understanding is that under this bill as passed by 

the House the authority of the open-market committee is threefold- 
first having to do with open-market transactions as they are com
monly known; and, secondly, having to do with changing discount 
rates; and, thirdly, having to do with the changing of reserves.

Senator G lass. Well, of course, that is technically true, because 
under the House bill the Board is the open-market committee.

Mr. L a w . Yes, they do not say anything there about the open- 
market committee. They just say ‘ ‘ the Board. I see your point. 
The House bill as passed, and as I recall it, does not say m so many 
words that the Federal Reserve Board shall sit as an open-market 
committee. It just says the Federal Reserve Board shall do so and 
so and it sets up an advisory committee.

Mr. Fleming has just reminded me that while our association as a 
convention has not passed on this matter, yet that we delegate that 
authority to the executive council, and they met 2 or 3 weeks ago in 
Augusta, Ga., and did approve this program I have outlined to you. 
So it carries the full force and effect of a mandate of a convention 
itself of the association.

Senator G lass . D o you believe in delegated authority?
Mr. L a w . Yes.
Senator G lass . Well, I do not
Senator C ouzens . Well, at any rate we now know what the 

American Bankers’ Association wants.
Mr. L a w . If I may be allowed I want to say just one word here, 

and I did not intend to say this at the outset: The other day before 
leaving Houston, Tex., it got out in the papers that I was coming up 
here to Washington to appear before this committee. Now, I work 
in a bank down there that has something over 200 country bank 
correspondents, and my phone began to ring, and it was ringing almost 
constantly until I got my hat to go to the railroad station— for 
almost 24 hours. And these little country banks were concerned 
about the size of the assessment, the rate of the assessment; they 
had seen that in the House bill it had been fixed at one-eighth, and 
they had been hoping it would not be more than one-twelfth.

I have this observation to make, that I think far more important 
than the rate should be the power given to properly supervise these 
banks that are members or this insurance fund, because after all 
that is going to determine how much of a fund you are going to need, 
and what the demands on the fund are going to be. If I am correctly 
informed the House left out of its bill the authority that Mr. Crowley, 
the Chairman of the Federal Deposit Insurance Corporation, asked for. 
He wanted authority to pass on the application of banks desiring to 
come into the Insurance Fund; and he also wanted authority to put 
any bank out of the fund which persisted in improper practices after 
warning and hearing.

I believe that is of very vital importance, much more important 
than the rate of assessment. I know that country banks particularly
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have been hard hit, that it has been necessary for them, although 
their earnings have been decreased almost to the vanishing point, 
to use what little they can accumulate to set up a reserve for losses.

Senator C otjzens. And they do not want to be compelled to come 
into the Federal Reserve System either, do they?

Mr. L a w . N o, sir; they do not.
Senator G lass. Mr. Law, you were here in 1913 when we adopted 

the Federal Reserve Act. Did you ever hear it suggested in any of 
those discussions, whether publicly on the record or privately in 
conference, that the Federal Reserve System was set up to finance 
the Government of the United States?

Mr. L a w . Yes, sir.
Senator G lass. Y ou did?
Mr. L a w . Just occasionally I heard that there might be something 

of that sort, but there wasn’t any— oh! I would say that any 
comment of that sort was sporadic or desultory.

Senator G lass. T o finance the Government of the United States?
Mr. L a w . Yes. I heard that in Boston. I heard some of the 

boys talking along that line, that it might be. It was entirely due 
to a misapprehension of the purpose. You understand that there was, 
or I take it that you did know about it, much misinformation.

Senator G lass. Well, how there could be any misinformation to 
that effect is beyond human conception. At that time the indebted
ness of the United States was less than a billion dollars. Eight 
hundred and forty-seven million dollars of that amount was held by 
the national banks for circulation purposes, and a considerable por
tion of the outstanding remainder was held by individuals and 
estates. What possible need at that time was there for setting up an 
institution to finance the Federal Government?

Senator C otjzens. May they not have seen the war in sight?
Senator G lass. Well, let me add right there: If Congressmen were 

guilty of any such discernment as that they have not been guilty 
since. [Laughter.]

Mr. L a w . Senator Glass, I think perhaps I answered your question 
somewhat inaccurately. Upon reflection it may be that I ought not 
to say that I heard criticism directed at that particular thing, as to 
whether or not this Federal Reserve System was being set up to 
finance the Government or might be used for that purpose. What 
was in my mind was that I did hear discussion along this line: That 
there were dangers, incipient dangers in this proposal on account of 
the possibility that sometime or other it might become politically 
controlled.

Senator G lass . Oh, as to being politically controlled and being 
set up to finance the Government, they are two very separate and 
distinct propositions. The bill itself textually sets out what it was 
designed to do. It was to respond to the requirements of commerce, 
industry, and agriculture.

Mr. L a w . Yes.
Senator G lass. And that is all. And there was never the remotest 

dream upon the part of the proponents of the act that it would ever 
be used to finance the Federal Government. The supposition of 
Congressmen at that time was that the Federal Government would 
always be able to finance itself. And as to the open-market require
ment of the law: The purpose of that was set forth in the report to
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Congress and in my speech presenting the bill, if I may be personal 
The sole purpose of the open-market requirement was not to permit 
Federal Reserve banks to engage in speculative investment transac
tions, but was entirely separate from that. It was to enable them to 
use any surplus funds they might have on hand in order to cover over
head charges, and to enable them to do as the Bank of England has 
always done, to enforce their rediscount rate. And that was all. It 
never was intended that they should go into speculative transactions 
and buy all sorts of securities and all that sort of thing.

Mr. L a w . I think, Senator Glass, that perhaps you fail to take into 
account this fact: You were sitting there writing this bill, with certain 
fundamentals and objectives in your mind every minute. The layman 
or even bankers, with an imperfect knowledge of what was contem
plated, got a lot of misinformation about it. In other words there 
was a lot of difference I know in my attitude after I came down to 
Washington and attended the hearings and heard more about the bill. 
It changed completely, or very largely at least, my attitude in regard 
to it after I got additional information and got rid of some of the mis
information which I had acquired.

Senator C ouzens. Did you testify against the act in 1913?
Mr. L a w . N o, sir. I was on this country bank committee, coming 

here from an agricultural district, representing the agricultural in
terests there. We realized that in order for the farmers and the live
stock men to be benefited by it the length of the maturity of their 
paper would be of great importance. That is what I was interested 
in then.

Senator C ouzens. T o meet the seasonal situation?
M r. L a w . Yes, sir.
Senator G lass. Very well, Mr. Law, we are very much obliged to 

you.
Mr. L a w . And I wish to thank you.
(Thereupon Mr. Law left the committee table.)
Senator G lass (chairman of the subcommittee). Mr. Brown, of 

the First National Bank of Chicago, will now be heard. Just give 
your name and occupation to the committee reporter for the record.

STATEMENT OF EDWARD E. BROWN, PRESIDENT OF THE FIRST 
NATIONAL BANK OF CHICAGO

Mr. B r o w n . M y name is Edward E. Brown. I am president of 
the First National Bank of Chicago, and I live in Chicago.

Mr. Chairman, I should like to address my remarks to title II of 
the bill, and more particularly to sections 205, 206, and 209.

Section 205 as the committee knows deals with open-market opera
tions. Section 206 deals with a definition of what is eligible for 
rediscount and for making advances. And section 209 deals with the 
power to vary the reserve requirements of member banks.

As the committee knows and of course has heard from numerous 
witnesses, the present system of conducting open-market operations 
under the law is by 12 representatives, generally governors of the 12 
Federal Reserve banks. The bill as introduced by Mr. Eccles pro
vided that the Federal Reserve Board should select 3 of its members, 
who would, of course, inevitably represent the majority of the Board,
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and that they should sit with 2 governors or 2 representatives, elected 
by the Federal Reserve banks.

I do not think it is necessary to point out that such an arrange
ment would mean that the 3 members of the Federal Reserve Board 
elected by the majority would inevitably vote as a unit, and whatever 
group within the Board or whatever power outside the Board con
trolled the Federal Reserve Board, would control the votes of those 
3 men, and that the 2 governors or other representatives of the Federal 
Reserve banks, as the case might be, in effect would have nothing to 
say.

The bill was amended in the House of Representatives, and as the 
House bill is before you it contains a provision that open-market 
operations should be conducted by the Federal Reserve Board, and 
provide for the creation of an advisory committee of five governors of 
Federal Reserve banks.

I know something about advisory committees in general that have 
no power to vote, and it so happens from my own experience that I 
know a good deal about the work of the Federal Advisory Council 
which is supposed to advise the Federal Reserve Board. Two of my 
predecessors, presidents of the First National Bank of Chicago, were 
chairmen of the Federal Advisory Council, and another, Mr. Traylor, 
was vice chairman. And since the inception of the council the secre
tary of the board has generally been an officer or employee of the 
First National Bank of Chicago, as it has happened. And the entire 
record of the Federal Advisory Council in its relations with the 
Federal Reserve Board is that it gives advice and when its advice is not 
palatable they pay no attention to it, and they frequently suppress it, 
and, furthermore, I will say that generally speaking advisory com
mittees and councils serve as a source of irritation, and they just 
have no power and no practical utility.

The C h air m an . And sometimes they get their communications 
returned to them, do they not?

Mr. B r o w n . That has happened recently, as I think this com
mittee knows, with the statement that the communication was 
impertinent. So, obviously, under the set-up of the bill as it was 
introduced by Governor Eccles, or as it was amended in the House, 
the power to control open-market operations v/ill be entirely in the 
hands of whoever controls the majority of the Board, whether that 
control is exercised by a majority of the Board members or is exercised 
from the outside.

Now, open-market operations have become much more important 
than fixing the discount rate, and they have an enormous effect on the 
business of the country. The effect, as experience has shown, is that 
they can increase or diminish the amount of reserves of member 
banks. Not always of course, or in exceptional conditions, but 
generally they tend to make credit easier or tighter. I do not 
believe their power as affecting credit or affecting the price level goes 
beyond that.

I am very much concerned as the president of a large bank— and I 
am speaking for myself and not for the American Bankers’ Associa
tion, or anybody else— about the make-up and the ultimate control 
and the motives which may dominate a board which is charged with 
open-market operations. I am particularly afraid of a board which
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would be apt to force Government obligations on Federal Reserve 
banks which the investing public was unwilling to take.

I am not unmindful that in a real emergency, such as war, or such 
as the situation as existed at the end of the Hoover administration 
or at the beginning of the present administration when the banks 
were closed, that it may be necessary for the Treasury to go to Fed
eral Reserve banks, and to go to member banks, and get temporary 
ftSSlStO/ELCG

But it is a very different propostion to put it in the power of a 
more majority of the Federal Reserve Board, either directly or through 
an open market committee responsive to that mere majority, which 
is apt to be dominated by political considerations or be responsive to 
administration pressure, to get money to enable the Government to 
function for a period of 30 or 60 or 90 days until securities can be 
distributed to the investing public with which to carry on the Gov
ernment; and to give the power to the mere majority ot that Board 
to compel Federal Reserve banks to buy long-term securities of the 
United States at a rate which the investing public is unwilling to take 
them at. I am very fearful if this bill is adopted either as presented 
t>y Governor Eccles, or as it came to the Senate from the House, that 
such power would be given and would be apt to be used.

After all the best “ stop, look and listen” sign I know for the ad
ministration, or the Congress, or the people of the country in their 
financial and budgetary operations, is the fact that the Government 
cannot dispose of its obligations except at rising rates of interest. 
It is a check to everybody, including the people of the country, in 
that it makes them think where they are going.

I think the passage of the bill, either in the form recommended 
by Governor Eccles or as it comes from the House, would be quite 
apt, if Government issues went sour and were not taken by investors 
because they did not like the rate of interest, to mean that the 
Federal Reserve Board directly or through the open-market committee, 
which would be under the absolute domination of a chance majority 
of the Board, would force Federal Reserve banks to take Government 
obligations which they did not want to take and which the investing 
public would not bujr.

Senator C ouzens. D o you agree with what Mr. Law said about the 
set-up of the Federal Reserve Board?

Mr. B rown. I think the Federal Reserve Board should be reduced.
Senator Couzens. But do you agree with what Mr. Law said, or 

did you hear his testimony given here?
Mr. Brown. I heard his tesimony. I should say as to the Federal 

Reserve Board, if it was reduced to five members as proposed by the 
American Bankers’ Association, and the Secretary of the Treasury 
and the Comptroller of the Currency were eliminated— they being 
direct Government representatives— sitting with four elected gover
nors as an open-market committee, that there would be very little 
chance of that sort of thing happening.

I should like to say that I happen to be a member of the executive 
committee of the American Bankers’ Association, and was present 
at the meeting in Augusta, Ga., and the view of the members ot the 
American Bankers’ Association there very definitely was that unie®s 
this or some similar compromise was reached which would take ie 
power away from the Federal Reserve Board alone to contro open
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market operations, that all of title II of the bill should be opposed by 
the association.

Senator C ouzens. Would you prefer the recommendations of the 
American Bankers’ Association to the existing set-up?

Mr. B rown. N o. I would prefer the existing set-up, I will say 
frankly. But if the pressure of the administration is very strong, and 
if the pressure in Congress is strong on the point that open-market 
operations are so important, that the public interest must be repre
sented by people other than those responsible to the directors of the 
Federal Reserve banks elected as to two-thirds by member banks, and 
that the Government should have more voice in open-market opera
tions, then I would be willing as a compromise, because I do not 
believe it involves any great danger, to have a joint open-market 
committee on which not delegated members of the Federal Reserve 
Board, but all the members of the Federal Reserve Board as reduced, 
and governors would act together.

Senator C ouzens. So you would not be particularly disturbed if 
this bill were passed with the set-up as proposed by Mr. Law and the 
American Bankers’ Association?

Mr. B rown. N o.
Senator Glass. H ow do you reconcile that with your statement 

made at the beginning that members of the Federal Reserve Board on 
the open-market committee would act as a unit. If they have a 
majority they would do as they pleased, would they not?

Mr. Brown. Well, what I was saying-------
Senator Glass (interposing). But I mean as the American Bankers’ 

Association proposes. It proposes minority representation for the 
Federal Reserve banks which own the money that is to be invested or 
speculated in or whatever you may please.

Mr. B rown. Yes, but-------
Senator G lass (continuing). And the majority of the open-market 

committee is to be composed of people who do not own a dollar in the 
banks, who have no pecuniary interest whatsoever in them. You 
started your testimony, as I remember to have heard it, by saying 
that this majority would always act as a unit, and they will.

Mr. B rown . Senator Glass, what I said was that in Governor 
Eccles’ proposal the majority of the Board would select 3 members 
to represent the Board, and that those 3 would inevitably act as a 
unit and represent the opinion of the majority of the Board.

Senator Glass. Exactly.
Mr. B rown. If the Board, however, were reduced to 5 members and 

they were appointed for 12-year terms, except as to 1 who would be 
selected by the then existing administration, the governor say, and 
not removable, and those 5 sat with 4 governors, and each 1 of the 9 
had an equal vote, I do not believe the 5 members of the Federal 
Reserve Board would vote as a unit; and if the 4 governors could 
persuade 1 of the 5 to vote with them, they would have a majority.

Senator Glass. Well, you are more credulous than I am; that is all 
I can say about that.

Mr. B rown. It may be so. I have seen a good deal of the Federal 
Reserve Board and generally it has been split, and I think it is apt to 
continue to be split.

Senator Glass. Yes. They split before this bill was proposed; and 
for that matter it remains to be seen if they are not very materially
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split on this bill, because not a member of it saw this bill until it was 
sent up here and was printed.

Mr. B r o w n . I do not think it necessary to call to the attention 
of this committee that if any open-market committee forces long
term bonds which the investing public are unwilling to buy, on the 
Federal Reserve banks, or short-term bonds for that matter which 
the public won’t buy, that you can have and will have inflation, which 
because it is hidden largely at the beginning is apt to get so far under 
way that it will be impossible to stop it without enormous damage 
to the people of the country.

Senator Glass. Well, it has been testified here that 60 percent of 
the public indebtedness is owned by the banks now. How much 
more would you like to see owned by the banks?

Mr. B rown. I should like to see much less than that percentage 
owned by the banks. There is also a danger I think which exists 
and which makes it important that somebody elected by the people 
whose reserves are in Federal Reserve banks, through their repre
sentatives, the boards of directors and governors of the regional 
Federal Reserve banks— that is, to see to it that the open-market 
operations shall not be undertaken in order to try out some entirely 
untried and unproved economic theory.

I mention that fact because the present Governor of the Federal 
Reserve board has employed an economic advisor, who has recently 
published a book the thesis of which is that the price level can be 
controlled through Federal Reserve open-market operations. I do 
not believe in the theory. I do not believe the majority of the econ
omists of the country accept that theory. And I think if the theory 
is tried out they will be unable to materially affect the price level—  
but God knows how much damage they may do to the business of 
the country and to the member banks in trying. I think it highly 
important to avoid open-market operations under the sole control 
of a Federal Reserve board, or a majority of a Federal Reserve board, 
when the majority is certainly going to be responsive to whatever 
administration happens to be in power.

Senator C ouzens. Mr. Brown, you have had long expereince and 
you must recognize that control has to be located somewhere for 
almost any activity, I take it.

Mr. B rown. Yes.
Senator C ouzens. Therefore it would seem desirable to reorganize 

the Federal Reserve Board because the control is now divided between 
12 Federal Reserve banks in the matter of open-market operations, 
and under this bill, or some modification of it, the control will be 
centralized, will it not?

Mr. B rown. Yes.
Senator Glass. D o you believe in control being centralized rather 

than regional?
Mr. B rown. I do. On that point I differ from Mr. Law. I think 

when open-market operations by their very nature affect-------
Senator Glass (interposing). I am not talking about open-market 

operations alone. There is the question of the rediscount rate. Do 
you think that should be uniform throughout the United States?

Mr. B rown. I do not.
Senator G lass. Well, you do not think the control should be cen

tralized, then. If control is centralized they could make the redis
count rate uniform throughout the United States.
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Mr. B rown. I thought I said to Senator Couzens, Senator Glass, 
that I believed control of open-market operations should be centralized. 
And I would say that I think that control should be centralized be
cause it is-------

Senator Glass (interposing). Well, it is centralized now in a 
statutory committee of 12 governors, is it not?

Mr. B rown. Yes.
Senator Couzens. But nobody has to act upon the order of the 

centralized control. Each of the 12 Federal Reserve banks can do 
just as it pleases.

Senator G lass. Well, why shouldn’t you do as you please with 
your own money? You would not want anybody to spend your 
money for you.

Senator C ouzens. It is not their money.
Senator Glass. Why isn’t it?
Senator C ouzens. Ask depositors who have money tied up in 

banks now whether it is their money or the banks’ money.
Senator G lass. The reserves belong to the banks, and that is the 

money this committee will use.
Senator C ouzens. And that money comes from depositors.
Senator G lass. It comes from transactions had with banks.
Senator C ouzens. And it all originates with depositors’ money.
Senator G lass. Of course, the banks lend depositors’ money. That 

is what the banks are for.
Senator C ouzens. And that is the reason we are attempting to 

keep some control over them, so they cannot lend without some 
governmental supervision.

Senator G lass. Y ou have ample governmental supervision now. 
What I am talking about is governmental confiscation. But, never 
mind; we will argue that out among ourselves. Pardon me, Mr. 
Brown, as I do not like to exhibit my arbitrary views in contrast with 
the placid and deliberate views of my colleague here, of whom I am 
very fond.

Mr. B rown. Gentlemen of the committee, I think that such a com
promise as is proposed by the American Bankers Association, with 
Federal Reserve Board of 5 members, with an open-market committee 
composed of members of the Federal Reserve Board, with only 1 
member that changes with the administration; if there were 4 gover
nors against 5 members of the Federal Reserve Board controlling 
open-market operations, it would greatly minimize the danger of 
such open-market committee loading the Federal Reserve banks with 
Government obligations in the way I have mentioned. I think it 
would afford great insurance against trying out unproven economic 
theories with the hope of affecting the price level.

Senator G lass. I might agree with you there, but if the undeniable 
fact exists of an open-market committee composed of 12 Federal 
Reserve bank governors have already loaded the Federal Reserve 
banks up with 2y2 billion dollars of Treasury securities, and isn’t that 
a fact?

Mr. B rown. Yes. There has been a situation in this country 
where the administration, the President if you will, and his Cabinet 
officers, have had an extraordinary and unusual influence over every
body, including the Congress, up to date, and over Federal Reserve 
banks as well.
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Senator Glass. Well, do not apply that to just one President. 

That was the case in Mr. Hoover’s administration. It began there 
and it has been intensified since the 4th of March 1933. I am quite 
willing to suspect that some influence is exercised on the Congress by
the administration. [Laughter.] , . , .

Mr B rown If Congress should decide that it is desirable to keep 
the Secretary of the Treasury or the Comptroller of the Currency, 
who are necessarily administration officials, responsible to the admin
istration, on the Federal Reserve Board, then 1 think the open- 
market committee should consist of unofficial members. Phat is, 
members other than the Secretary of the Treasury and the Comp
troller of the Currency, sitting with a number of governors of the 
Federal Reserve banks, having either equal votes or only one less 
vote. I think it important that there be not less than four or five 
governors on such committee because the interests of the different 
sections of the country are of different types. New York, for instance, 
has interests which are predominantly financial and concerned with 
export trade. The industrial Middle W est, represented by the 
Cleveland and Chicago Federal Reserve banks, has interests which are 
very different from those of the South or from those of the agricultural 
sections, such as center in Minneapolis or Kansas City. And I do not 
think you could get adequate representation on an open-market 
committee of governors unless you have at least 4 or 5; and I do not 
believe that a committee of 13, or even 15, is unworkable.

On the subject of section 209, which in the House bill gives power 
to the Federal Reserve Board to increase reserve requirements or 
lower reserve requirements of member banks without declaring an 
emergency, I think that is just about as dangerous to the stability 
of the business of the country and the country as a whole as the section 
dealing with open-market operations.

The present reserve requirements of Federal Reserve banks are low 
enough. If anything, in my own opinion they are too low. The 
power to suspend them is by the present law given to five members of 
the Board, with the approval of the President on declaring an emer
gency. It seems to me that that is sufficient authority, and that if 
an emergency existed it would be because of a currency panic, and 
everybody would know of the emergency and the President and 
the Board would not hesitate to go ahead and lower the reserve 
requirements.

If the Board, without declaring an emergency, and in order to 
combat inflation, wants to raise the‘reserve requirements upward, 
then certainly a ceiling, or up limit, as to the amount to which the 
reserves could be raised, should be written into the bill. If it is not 
written into the bill, it would give the power to a majority of the 
Federal Reserve Board by requiring very high reserves to abolish 
private banking in this country. I will say that while there is a large 
body of radical opinion which favors such abolition, and favors social
ization of credit and nationalization of banking, the Congress does 
not, or a majority of the Congress does not, and a law should not be 
written which would give the power to any board by fixing arbitrary 
reserve requirements to force private banks out of business without 
legislative sanction, and without the opportunity to debate or discuss 
the matter.
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Furthermore, I frankly am afraid that if that power should exist 
and that emergency should arise and the Federal Reserve Board 
wanted to put pressure on member banks to buy Government bonds 
which they did not think they should buy, or wanted them to do 
something else they did not want to do, that by threatening to raise 
the reserve requirements to a point where private banking would 
become almost impossible, great pressure could or might be put on 
the member banks. And for the life of me I cannot see any objection 
to putting an upper or ceiling limit on the reserve requirements 
which could be required of member banks.

Before the passage of the Federal Reserve Act banks in the central 
reserve cities at least demonstrated that they could operate on a 
reserve of 25 percent, and I would suggest a ceiling limit of 25 percent 
of all deposits, if the reserve requirements are going to be changed and 
you are going to give the right to the Board to make them flexible 
other than in an emergency. Personally I prefer to see the section 
left untouched, with merely an emergency clause for the Government 
to act on.

Senator Glass. Would you for the present desire to see the Federal 
Reserve Act left untouched until the matter could be given mature 
consideration?

Mr. B rown. Personally, I would be, Mr. Chairman.
Senator Glass. D o you think that is the consensus of opinion of the 

members of the American Bankers’ Association?
Mr. B rown. I should say that nine-tenths of the bankers present 

at the executive council meeting in Augusta, and I am speaking now 
not as an officer of the association but of my own private impressions, 
would be greatly in favor of having no action taken on title II of the 
bill at the present time. But if the administration is going to insist 
on title II of the bill, then the instructions to the legislative council 
were to fight it, unless certain modifications were put into the bill as 
finally written.

On the question of eligibility or what can be rediscounted and the 
proviso that advances can be made against any sound assets, I dis
agree with Mr. Heimann, and I think some amendment should be made 
to the act, although I do not think it is an emergency matter, by way 
of broadening what is rediscountable paper.

Business conditions have altered very materially since the passage 
of the Federal Reserve Act. The supply of ordinary commercial 
paper has become much shorter. I think it would be much more pre
ferable to amend the act by making specific definitions of what is 
eligible for rediscount.

Senator Glass. Well, as a matter of fact, isn’t that matter almost 
entirely within the control of the Federal Reserve Board now, except 
that it shall relate eligible paper to commerce, industry, and agricul
tural interests of the country? What other interests would you add?

Mr. B rown. I would not put in other interests, but I myself would 
make finance-company paper, with certain restrictions, eligible. 
And when I say “ finance-company paper” I mean the paper of 
finance companies like General Motors Acceptance Corporation, and 
paper of the Commercial Investment Trust. I would make tax 
notes and tax anticipation warrants eligible. I would make serial 
municipal bonds of short maturity eligible. I would make obligations
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payable on demand secured by grain or other commodities eligible.
1 would make cold-storage warehouse paper eligible. This paper 
because of the fact that storage warehouses advance money to dealers 
in food products is not now eligible under the terms of the act. But 
certainly if the present draft allowing a Federal Reservu bank to make 
advances on any sound asset is adopted, and I think it is necessary to 
broaden the rediscount base, there should be written in a provision 
that advances on sound assets, whatever that means, should bear a 
differential in interest charge which would discourage their being held 
on the theory that they could be discounted. Possibly advances on 
sound assets, other than Government bonds, should be at a rate of
2 percent or 3 percent even, above the rediscount rate for redis- 
countable’ paper as defined in the act. This would not tend to en
courage banks to invest their money in unliquid assets because 
liquidity and soundness in banking go together.

Senator B u lk ley . Are there available statistics to show how much 
paper as you have suggested, would be eligible which is now held by
banks? ,  . . .

Mr. B r o w n . I do not know of any statistics covering the whole
banking field, but I do know in the case of our own bank that the 
amount of eligible paper which we hold, which is small not because 
we do not try to get it but just because it is not there, would be more 
than doubled by such a definition.

Senator B u lk ley . Do you think the adoption of your suggestion 
would practically double the amount of eligible paper?

Mr. B ro w n . Based on my own experience; I think it would be 
doubled.

Senator Glass. I am just wondering right there: Isn’t that largely 
provided for in the existing act? I have not had occason to examine 
the rules and regulations on eligibility adopted by the Federal Reserve 
Board, but I very distinctly recall the provisions of the act, and any 
paper of the statutory maturity which relates itself to commerce, 
industry, and agriculture may be comprehended in the definition of 
the rules and regulations of the Federal Reserve Board. The only 
prohibition in that regard is a prohibition against including in its 
definition speculative investment securities and loans for the purchas
ing or carrying of speculative stocks. That is the only prohibition.

Mr. B rown. Well, the Federal Reserve Board has interpreted the 
act to prohibit the eligibility of paper which is issued by a concern 
that finances others. Whereas, an automobile manufacturer may 
borrow money, yet if that automobile manufacturer sells his accounts 
receivable to a finance company the Federal Reserve Board has felt 
that they have no right to make such paper eligible. They have held 
that they have no right to make cold-storage-warehouse paper eligible 
where the cold-storage company instead of owning the stored products 
directly, holds notes of local produce men secured by the pledge of 
foodstuffs.

Senator G lass. Is not that a regulation of the Board rather than 
a requirement of the statute?

Mr. B rown. They say it is their interpretation of the law, and that 
even if they wanted to they could not make that class of paper 
eligible.
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Senator Glass. Well, I imagine they know more about it than I do. 
[Laughter.l Well, sir, we are greatly indebted to you. I have been 
very much interested in your testimony.

Mr. B rown. I thank you.
Senator Glass. The subcommittee will now suspend. Tomorrow 

we will hear Mr. Aldrich of the Chase National Bank of New York 
City, I believe, and will meet at 10:30.

(Whereupon, at 12:35 p. m., Tuesday, May 14, 1935, the committee 
recessed until 10:30 o’clock the following morning.)
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BANKING ACT OF 1935

WEDNESDAY, M AY 15, 1935

U nited States Sen ate , 
Subcommittee of the C ommittee on

B anking  and C urrrency ,Washington, D. C.
The subcommittee met, pursuant to adjournment on yesterday, 

at 10:30 a. m., in room 301, Senate Office Building, Senator Carter 
Glass presiding.

Present: Senators Glass (chairman of the subcommittee), Bulkley, 
McAdoo, Byrnes, Townsend, and Couzens.

Senator G lass. The committee will come to order. Mr. Aldrich 
is the chairman of the Chase National Bank of the City of New York 
and is to be heard this morning. Mr. Aldrich, simply give your name 
and occupation to the committee reporter for the benefit of the record.

STATEMENT OF WINTHROP W. ALDRICH, CHAIRMAN THE CHASE 
NATIONAL BANK OF THE CITY OF NEW YORK

Senator G lass. Mr. Aldrich, the subcommittee has before it 
S. 1715, being the proposed amendments to the existing banking law, 
and we shall be very glad to have you comment on the proposals.

Mr. A l d r ic h . Mr. Chairman, I  was a member of a special com
mittee of the American Bankers Association which made a study of 
the bills now pending before your committee and as passed by the 
House of Representatives, and thereafter made a report to the Ameri
can Bankers Association, which was unanimously adopted by the 
executive council of the association at its meeting in Augusta, Ga., 
a few weeks ago.

The suggestions for changes in the bills I will make to you today 
include the recommendations made in that report. But I will make 
certain additional recommendations and certain modifications of the 
recommendations made in that report, which are the result of further 
study of the Senate bill and of the bill as passed by the House of 
Representatives.

These latter recommendations represent my own personal views.
I am also a member of the Business Advisor Council for the Depart

ment of Commerce, and was chairman of a committee appointed by 
that body to make a study of these bills. The report of that commit
tee was unanimously adopted by the Business Advisory Council for 
the Department of Commerce, and I understand was delivered to 
the President last week. That report, however, is not ready for 
publication, and I do not here of course speak in any manner for the 
Business Advisory Council for the Department of Commerce.
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Senator G lass. Mr. Aldrich, right there let me ask you: Have you 
a copy of that report?

Mr. A ldrich. I have not one with me; no, sir.
Senator G lass. Why is it not available for publication?
Mr. A ldrich. I will say that I have here a letter from the assistant 

to the chairman of the Business Advisory Council, which I have not 
yet had the time to read myself. I just received it this morning, 
but-------

Senator Glass. Does it touch upon this banking bill at all?
Mr. A ldrich. Perhpas I might read it, although as I have said I 

have not read it myself as yet-------
Senator C ouzens (interposing). Perhaps there may be some secrets 

in it and you better not read it.
Mr. A ldrich. It outlines the procedure that was agreed upon 

between Mr. Kendall, the chairman of the Business Advisory Council 
for the Department of Commerce, and the President at a meeting 
which they had a week ago today. The letter says:

At Mr. Kendall’s meeting with the President last Wednesday, the latter sug
gested that the chairman of each committee of the Council having pending 
reports, discuss his report fully in company with either Mr. Kendall or jmyself 
with those members of the administration designated by the President—
and I might explain that this particular letter is signed by Mr. Wet- 
more Hodges, the assistant to the chairman of the Business Advisory 
Council for the Department of Commerce. I continue reading—
that as nearly after the conclusion of that meeting as his engagements permitted, 
the President would meet with the group for a short discussion of the report; and 
that at the conclusion of these two meetings, the Council would be at liberty to 
make such further disposition of the reports as it wished.

Senator G lass. All right. You may proceed.
Mr. A ldrich. I submitted that report yesterday to Mr. Eccles, but 

I have not yet discussed it with the President.
Senator G lass. Well, if the report is available to Mr. Eccles, why 

is it not available to this subcommittee, which has under consideration 
the Eccles banking bill?

Mr. A ldrich. That is not for me to say, Senator Glass.
Senator Glass. All right.
Mr. A ldrich. N ow, if I might do so, I should like to read a state

ment of my views on the bill.
Senator Glass. All right.
Mr. A ldrich. I regard this bill as one of the most important meas

ures now before Congress. It is more than a banking bill: it is a 
credit and currency bill. As such it deserves the most careful con
sideration not only of bankers but of business men generally. It has 
even a wider scope, for it touches at vital points every person in the 
United States. This is true whether the individual works for hire, 
owns or rents property, has an income, buys, sells, produces, or con
sumes.

For these reasons I shall not speak simply as a banker, though a 
thorough understanding of the bill requires a certain amount of bank
ing knowledge, and more than that, a knowledge of the very specialized 
department of banking which has to do with the business of a bank 
of issue. I shall discuss the practical as well as the theoretical aspects 
of the bill and attempt to explain how I think its provisions will work 
under conditions as they now exist or may exist in the future.
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I shall not take up the time of the committee at this point with a 
discussion of title I, which is designed to perfect the system of Fed
eral deposit insurance, or title III, winch makes technical amend
ments in existing banking laws. To do so would require speaking of 
matters which are of primary interest to banks, whereas title II is 
the concern of the whole country. If at the close of my testimony 
the committee will permit me to do so, I should like to make some 
observations with respect to title I, which relate especially to certain 
provisions of that title as it was adopted by the House of Representa
tives. And I should like also to make some remarks about a pro
vision of title III which has been changed by the House of Rep
resentatives.

Senator G lass. Unhappily we have not had the House bill before 
us at all. In my view it should have been referred to this subcom
mittee as soon as it came over to the Senate, but it has not been, 
and therefore we have only had the Senate bill for discussion.

Mr. Aldrich. There is one very important change made in the 
House bill, in title III, that appertains to a matter about which I 
have already testified before this committee in the past, and I should 
like to make reference to that, if I may.

Senator G lass. Y ou can say anything you please.
Senator Couzens. Mr. Chairman, do you know where the House 

bill is?
Senator G lass. The clerk of the committee here may tell you 

where it is.
The A cting Clerk of the C ommittee (Mr. Sparkman). I am 

informed by the chairman that the full committee has not as yet 
referred the House bill to anyone.

Senator G lass. It is in the hands of the chairman of the full com
mittee. It should automatically come to this subcommittee, it 
would seem to me. That is what we are here for, to consider that 
bill in connection with the Senate bill. But you may proceed, Mr. 
Aldrich.

Mr. A ldrich. In the meantime I shall proceed, if the committee 
pleases, to discuss title II, which greatly changes the theory and prac
tice of Federal Reserve administration, and therefore has a broad bear
ing on the economic life of the United States.

RESERVE SYSTEM FUNDAMENTALLY CHANGED

According to the newspaper reports of his testimony before this com
mittee, the Governor of the Federal Reserve Board has testified that the 
changes to the Federal Reserve Act proposed in this bill are urgently 
needed at the present time. I shall endeavor to show that this testi
mony is not justified by the facts. Governor Eccles has further testi
fied that the proposals made do not alter the fundamental character of 
the Federal Reserve System or the original nature of the organization. 
It will be remembered that the National Reserve Association, as origi- 
ally proposed by the Monetary Commission, consisted of a privately 
owned central bank of issue with branches, but that under the leader
ship of President Wilson and Senator Glass this central bank was con
verted into the Federal Reserve System of 12 regional Federal Reserve 
banks with a high degree of individual autonomy, the Federal Reserve 
Board being set up in order to coordinate their activities. I will
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endeavor to show that the fundamental character of the Federal 
Reserve System so created is completely altered by the proposals 
made in this bill.

Governor Eccles has further testified that there is nothing in this 
bill which would increase the powers of a political administration over 
the Federal Reserve Board, and at the same time undertook to defend 
Government control over the management and operation of the 
Federal Reserve System by referring to foreign central banks.

He is reported to have said:
There is in the world today no central banking institution, whatever the facts 

as to stock ownership or the legal provisions of its charter, which is not subject to 
control by government.

If Mr. Eccles intended to say that in the modern state the Govern
ment can alter by constitutional means the charters of central banks, 
just as it can perform other acts within its constitutional limitations, 
lie is merely reciting a truism. If he meant to imply that the central 
banks and the governing authorities should take counsel with each 
other so as to avoid conflicts of policy, or even that the Government 
is represented, as in the existing organization of the Federal Reserve 
System, in the administration of many foreign central banks, he also 
is right. But if he meant to inform the committee that political 
authorities abroad have the same powers of dictation over their 
central banks that this bill would provide with respect to the Federal 
Reserve System, he is wide of the facts.

LIMITED GOVERNMENT CONTROL OF FOREIGN CENTRAL BANKS
The evidence to the contrary is overwhelming. I find, for instance, 

on page 17 of the authoritative work on Central Banks, by Sir 
Cecil H. Kisch and W. A. Elkin, the following paragraphs:

* * * Since the war the tide has set strongly against State interference
with the functions of a central bank. The Brussels Conference resolution of 
1920 in favor of the creation of independent central banks crystallized the general 
feeling. Resolution III proposed by the Commission on Currency and Exchange 
and adopted by the Brussels conference, 1920, says, “ Banks and especially a bank 
of issue should be freed from political pressure and should be conducted solely 
on the lines of prudent finance.u

The independence of the bank of issue wras a cardinal feature of the League of 
Nations reconstruction scheme for Austria and Hungary, and the League’s finan
cial committee have remained strong advocates of independent central banks, as 
is apparent from the statutes for the banks of Estonia and Greece, drafted in 
1927. Further, in countries where the pre-war legal provisions remain, the actual 
tendency has been strongly against active political control. The operation of a 
similar principle is to be discovered in the constitutions prescribed for the central 
banks recently established in certain South American republics. Central banks 
have more and more come to be looked upon as analogous to large public trusts 
and less and less as departments of state.

I shall speak later of the elaborate safeguards set up in the German 
Reichsbank and the Bank of France against the use of central bank 
credit for financing the German and French treasuries. In each case 
the safeguards were the product of grievous experience. In the case 
of the German Reichsbank the law goes to great lengths to prevent 
political control. The first words in the Reichsbank law are the 
following: “ The Reichsbank is a bank independent of government 
control.” It is 100 percent privately owned, and up to the present 
regime its officers were freely elected by the Geneial Council, subject
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only to confirmation by the President. In Italy, where the central 
bank is also privately owned, the governor and senior officers are 
appointed by the directors subject to approval by the Government, 
and the directors in turn are elected by the shareholders. The direc
tors of the Bank of England, which is privately owned, are elected by 
the shareholders, and the governor and deputy governor are nomi
nated from their own number by the directors and elected by the 
shareholders. The directors fix the rate of discount, though the 
governor can do so on his own authority if an emergency intervenes 
between meetings of the directors. The Netherlands Bank is private
ly owned and the directors are elected by the shareholders, who also 
propose the name of the governor for appointment by the Queen. 
The Swedish Riksbank, which is an exception to the general rule, is 
government-owned, and six members of its board of directors are 
elected by Parliament and one is appointed by the King. In the 
new Bank of Canada which opened for business early this year, and 
which is privately owned, the board of directors is elected by the share
holders, and the directors appoint the governor and principal officers 
for terms of 7 years, subject to the approval of the Government. 
Short-dated loans may be made to the governments of the Dominion 
and the Provinces, but in strictly limited amounts and must be repaid 
by the first quarter of the following year.

THE BILL POTENTIALLY DESPOTIC

These are instances which I have selected more or less at random. 
It is, of course, impossible to deduce from them a uniform rule uni
versally followed, as Mr. Eccles implied. There is much variation 
in the procedure of selecting the central banking authorities, in their 
functions and in the restraints which the law places on the exercise 
of those functions. But I find nowhere among the central banking 
organizations abroad so complete political control as the present bill 
provides for. The members of the Federal Reserve Board are already 
100 percent appointed by the President acting solely on his own initia
tive, subject, of course, to the advice and consent of the Senate. It is 
to this group, three of whom are directly representative of the political 
administration, that the bill would grant powers more extensive than 
are granted to any foreign central bank that I know of— first, the power 
to force on the Federal Reserve System an indefinite amount of Gov
ernment obligations of any and all maturities whether purchased 
directly from the Treasury or not; second, the power to fix rates of dis
count and interest charged by the Reserve banks; third, the power 
to fix at will what deposits the member banks shall keep with the Re
serve banks; fourth, the power to lower the standards fixed in the law 
describing the quality of paper the Federal Reserve banks may buy or 
lend upon; fifth, the power to dilute the currency; and sixth, the power 
to force the Reserve banks to engage in whatever open-market opera
tions it may decree. This is not liberalizing the Federal Reserve 
System. It is making it over into an instrument of despotic 
authority.

In my discussion I shall base most of what I have to say on the 
Senate bill as it stands, but where the bill recently passed by the 
House of Representatives deviates from it in important particulars, I 
shall refer to that bill also.
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Section 201 (a) of the Senate bill provides that the governors of 
the Federal Reserve banks shall be annually appointed and that after 
each appointment they shall be approved by the Federal Reserve 
Board as a condition to their taking or retaining office. The governor 
becomes chairman of the board of directors, and the joint office of 
Federal Reserve agent and chairman is eliminated. The House bill 
varies this program somewhat. The governor’s first appointment is 
made subject to the approval of the Reserve Board. He serves out 
the unexpired term of the chairman whom he succeeds, and then must 
be appointed and approved again. Thereafter he has to be appointed 
and approved every 3 years. The effect of the House bill for the 
immediate future is to make the governor’s name come up for approval 
twice in a little more than 2 years.

existing plan provides balanced control

The change which either bill proposes in the administrative plan 
of the Federal Reserve System goes much deeper than appears on the 
surface. It raises the whole question of how far local self-government 
in the system is to be preserved. One of the outstanding character
istics of the Federal Reserve plan as it has operated since the estab
lishment of the system 20 years ago has been the balance carefully 
maintained among all the parties at interest. The System has been 
operated under the joint control of business (including agriculture 
and industry), the member banks and the Federal Government. 
These three parties at interest have been equally represented on the 
boards of directors of the regional banks, having three directors each. 
Throughout the life of the Reserve banks the men sitting on their 
boards of directors have consistently represented the highest standards 
of their respective districts. They have elected the governors and 
the other officers and have been responsible for the administration 
of the Reserve banks. The operations and personnel of the Reserve 
banks have been notably free from political influence or group domi
nation, and the quality o/ their operation has compared favorably 
with the best business practice.

In addition to its representation on the boards of the Federal Re
serve banks, the Federal Government already has complete control 
over the personnel of the Federal Reserve Board in Washington, 
designed primarily as the coordinating agency for the system and 
the general supervisory authority.

The effect of this arrangement has been to preserve local self- 
government and at the same time provide for the exercise of Federal 
authority both to the central coordinating agency and in the Reserve 
banks themselves.

PRESIDENT WILSON AN ADVOCATE OF THE BALANCED PLAN

President Wilson recognized that a correct balance between local 
self-government and central authority was one of the outstanding 
features of the Federal Reserve System. The Governor of the 
Federal Reserve Board, testifying before this committee the other 
day, was quoted as putting Mr. Wilson’s views in a somewhat different
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light. Mr. Eccles read the following sentence from President Wilson’s 
message to Congress on June 23, 1913:

And the control of the system of banking and of issue which our new laws are 
to set up must be public, not private; must be vested in the Government itself, 
so that the banks may be the instruments, not the masters, of business and of 
individual enterprise and initiative.

It seems to me, after reading that message that Mr. Eccles was a 
little too selective. I find at least two other parts of it that bear on 
the point. The first is this:

It is absolutely imperative that we should give the business men of this country 
a banking and currency system by means of which they can make use of the 
freedom of enterprise and of individual initiative which we are about to bestow 
upon them.

There is no reference here to a centralized authority which would 
be charged with a mandate to regulate economic life as a whole. 
Emphasis is placed upon freedom of enterprise and individual initi
ative. And my next quotation makes it clear that in President 
Wilson’s view it was imperative that the monetary resources of the 
country must not be concentrated anywhere in a few hands:

The principles upon which we should act are also clear. The country has sought 
and seen its path in this matter within the last few years— sees it more clearly now 
than it ever saw it before— much more clearly than when the last legislative 
proposals on the subject were made. We must have a currency, not rigid as now, 
but readily, elastically responsive to sound credit, the expanding and contracting 
credits of everyday transactions, the normal ebb and flow of personal and corpo
rate dealings. Our banking laws must mobilize reserves; must not permit the con
centration anywhere in a few hands of the monetary resources of the country or 
their use for speculative purposes in such volume as to hinder or impede or stand 
in the way of other more legitimate, more fruitful uses.

All of this, of course, was some 6 months before the original Federal 
Reserve Act became law. A year or so later he was able to speak in 
less general terms, for the text of the act was before him and the 
Federal Reserve banks were in process of organization. In a letter 
written on October 17, 1914, to Representative Oscar W . Underwood, 
then leader of the Democratic majority in the House of Representa
tives, President Wilson gave his ideas of the balanced system which 
a few days later was to begin operations. He spoke both of the coordi
nating Federal authority and of the value of local self-government. 
After describing the merits of the elastic currency provided by the 
new system, he went on to say:

More than that, the power to direct this system of credits is put into the hands 
of a public board of disinterested officers of the Government itself who can make 
no money out of anything they do in connection with it. No group of bankers 
anywhere can get control; no one part of the country can concentrate the advant
ages and conveniences of the system upon itself for its own selfish advantage. 
The board can oblige the banks of one region to go to the assistance of the banks 
of another. The whole resources of the country are mobilized to be employed 
where they are most needed. I think we are justified in speaking of this as a 
democracy of credit. Credit is at the disposal of every man who can show energy 
and assets. Each region of the country is set to study its own needs and oppor
tunities, and the whole country stands by to assist. It is self-government as well 
as democracy.

This is no plea for centralized authority. On the contrary, it is an 
accurate forecast of how the Federal Reserve System was to function 
through the next twenty-odd years, with fair representation of all the 
parties at interest and arbitrary powers for none. What Mr. Wilson
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said applies to the Federal Reserve Act as the act stands today. It 
does not apply to the changes proposed in the bills. They violate 
in the essential particulars of local self-government and a balanced 
system the principles which Mr. Wilson set forth.

RUPTURE OF THE BALANCED PLAN

Thougn section 201 (a) makes few alterations in the form of the 
Federal Reserve administrative plan, it goes far to change its sub
stance. The abolition of the joint office of Federal Reserve agent and 
chairman involves no question of principle and may serve somewhat 
to simplify organization. But the provision that the governor shall 
be elected frequently and must be approved as frequently by the Fed
eral Reserve Board before he can take office raises the whole question 
of local self-government in the System. The effect of the change is 
to make the governor of every Federal Reserve bank, heretofore the 
appointee solely of a local Reserve bank’s board of directors, inescap
ably responsive to the Federal Reserve Board in Washington.

But the result goes even further and would make the administra
tion of the 12 Federal Reserve banks directly subordinate to the cen
tral authority of the Federal Reserve Board. Since the bill makes the 
officers and employees of the Reserve banks directly responsible to 
the governors instead of to the directors of the Reserve banks, and the 
governors in turn are made subject to frequent approval by the Fed
eral Reserve Board, the chain of control is complete. If the impartial 
operation of the Reserve System is to be maintained, and if the per
sonnel of the Reserve banks is to be kept clear of politics, the inde
pendence of the governors must be preserved and they must not be 
controlled by anybody or any group other than their own boards of 
directors who themselves are representative of business (including 
agriculture and industry), the member banks and the Federal Govern
ment.

Senator C ouzens. Mr. Aldrich, might I interrupt you at this 
point?

Mr. A ldrich . Yes, sir.
Senator C ouzens. Would you define what you mean by “ politics” ? 

You refer to it in a number of places and I am somewhat confused 
about what you mean.

Mr. A ldrich. I am coming in a moment, Senator Couzens, to the 
fact that under the bill as it stands any member of the Federal 
Reserve Board is removable at the pleasure of the President. And 
if that is to be so it would make every member of that Board subject 
to political pressure. And by “ political pressure” I mean the possi
bility of the desjre on the part of an administration to use the credit 
and currency system of the country for the purpose of political 
advantage. Also this particular provision I have just referred to 
opens the door to political patronage.

Senator C ouzens. Well, if you are going to cover that later on I 
will not interrupt you further.

Senator G lass. I might interject there that I have not regarded as 
seriously as others have the talk about political control, because the 
President might now remove any member of the Federal Reserve 
Board he wants to remove. The law does not specifically so provide 
but it has been decided by the highest court of the land that the 
President may remove any Federal officer he may appoint.
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Mr. A ldrich . I am going to touch on that in just a moment, too.
Senator C ouzens. Might I also ask at that point if there is not 

politics in activities of life other than the holding of public office?
Mr. A ldrich . I do not know exactly what you mean by that 

question, Senator C ouzens.
Senator C o uzens . Well, I do not quite understand what you mean 

by “ politics.’ ’ That is the reason why I am confused. If I understand 
the meaning of “ politics” it does not just apply, ocr at least it has not 
in the past just applied simply to public officials. And therefore I 
asked the question: Does not politics apply, in part at least, to other 
activities of life, I mean other than to holding public office?

Mr. A ldrich . I suppose it does.
Senator C ouzens. Have you ever had any example of politics 

playing any part in private business or banking?
Mr. A ldrich . Not in the sense I am using it here.
Senator C ouzens. Well, in what sense have you seen politics played 

as applied to private banking or business, I mean differently than you 
intend it to be applied here?

Mr. A ldrich. What I intend to mean here is that to place the con
trol of the currency and the credit of the country in the hands of indi
viduals who are subject to removal by an administration, is to place 
the power in an administration to utilize the system for the purpose 
of creating a boom at the time when an election approaches.

Senator C ouzens. Well, has not that occurred?
Mr. A ldrich . The whole purpose of the removal of the System 

from the control of any group is to prevent any group from playing 
politics in that sense with the System.

Senator C ouzens. Have you ever found any other group playing 
politics with business, I mean other than public business?

Mr. A ldrich . I could not say about that, or at least I could not 
name an instance where any group has used the Federal Reserve 
System for political purposes.

Senator C ouzens. H ow do you interpret that provision of the 
Constitution which says that Congress must issue money and regulate 
the value thereof? What is your interpretation of that language?

I have always been anxious to have some competent banker to tell 
me his interpretation of that language.

Mr. A ldrich. M y own interpretation of that is that it means 
exactly what it says, that the Congress has the power to issue money 
and to fix the value thereof.

Senator G lass. Y ou mean to coin money.
Mr. A ldrich . Yes; to coin money.
Senator C ouzens. T o coin money and to fix the value of it.
Mr. A ldrich . It means exactly that.
Senator C ouzens. Have you any idea how the Congress should 

proceed to coin money and fix the value thereof?
Mr. A ldrich . Of course that provision of the Constitution has 

been construed over the course of the years to widen the powers of 
the Congress, and to give to the Congress a power which is broader 
than the express provision of the Constitution. Of course, I believe, 
and I am going to touch upon that in just a moment, that the question 
of the control of the credit and currency system of the country is a 
matter of congressional jurisdiction.

Senator C ouzens. Y ou say you do believe that?
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Mr. A ldrich . Yes; I do believe that.
Senator C ouzens. But it appears that you differ as to the method, 

is that right?
Mr. A ldrich . I differ from these bills, absolutely yes. And I am 

going to make a specific recommendation on that.
Senator C ouzens. All right. I will not interrupt you further at 

this time.
Senator G lass. A s a matter of fact, has not the Congress all these 

years provided for the coining of money and the fixing of the value 
thereof?

Mr. A ldrich . Absolutely.
Senator G lass. Up to the present time. Even when it reduced the 

value of the gold content of the dollar to approximately 13 grains.
Mr. A ldrich . That is correct.
Senator C ouzens. Of course the Chairman’s comment there would 

imply that the only method of fixing the value would be on the basis of 
gold and not on the value of anything else. And that is wherein our 
difficulty arises, because while we provide for the number of grains 
as the content of the dollar, that is a very small factor in fixing the 
value of the dollar, or in fixing the value of the coins that we authorize 
the use of.

Senator G lass. But the Congress itself has related the grain con
tent of the gold dollar to all the currency it has ever issued.

Mr. A ldrich . I think it is like so many other provisions of the 
Constitution, that at the time it was written it covered a situation 
which was perfectly well known and which was a perfectly simple 
situation, but it has been construed in the course of the years to cover 
situations which are a great deal more complicated but which grow 
out of the currency and credit problems of the country. That is just 
the doctrine of constitutional construction that has enabled the 
Supreme Court of the United States to cover into that phrase the 
creation of the Federal Reserve System as a matter of fact. But I 
should like to go into that rather more fully when I get to the question 
of-------

Senator C ouzens (interposing). All right. I will not interrupt you 
further at tliis time.

Mr. A ldrich . The existing law— section 4 of the Federal Reserve 
Act— provides that “ every Federal Reserve bank shall be conducted 
under the supervision and control of a board of directors” and that 
the latter “ shall perform the duties usually appertaining to the office 
of directors of banking associations and all such duties as are pre
scribed by law.” The high technical standard of work done by the 
personnel of the Federal Reserve banks testifies sufficiently to the 
success of this arrangement. 1 believe it to be a backward step to 
diminish the authority of these men and to relieve them of responsi
bilities which they have fully lived up to.

The bill in other sections which 1 shall presently discuss adds 
greatly to the powers to be exercised by the Federal Reserve Board 
and diminishes certain of the powers heretofore exercised by the 
directors of the Reserve banks. At the same time it gives the 
governors of the Reserve banks, or certain of them, at least advisory 
participation in the formulation of policies which the Reserve banks 
would be obliged to carry out irrespective of any opinion which the 
directors may have with regard to them. If the governors are
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independent, they will bring to their work supplementary judgment 
adequately reflecting the opinion of the local directors, and thereby 
afford the country additional protection against the adoption and 
enforcement of hasty or experimental policies.

It should be added that the Reserve Board’s authority seems 
already sufficient to deal with misconduct in office, for it has the power 
under section 11 of the present act to suspend or remove any officer 
of a Reserve bank upon stating the cause in writing.

RECOMMENDATIONS ON SECTION 201 (A)

I accordingly recommend that section 201 (a) of the bill be changed 
so that the election of a governor of a Federal Reserve bank be made 
subject to the approval of the Federal Reserve Board only once and 
that no reapproval be required. Corresponding changes should be 
made in the bill with respect to the vice governors of Federal Reserve 
banks.

I also recommend that the date when the other proposed changes 
shall become effective, including the abolition of the joint office of 
Federal Reserve agent and chairman, be not “ 90 days after the enact
ment of the act” , as the bill provides, but as of the first of the next 
calendar year. This will make the change to the new plan coincide 
with the expiration of the terms of office of three directors in each 
Federal Reserve bank, thereby minimizing the disruption of the exist
ing organization.

II. T he F ederal R eserve B oard

Section 203 of the Senate bill and the same section of the House 
bill deal specifically with the Federal Reserve Board. Each leaves 
the total membership of eight as provided in the present law. Each 
changes the description of the qualifications which the President shall 
have m mind in selecting the six appointive members. The Senate 
bill (but not the House bill) raises the compensation of the members 
of the Board, and provides for pay after retirement. Each makes 
the designation of the Governor terminable upon order by the Presi
dent, but under the House bill a governor whose designation is with
drawn can continue on as a member of the Board until his term expires.

I understand that one of the reasons advanced for the foregoing 
amendments provided for in the Senate bill is to establish firmly 
the prestige of the Federal Reserve Board. I heartily endorse that 
purpose, for I believe that the members of the Board should hold a 
position among bankers corresponding to that of the Justices of the 
Supreme Court among lawyers.

In setting forth the qualifications which the President shall have in 
mind in selecting persons for membership on the Federal Reserve 
Board, the existing law says that—

The President shall have due regard to a fair representation of the financial, 
agricultural, industrial, and commercial interests, and geographical divisions of 
the country.

The bill omits this clause and in substitution therefor it prescribes 
that—
the President shall choose persons well qualified by education or experience, 
or both, to participate in the formulation of national economic and monetary 
policies.
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Senator G lass. The President could select all the members from 
New York, could he not?

Mr. A ldrich . That is correct.
Senator G lass. All right. You may continue.
Mr. A ldrich . It may be true that the present law stresses too 

much the strictly representative principle in the selection of members 
of the Federal Reserve Board. Since the Board is a national body, 
its members should frame their policies for the benefit of the Nation 
as a whole rather than for the advantage of any particular section or 
group. Yet this change in the text of the act cannot be appraised 
independently of other sections in the bill. Accordingly, I shall 
reserve my comments upon it until a later point in my discussion 
when I hope to draw together the various provisions granting new 
powers to the Federal Reserve Board. I shall then be able to con
sider this clause in the light of the bill as a whole.

For the moment I suggest merely that the experience qualifications 
be made somewhat more explicit since the business of the Federal 
Reserve Board relates in large part to technical banking matters. 
It seems entirely in order that some members of the Board should have 
had practical experience in the administration of Federal Reserve 
banks or of member banks. If the Board has among its members at 
least two men who are familiar in a practical way with the problems 
with which the Board is daily confronted, much time will be saved 
and its efficiency will be conserved.

“ a  SUrREME COURT OF BANKING ”

I now come to a phase of the existing law which I think is open to 
question and which each of the present bills continues. If either bill 
is to achieve the purpose of making the Federal Reserve Board a body 
of the highest prestige, corresponding to the Supreme Court, its 
independence from political control must be assured. The six appoin
tive members, as the law now stands, are in fact removable at the 
pleasure of the President. Until 2 years ago the law provided that 
they should serve for fixed terms “ unless sooner removed for cause by 
the President.” This provision was eliminated by the Banking Act 
of 1933.

I believe it is vital that the bill should provide that members of the 
Federal Reserve Board should serve for fixed terms and should be 
removable only for cause and after notice and hearing.

I realize that the case of Myers v. United States, 272 U. S. 52, 
decided by the Supreme Court of the United States in 1926, raises 
serious questions as to whether the Constitution permits Congress to 
place any limit upon the power of the President to remove from office 
any officer appointed with the advice and consent of the Senate, and 
unless that case is distinguished by the Supreme Court of the United 
States from the Humphrey case, now pending before that Court, the 
Court in effect may hold that Congress has no constitutional right to 
place any limitation upon the power of the President to remove any 
member of the Federal Reserve Board at any time and for any reason 
he sees fit. If the Court should so decide, the possibility of removing 
political pressure from the members of the Federal Reserve Board 
would be terminated. This, it seems to me, constitutes a very serious
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reason why action upon this bill should be postponed until after the 
decision of the Supreme Court in the Humphrey case has been rendered.

Now, if I might, Mr. Chairman, I should just like to take a moment 
to go into that question of constitutionality.

Senator G lass. Y ou may.
Mr. Aldrich. I have before me and should like to call the atten

tion of the subcommittee to the fact that the act adopted June 10, 
1921, providing for the office of Comptroller General and Assistant 
Comptroller General, has this provision, which was adopted after 
lengthy debate in the House, and which debate I have here and would 
be very glad to file with the subcommittee if you wish it; but this 
provides that:

Except as hereinafter provided in this section, the Comptroller General and the 
Assistant Comptroller General shall hold office for 15 years. The Comptroller 
General shall not be eligible for reappointment. The Comptroller General or 
the Assistant Comptroller General may be removed at any time by joint resolu
tion of Congress after notice and hearing when, in the judgment of Congress, the 
Comptroller General or Assistant Comptroller General has become permanently 
incapacitated or has been inefficient, or guilty of neglect of duty, or of malfeasance 
in office, or of any felony or conduct involving moral turpitude, and for no other 
cause and no other manner except by impeachment.

The point is this, that in the debate which took place at the time 
of the adoption of that resolution the whole question of removal of 
officers appointed by the President came up, and it was pointed out 
in that debate, and it is also pointed out in the argument in the Humphrey case— and the Supreme Court in deciding that case may 
make clear its position— that in the cases heretofore decided by the 
Supreme Court in connection with the removal of officers appointed 
by the President they have been administrative officers carrying out 
the executive powers of the President. And they have made a distinc
tion where the officer whose removal from office has been attempted 
is carrying out an administrative function in- connection with power 
which is vested in Congress by the Constitution. In other words, 
that, the Congress may have the constitutional power to limit the 
removal of an officer who is carrying out a constitutional power vested 
in the Congress.

And that is the very point, Senator Couzens, that would justify 
that kind of limitation upon the power of a President to remove an 
officer of the Federal Reserve Board, because that officer is carrying 
out a constitutional power vested in the Congress. And the Humph
rey case I imagine you all will remember is the case where the President 
removed a Federal Trade Commissioner although the Federal Trade 
Commission Act provided that Federal Trade Commissioners should 
not be removed except for cause. And the President removed a 
member without specifying a cause.

Now, that Humphrey case was argued before the Supreme Court of 
the United States on the first of May. Questions were asked by 
members of the Supreme Court as to whether the Government went so 
far as to contend that the President could remove an Interstate Com
merce Commissioner because such Commissioner refused to reduce 
railroad rates at the request of the President. And of course that 
same question is involved in connection with the Federal Reserve 
Board. I think the particular point you raise, Senator Couzens, is a 
point which would justify a limitation of the power of the President 
to remove a member of the Federal Reserve Board.
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Senator G lass. Weil, I will say quite frankly that I do not think 
that question is one of vital importance; far from it. The President 
for 20 years has had authority to remove members of the Federal 
Reserve Board and never has removed one of them. I think it is 
more important for him to appoint good members than to have the 
power of removal.

Mr. A ldrich . I agree with the Senator. On the other hand, the 
Federal Reserve Act, section 10, prior to 1933, contained this provision 
with regard to appointment and tenure of office of members of the 
Federal Reserve Board:

One shall be designated by the President to serve for two, one for four, one for 
six, one for eight, and one for ten years, and thereafter each member so appointed 
shall serve for a term of ten years unless sooner removed for cause by the President.

Senator G lass. Yes; and I must have been asleep when that was 
eliminated from the act. I have no recollection of it.

Mr. A ldrich . I think the elimination of that clause is as good an 
instance of the danger of hasty legislation as one could possibly 
imagine. As a matter of fact, in talking to Governor Eccles yesterday 
I found that he did not know it had been eliminated. And I do not 
believe anybody in the Federal Reserve Board knew it.

Senator G lass. I do not know that it was due to hasty action. It 
might have been due to covert action. I never heard of it until the 
other day.

Mr. A ldrich . And as a matter of fact the whole discussion of this 
bill in the House has been predicated upon the assumption that the 
President did not have the power to remove a member of the Federal 
Reserve Board except for cause.

Senator G lass. Albright. You may proceed with your statement, 
Mr. Aldrich.

Mr. A ldrich (continuing):

A SMALLER BOARD DESIRABLE

Under both the Senate and House bills the Federal Reserve Board 
is continued as a body of eight members, including the Secretary of 
the Treasury and the Comptroller of the Currency as ex-officio 
members. They fix more closely than heretofore the responsibility 
of the Governor to the Executive. In consequence, three members of 
the board become directly representative of whatever administration 
is in power. I do not question the principle that the fiscal policy of 
the Federal Government should be closely coordinated with the 
broader policy of the Federal Reserve System. Unless the Treasury 
and the Reserve System work in harmony, each is able to counteract 
or perhaps even nullify the policy of the other. I think, however, 
that this unity of policy can be adequately assured through the person 
of the Governor of the Reserve Board. I would even go so far as to 
suggest that his term might be made to coincide with that of the 
administration under which he was appointed. In making that sug
gestion I merely recognize a tendency which has become more and 
more marked in the System even under the present law.

Since a governor so appointed is able adequately to represent pre
vailing Treasury and administration policies, the reason disappears 
for retaining the Secretary of the Treasury and the Comptroller of 
the Currency as members of the Federal Reserve Board. The Reserve
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Board would become less subject to political pressure and less disposed 
to use its powers for financing budget deficits if these two ex-officio 
memberships are terminated. If the powers of the Federal Reserve 
Board are to be in any wise enlarged, the need for eliminating these 
memberships becomes correspondingly more important.

I propose also that the total membership of the Federal Reserve 
Board should be reduced to five. There is at present an even number 
of members and on certain critical occasions the vote of the Board has 
been evenly divided, resulting in inaction and indecision. Accordingly 
in addition to eliminating the Secretary of the Treasury and the Comp
troller of the Currency, one of the appointive memberships should be 
allowed to lapse, thereby bringing the total down to five.

RECOMMENDATIONS ON SECTION 203

M y explicit recommendations are the following:
(a) Section 203 (1) should be amended so that at least two of the 

appointive members of the Federal Reserve Board shall be selected 
from persons of tested experience as executives either of Federal 
Reserve banks or of member banks.

(b) Section 203 (2) should be amended so that any member of the 
Federal Reserve Board, regardless of age, whose term expires after a 
service of at least 5 years and who is not reappointed, would be entitled 
to a pension on the same basis as if he had reached the retirement age; 
that is, an annual pension of $1,000 for each year of service up to 12. 
The provisions for increasing compensation, eliminated in the House 
bill, should also be restored.

(c) Section 10 of the existing act should be amended by providing 
that the members of the Federal Reserve Board shall be removable, 
prior to the expiration of their respective terms, only for cause and 
after notice and hearing.

(d) The total membership of the Federal Reserve Board should be 
reduced from 8 to 5, by eliminating the designation of the Secretary of 
the Treasury and the Comptroller of the Currency as ex-officio mem
bers, and by reducing the appointive members from 6 to 5. With the 
Board thus reduced, Section 203 (3) might be amended so as to make 
the Governor’s term identical with that of the administration under 
which he was appointed; but he should not be removable except for 
cause, as in the case of other appointive members of the Board.

III. T he F ederal O pen M arket C ommittee

Section 205 of the Senate bill provides for the creation of a com
mittee of 5 members, serving for a calendar year, to be composed of 
the Governor of the Federal Reserve Board, who shall be chairman, 
2 members of the Board whom the Board itself shall select, and 2 
governors of Federal Reserve banks selected by the governors of all 
Federal Reserve banks. This committee is to have the power to 
frame open-market policies which the Federal Reserve banks will 
have no choice but to put into effect. It is also to have the duty of 
making recommendations to the Federal Reserve Board regarding 
the discount rates of the Federal Reserve banks.

The House bill varies this arrangement in important particulars. 
The Federal Open Market Committee as such disappears and in
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place of it an Open Market Advisory Committee is created, consist
ing of 5 “ representatives ” of the Federal Reserve banks, selected 
annually by the governors of the 12 Reserve banks. The committee 
thus created is to have no authority whatever, beyond that of mak
ing recommendations which the Federal Reserve Board can take or 
not as it chooses. The Board, on the contrary, can impose its will 
on the Reserve banks, though it must consult the Advisory Com
mittee before it makes any changes on its own initiative— I quote 
the language of the bill—
in the open-market policy, in the rates of interest or discount to be charged by 
the Federal Reserve banks, or in the reserve balances required to be maintained 
by member banks. .

Senator G lass. That Board could have a junket to Washington 
occasionally, could it not?

Mr. A ldrich . I believe so.
Senator G lass. All right.

PROPOSED CONCENTRATION OF POWER

Mr. A ldrich (continuing). The existing open-market procedure is 
the outgrowth of experience. For several years prior to 1933 there 
was an open-market committee upon which the various Reserve 
banks, or such of them as desired to participate, were represented. 
It was the group through whom Reserve bank purchases of bankers’ 
acceptances and Government obligations were organized and dis
tributed. The existence of the committee was recognized in the 
Banking Act of 1933 and it was made a formal body. Each of the 
12 Reserve banks by vote of its board of directors selected a member. 
There was no Reserve Board representation on the committee, though 
the members of the Board were authorized to attend the meetings if 
they desired. The Federal Reserve Board retained the power to 
issue regulations concerning open-market transactions and could 
approve or disapprove of policies initiated. But the directors of any 
local Federal Reserve bank could in their discretion decide not to 
participate in open-market operations.

The change now proposed is complete. Whereas under the existing 
law the Reserve banks themselves have the power to initiate open- 
market operations subject to approval of the Federal Reserve Board, 
the Senate bill would give them no authority over them save for the 
presence on the committee of a two-to-three minority in the persons 
of two Reserve bank governors who in turn must depend upon the 
Board for their continuance in office beyond a year. Under the 
House bill this remnant of authority is further reduced, and the 
Reserve banks are left in the position of advisers only. Further, 
under the existing law any Reserve bank can decline to engage in 
open-market operations, whereas under either bill they would have 
no choice but to follow the instructions of the central authority.

The effect is to concentrate in a majority of the committee, or in a 
majority of the Federal Reserve Board, as the case may be, the right 
to dictate to the Federal Reserve banks when they shall buy or sell 
acceptances or Government obligations and in what amounts, with no 
discretion whatever remaining to them or to their boards of directors. 
Exclusive authority thus passes into the hands of men dependent for 
their positions upon whatever political administration is in power, and
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three of whom are directly representative of it. I refer, of course, to 
the Governor of the Federal Reserve Board himself, the Secretary of 
the Treasury, and the Comptroller of the Currency.

The function of open-market operations in the Reserve System has 
been much distorted recently in theoretical discussions which appear 
to have received a certain amount of official credence. In some re
spects their influence has been magnified far beyond what is war
ranted by actual experience. In other respects their influence has 
been minimized or overlooked entirely. I refer here to the vast con
sequences which may follow from the purchase of Government obli
gations by the Reserve banks directly from the Treasury, a type of 
transaction which falls within the meaning of “ open-market opera
tions” as commonly understood in the Reserve System.

OPEN-MARKET OPERATIONS AND CREDIT CONTROL

In a published defense of the bill, Governor Eccles made an issue 
of the fact that open-market operations are an instrument of Federal 
Reserve policy. He said:

By these operations reserves may be given to or taken away from member 
banks; and it is on these reserves that deposits are based. It is not too much 
to say that the power to control open-market operations is the power to control 
the expansion and contraction of bank credit, and thus in large measure to con
trol the country’s supply of money.

It is, of course, true that the power to buy and sell Government 
obligations and acceptances in the market often furnishes a useful 
instrument of Federal Reserve policy, but I do not find that in prac
tical operations actually put through in the last 5 years it has given 
control of bank credit. The most that can be said is that open-market 
operations may influence but not necessarily control bank credit. 
Whether they do or not and to what extent depend upon conditions 
as they prevail at the time the operations are put through. Far from 
controlling bank credit there are recent instances which go to show 
that open-market operations have resulted in the reserve banks losing 
the control they previously had possessed over bank credit. More
over, under conditions as they exist at present, operations conducted 
in the open market would have very little effect if designed to expand 
credit; they could have substantial effect only on the downward side; 
that is, to reduce the volume of credit and raise interest rates.

In order to illustrate from actual experience, I think it would be of 
interest to refer to operations which the Reserve System has conducted 
in the last 5 or 6 years under the authority it has had and now pos
sesses.

Between October 1929, for instance, and March 1930, the Reserve 
bank holdings of Government obligations rose about $400,000,000 to 
a total of about $540,000,000. Simultaneously the member banks 
retired debt at the Reserve banks by about $600,000,000. This oper
ation was fairly successful mainly because the member banks were in 
debt at the Reserve banks. The principal effect was to enable the 
member banks to pay off at the Reserve banks and there was relief 
from strain in the money market which resulted in a temporary boom 
in the stock market.

In March 1932 the Reserve banks undertook the use of open- 
market operations in an effort to combat the depression. This was
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after the passage of the Glass-Steagall bill in February of that yearr 
which gave the Reserve banks temporary authority to offer Govern
ment obligations as security for Federal Reserve notes. At the 
beginning of the operation the Reserve banks held about $800,000,000 
of Government obligations. By the end of the year they had in
creased these holdings to upward of $1,800,000,000. The cliief effect 
was to reduce the bill holdings of the Reserve banks to almost nothing 
and to bring down the member banks’ borrowings to less than $300,- 
000,000 for the entire System. Though the operation appears to 
have been successful in checking the decline of bank credit then in 
progress, it did not stimulate its growth.

In May 1933 a further extension of open-market operations was 
undertaken. In the 6 months up to November a further $600,000,000 
of Government obligations were purchased and the total of $2,430, 
000,000 was reached, a level at which they have since remained. 
Member-bank borrowings again declined, but the expansion of bank 
credit was slight as compared with the facilities afforded.

In giving the foregoing instances I should make it clear that I have 
left out of account other developments of great importance such as 
the losses and gains in gold, the effects of the gold-buying policy, and 
so on, which have exerted influences on the member banks’ reserves 
similar to those which open-market operations tend to produce. The 
point to be observed is that beyond an initial and rather gentle in
fluence, open-market operations carried on under such conditions as 
have prevailed, have not succeeded in increasing proportionately the 
volume of bank credit. This has been true because influences of vast 
importance, some practical and some psychological, which have 
affected the business public as a whole, have restrained their effect.

One of the results of past open-market operations which we still 
have with us is the additional reserves over and above statutory 
requirements which the member banks have on deposit at the Fed
eral Reserve banks. In February of this year their reserves were 
about $2,300,000,000 above requirements, quite the largest excess on 
record. The excess is now around $2,200,000,000. I do not mean 
to imply that this vast excess is due only to open-market operations; 
an even more important factor in their growth appears to have been 
the inflow of gold during the past year. But the point I want to 
emphasize is that this margin is surely enough for the stimulation of 
credit, if credit is to be stimulated that way. It is hard to see how the 
excess reserves, if further increased by open-market operations, would 
have any substantial influence upon the growth of banking credit.

I can well imagine, however, that results would follow from an 
operation if now conducted in the reverse direction, that is, if the 
Federal Reserve banks should sell to the market any considerable 
part of their holdings of Government obligations. Such action 
would, of course, draw down the member banks’ excess reserves and 
tend to raise interest rates. Of course, any such operation seems out 
of the question at ths time, in view of the present financial policies 
of the Government.

I deduce from the foregoing that the possibility of effective use of 
large scale open-market operations on the side of purchases of securi
ties lies more or less remotely in the future, and that the probability 
of such operations being undertaken on the side of sales of securities is 
extremely remote.

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



BANKING ACT OF 1 9 3 5 403
OPEN MARKET OPERATIONS AND BUDGETARY DEFICITS

I now come to a feature of the bill which must cause any thoughtful 
person great concern, though I have seen no reference to it in any 
official discussions of the bill. As I have already indicated, the pro
posed powers are broad enough to permit the central authorities—  
whether the Federal Reserve Board under the House bill or the Fed
eral Open Market Committee under the Senate bill— to compel the 
Federal Reserve banks to purchase Government obligations directly 
from the Treasury. When I speak of such transactions, I should make 
it clear that I am not referring here to the short-term advances or 
temporary overdrafts such as the Reserve banks commonly grant to 
the Treasury over maturity and tax dates. I am referring to the use 
of the Reserve banks as a means for financing the Treasury.

The machinery thus provided in the bill corresponds closely with 
the machinery which was utilized at the time of the German infla
tion and the French inflation with most serious consequences to 
business life and the welfare of the people. In each case the central 
bank bought bills directly from the Treasury, thereby providing funds 
as and when desired. In each case, also, the Treasury acted, as it no 
doubt supposed at the time, according to the highest sense of duty. 
The heads of the central banks concerned felt that they had no choice 
but to comply. Similar motives with even more efficient machinery 
such as that now proposed can produce similar results.

ABUSE OF BANK CREDIT IN GERMANY

I think it worth while to read at this point a paragraph from the 
book of Prof. James W . Angell, of Columbia, who went to Germany 
after stabilization and wrote a work entitled “ The Recovery of 
Germany” , published by the Yale University Press for the Council 
on Foreign Relations. It is one of many similar paragraphs obtain
able from a multitude of sources. Professor Angell says on page 29:

* * * The fundamental difficulty was the state of the Reich finances. In
the 5 years from 1919 to 1923 the Government’s receipts, measured in gold 
values, never came anywhere near to equaling its expenditures, and for the 
period, as a whole, averaged only about 25 percent of them. This state of 
chronic deficit was again due to the waves of exchange depreciation and the 
consequent further increases in prices. However adequate a given tax measure 
might have seemed at the time it was passed, weeks or months necessarily elapsed 
before the receipts began to come in; and in the meantime a further depreciation 
of the exchanges had usually pushed prices and wages still higher, and with them 
most of the Government’s expenditures. A deficit, of course, resulted. To meet 
it the Government had to resort to further borrowing which led to the printing of 
more notes and the vicious circle of inflation was thus renewed. Moreover, despite 
the unceasing growth in the note issue, the rise in prices was even more rapid, 
and the gold value of the total currency circulation fell to absurdly low figures— 
at one time to less than 1 percent of the pre-war level. An acute currency short
age resulted, and to keep the country’s economic life going at all still more notes 
had to be printed. It should be observed, however, that the Government did 
not itself print notes, except for the negligible volume of the Reichskassenscheine. 
After the end of the war the deficits in the budget were met chiefly by floating 
short-term treasury loans of various sorts. Of these an increasingly large pro
portion were discounted at the Reichsbank in exchange for Reichsbank notes, 
and this produced the principal increases in the currency circulation.

I think this paragraph of Professor Angell’s illustrates pretty clearly 
how convenient and how fatal it is to finance Treasury deficits with 
central bank credit.
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RESTRICTIONS UNDER NEW GERMAN BANK LAW

When the German inflation was finally stopped, the gold mark was 
worth a million million paper marks. In order to prevent a repeti
tion, the Germans in their new bank law proceeded to block up the 
channels between the Treasury and the central bank. The new 
Reichsbank law was passed as part of the Dawes Plan of 1924 which 
was drawn up, as the committee will remember, with American ad
vice and assistance. Effective steps were taken to divorce the bank 
and its officials from the control of the political authorities and severe 
limitations upon lending to the Treasury were written into it. The 
latter were for the protection of the entire population against devas
tating inflation, and have had unvarying popular support from that 
time to the present because the people as a whole have learned from 
experience what disaster inflation inescapably causes. Under the 
law of 1924, purchases of Treasury bills and the aipount loaned upon 
them could not together exceed a total of 400,000,000 reichsmarks 
(then about $100,000,000). Latterly the Reichsbank has obtained 
authority similar to that which the Reserve banks now have to buy 
bonds of the Reich in the market but, as the law explicitly states, 
“ for the purpose of regulating the money market.” Otherwise it 
cannot buy Government obligations beyond the limits originally set.

THE FRENCH EXPERIENCE

The lesson to be learned from the French handling of their post
inflation legislation is similar. When the French stabilized in 1928, 
they like the Germans were careful to avoid a repetition of the con
ditions which led up to the inflation and tapped off about 80 percent 
of the gold value of their currency. The Bank of France makes no 
advances to the Government over the amount of a fixed loan of
3,200,000,000 francs which it agreed to hold at the time of stabiliza
tion and has held ever since. The law gives it no authority to engage 
even in open-market operations except as regards the so-called “ Caisse 
bills” (bills of the Caisse d’Amortissement) issued to it in 1928 in 
return for certain bonds of the Republic held at the time of stabiliza
tion. The bank can sell these Caisse bills to the market and buy 
them back again. Because of the failure of the law to provide for 
open-market operations of the usual sort, the Bank of France de
clined some months ago to buy short Treasury bills from the market 
as proposed by the present Premier, M . Flandin, and the governor 
of the bank was dismissed on that issue. Under the agreement sub
sequently effected with the general council of the bank and the new 
governor, the Bank of France is now prepared to grant advances, 
not directly to the Government but to the banks on the security of 
Treasury bills. These advances can run for only 30 days and are 
restricted in amount to not more than 80 percent of the nominal 
value of the Treasury bills pledged. Even with this liberalized pro
cedure the Bank of France still makes no advances directly to the 
French Treasury.

I would repeat the point: Both France and Germany suffered 
ruinously from inflation and when they revised their banking laws 
they undertook to prevent a repetition. The changes made recently 
in their respective central banking procedures are very moderate and
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in neither case grant anything that the Federal Reserve banks have 
not had for years. Law and practice still prevent the very things 
which title II of the present bill freely provides for. Indeed, title II 
goes even further and makes such transactions compulsory if a major
ity of the Federal Open Market Committee, or as the case may ber 
the Federal Reserve Board, so decides.

The use for any length of time of central bank credit to finance 
the Public Treasury has never succeeded. It has always failed with 
most serious consequences to the population as a whole; and those 
who have suffered most are the laboring and middle classes. I see 
no reason, granted sound Treasury policy, why any such facilities 
as I have been discussing should be even temporarily useful in the 
United States. There is therefore no occasion to grant an unlimited 
authority which can only have an unsettling effect upon the public 
and business mind because of the dangers inherent in its use.

EXTENSION OF RESERVE BOARD POWER OVER RATE CHANGES

So much for open-market operations as such. I now want to refer 
to a matter which is set forth clearly in the House bill and is implicit 
in the Senate bill. This is the power granted to the Federal Reserve 
Board to make changes on its own initiative in the rates of interest 
or discount to be charged by the Federal Reserve banks.

The Federal Reserve Act now provides in section 13 that rates of 
interest charged on advances to member banks, and in section 14 that 
rates of discount on paper purchased in the market, shall be estab
lished by the Federal Reserve banks “ subject to the review and de
termination of the Federal Reserve Board.” The establishment of 
interest and discount rates by the Federal Reserve banks has been 
one of the most responsible functions of their respective boards of 
directors. Obviously, the exercise of this power ordinarily involves 
directly and inescapably the relations of each Federal Reserve bank 
with the banks in its own district, and is therefore an important ele
ment in the whole issue of local self-government.

Throughout the history of the Reserve System, with only two or 
three exceptions, the regional boards of directors have acted first in 
making rate changes, and the Federal Reserve Board second. This 
sequence seems a rational compliance with the terms of the act, since 
the Reserve banks are charged with “ establishing” the rate, “ subject 
to the review and determination of the Federal Reserve Board.”  
I realize that the Federal Reserve Board itself has not always shared 
this view, and in one notable case at least has fixed a rate against the 
opposition of a Federal Reserve bank’s board of directors. The House 
bill clearly, and the Senate bill implicitly, now seek to resolve this 
question of initiative in favor of the Federal Reserve Board.

Senator G lass. I might state right there, Mr. Aldrich, that my 
information is the Federal Reserve Board so intensely regretted its 
action in that case that it eliminated it from the record.

Senator M cAdoo. Is that the Chicago case?
Senator G lass. Yes.
Mr. A ldrich. Yes; the Chicago case in 1927.
Senator G lass. All right.
Mr. A ldrich . T o the outside observer this seems a strange solution, 

for on the whole the record of the Reserve banks has been better in 
the matter of rate changes than the record of the Federal Reserve
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Board. I refer especially to the Ions: difference of opinion between 
certain of the Reserve banks and the Federal Reserve Board over the 
proposed increase of discount rates in the first half of 1929 as a means 
for curbing; the rising tide of stock-market speculation. The rate at 
the New York Reserve bank remained unchanged from July 13, 1928, 
until August 9, 1929, notwithstanding the vast speculation then in 
progress. From the beginning of 1929 onward, the directors of the 
New York Reserve bank, as well, I believe, as the directors of certain 
other Reserve banks, voted consistently to raise their rates, and as 
consistently the Federal Reserve Board failed to determine them. 
Now, that is a matter of record, and if this subcommittee wanted to 
do it it would be possible to see the record.

Senator G lass . We know about it.
Senator M cA doo. I should be glad if the instances might be cited 

for the record.
Mr. A ldrich . You would have to get those from the Federal 

Reserve Board but it is a matter of record.
Senator M cAdoo. D o you mean it is a matter of record with the 

Federal Reserve Board?
Mr. A ldrich . Yes.
Senator M cAdoo. All right.
Mr. A ldrich . This long postponement had immeasurable con

sequences both on the height of the speculative tide and the extent 
of the collapse and has come to be regarded as quite the most con
spicuous failure of the Federal Reserve System since its inception.

The implications of the present law that the directors of the regional 
banks should have the power to initiate rate changes seem indis
putably correct. These are men who represent all the parties at 
interest, including that of the Federal Government; they have con
sistently represented the highest standards of their respective com
munities, and they are close to practical affairs.

The proposed change in the law looks precisely in the wrong direc
tion. The House bill goes even so far, 1 think, as to make the establish
ment of the rate by the Reserve banks a ministerial act only and 
leaves this whole delicate and gravely responsible matter exclusively 
in the hands of the Federal Reserve Board, all the members of which 
depend for their positions upon whatever political administration is in 
power.

Senator Couzens. Might I ask you at that point: Have you any 
reason in your mind for the Federal Reserve Board failing to act in 
1929 when these other banks were recommending a raise in the 
rediscount rates?

Mr. x\ldrich. I would hesitate to express any opinion about that, 
but it has been the general experience that it is very difficult for any 
body of men to impose restraints on what may appear to be an existing 
prosperity by raising the discount rates or anything of that kind; to 
put a brake on speculative power. It takes a great deal of courage 
and independence.

Senator C ouzens . Would you suggest that that was the result of 
political control?

Mr. A ldrich . I would not, no. I do not know enough about it 
to know. I definitely would not-------

Senator G lass (interposing). I think, Senator Couzens, the reason, 
or at least as I understood it at the time because the matter was for
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some reason brought to my attention, was that speculation had pro
ceeded to such an extent that a rise in the rediscount rate could 
scarcely have had any influence on the situation. In other words, 
people buying stocks on margin with the expectation of making— oh, 
all the way from 25 to 100 percent upon their investment, could not 
be deterred by a psychological increase of 1 or 2 percent in the re
discount rate-------

Senator C ottzens (interposing). Well, as a matter of fact-------
Senator G lass (continuing). On the other hand, the contention of 

the regional Reserve bank directors was that the situation was such 
that should the rediscount rate be raised progressively and oppor
tunely in the matter of time, it would put banks and speculators on 
notice that money was going to be dearer and not too cheap.

Senator M cAdoo. Is it not a fact though that there was a vast 
amount of loanable funds in New York not subject to the control 
of the board of directors of the Federal Reserve banks and which 
could not be influenced directly by the Federal Reserve Board?

Mr. A ldrich. I understand that that was a part of the reason, but 
the-------

Senator M cA doo (interposing). That that was the situation at that 
time?

Mr. A ldrich. Yes. There was a tremendous amount of money 
available in the market which was loaned for the account of others. 
That of course is the very thing that Senator Glass had in mind in 
drafting the Banking Act of 1933, to prevent that.

Senator G lass. Precisely.
Mr. A ldrich. And it was the very situation that existed at that 

time that those provisions were put in the Banking Act of 1933.
Senator M cAdoo. And those funds not only come from private 

individuals and corporations in this country, but also come from 
other countries.

Senator G lass. Yes, those funds in part come from abroad.
Senator M cA doo. Yes. They come from France and England 

and Canada and you cannot control that by the rediscount rate.
Mr. A ldrich . That is true.
Senator G lass. That is true, but the record also shows that the 

facilities of Federal Reserve banks were employed to a tremendous 
extent in the encouragement of that sort of speculation.

Mr. A ldrich. But, Senator Glass, as you know better than I do, 
the Banking Act of 1933 is so designed as to meet both of those 
things.

Senator G lass. I know it does, but this bill does not.
Mr. A ldrich . Well, it does this-------
Senator G lass (continuing). Of course it does not.
Mr. A ldrich . A s a matter of fact, as the situation stands today, 

with these enormous excess reserves, the Federal Reserve Board and 
nobody else can accomplish anything by the discount rate. They 
are so much out of touch with the market that a change in the rates, I 
mean a rise in the discount rate, would have no effect whatever.

Senator G lass. None whatever.
Senator C ouzens. I still want to go back to the question of political 

control, which interests me so much, and that is, that in the boom of 
1929, when these Reserve banks were advocating a rise in discount 
rates, the mere contact of any administration here with the Federal
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Reserve Board would have been an influence against any act which 
would help to boost the boom; is not that true?

Mr. A ldrich. I should say that is true.
Senator Couzens. It is a practical question. So I do not get so 

stirred up about this mere technical assertion of political control; 
because the Senator from Virginia and the rest of the Senators on the 
subcommittee know just as well as I do that you can have political 
control whether you have political domination or not.

Senator G lass. The Senator from Virginia has said the same 
thing.

Senator C ouzens. Yes. So that when you talk about political 
control of the Federal Reserve Board or political control of anything 
else, as a matter of fact it does not have to be on the statute books in 
order to give political control.' You can have political control of all 
kinds without a word on the statute books.

Mr. A ldrich. Well, Senator Couzens, I think the ideal which has 
been most desired is to create a body in the Federal Reserve Board 
which would be similar to the Supreme Court of the United States 
and would be equally independent of any control. Let 11s put it that 
way. I do not think it is necessary to put the accent on the word 
“ political.”

Senator Glass. Let me say right there for the record that in the 
original Federal Reserve Act there was intended to be a measure of 
political influence. And that is why we insisted upon putting the 
Secretary of the Treasury and the Comptroller of the Currency on the 
Board. When I say “ political influence” I do not mean partisan 
political influence. I mean that a considered public opinion might 
find some expression. So that if we should have a Federal Reserve 
Board that might be flagrantly disregarding the public judghient and 
there should be a change of administration, why, the action of that 
Board might be in some sense controlled by the votes of the Secretary 
of the Treasury appointed by the new President and by the Comp
troller of the Currency. So that that measure of public control I 
would not call political control in the sense that it was partisan, either 
Democratic or Republican or Progressive or Coughlin or whatever 
you might call it.

Senator C ouzens. I was not speaking of that kind of control. I 
know when it comes to financial matters it does not make much 
difference whether you are a Democrat or a Republican or a Cough- 
linite, there is no failure of their getting together when they have the 
same objective. So it does not make much difference whether you 
call it political control or partisan control or what other kind of con
trol, and there is no use of our getting excited about mere words in the 
bill, because we cannot write statutes that will prevent this kind of 
control or influence. I do not get disturbed about these matters, but 
I was talking about Mr. Aldrich’s words here; I do not get disturbed 
about those words because I know what goes on regardless of mere 
words which may appear in a statute.

Senator Glass. Y ou may proceed.
Mr. A ldrich (continuing).
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RECOMMENDATIONS ON SECTION 205

In summary of my discussion of section 205 of both bills: The 
Federal Open Market Committee as recognized in the present law is 
able to serve all the practicable purposes advanced for the changes 
proposed in the new bill. The changes, on the other hand, introduce 
new factors of uncertainty, perhaps of danger. They take powers 
away from the Reserve banks and confer them upon the Federal 
Reserve Board, creating a concentration of financial authority hither
to unknown in this country and rarely equaled anywhere else. In 
order to promote the coordination of the system without incurring 
new and unnecessary hazards, I recommend that the amendments be 
rewritten, taking account of the following points:

(а) That the Federal Open Market Committee be composed of 9 
members, 5 comprising the entire membership of the Federal Reserve 
Board reconstituted as proposed above, and 4 being governors of 
Federal Reserve banks, whose independence shall have been protected 
in the manner already recommended, and who shall be freely elected 
to the committee by the governors of all Federal Reserve banks.

Senator C ouzens. This was recommended I think by Mr. Law 
yesterday.

Mr. A ldrich . Yes. Or you mean the American Bankers Associa
tion committee?

Senator C ouzens. Yes.
Mr. A ldrich . And next:
(б) That it be plainly recognized that the directors of the regional 

Reserve banks possess the initiative to establish rates on Federal 
Reserve bank advances and discounts, subject to the approval without 
time limitation of the Federal Reserve Board— that is a little different 
from the recommendation of the American Bankers Association— but 
that if in the opinion of the Federal Open Market Committee, con
stituted as above, a rate change is desirable in the general interest, a 
new rate can be imposed by a two-thirds vote of the committee. 
That also is slightly different from the A. B. A. report.

(c) That the direct purchase of Government obligations from the 
Treasury or any Government agency be specifically declared not to be 
open-market operations within the meaning of the act.

Senator C ouzens. What would be the practical effect of the differ
ence?

Mr. A ldrich. The difference is this: If you can only purchase in 
the open market the securities have to be in the open market. If you 
purchase directly from the Treasury you go directly from the banks to 
the Treasury, as in Germany and France; and we have a bill which per
mits the issuance of currency against Governments owned by the 
Federal Reserve banks themselves, so that they can go right around in 
a circle of buying more Government obligations and issuing notes 
against them.

Senator C ouzens. Do you believe that Federal Reserve banks 
should be authorized to issue notes with Federal Reserve bonds as 
security?

Mr. A ldrich . I personally think it should never be done except 
in an emergency. Of course that power also is given by existing law 
as an emergency power to be used by the Congress, and it has seemed 
to me it should be so.
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Senator G lass. Let me say for the record on that point that when 
we were considering that bill there was intense opposition to that prop
osition and we were assured, the subcommittee was assured, it was 
intended to be merely psychological, and that they did not expect 
to use a dollar for that purpose. Were you on the subcommittee then, 
Senator Townsend?

Senatoi T o w n sen d . Yes.
Senator G lass. Then no doubt you will remember it. Otherwise 

it would never have been reported.
Mr. A lrich. With that power the door is wide open for doing the 

very thing I have just described, buying Government bonds directly 
from the Treasury and issuing currency against Government bonds. 
And that is exactly like using the printing press.

Senator G lass. And that was pointed out, and we were over and 
over again assured it was not intended to make use of the provision 
except in a psychological way.

Senator C ouzens. D o you think this should be repealed in this act?
Mr. A ldrich. I personally do. Now I think I ought to make it 

plain that a great many bankers do not think so.
Senator G lass. Of course they do not.
Senator C ouzens. I can understand why they do not. But I 

want to get your unbiased comments, because you are not a born 
banker, are you? [Laughter.]

Mr. A ldrich . N o, sir.
Senator G lass. Y ou may proceed.
Mr. A ldrich (continuing):

IV . B roadened E ligibility R egulations for F ederal R eserve 
B an k  L oans and I nvestments

Two sections of each bill affect more or less broadly the assets which 
Federal Reserve banks are empowered to acquire. The first is section 
206 which says that “subject to such regulation as to maturities and 
other matters as the Federal Reserve Board may prescribe” the Reserve 
banks may discount any commercial, agricultural, or industrial paper 
for the member banks upon their endorsement. It also says that the 
Reserve banks may make advances to the member banks on their 
“promissory notes secured by any sound assets” they may desire to 
pledge. The bill is not quite clear in stating whether the Reserve 
Board is authorized to make regulations on the latter category of 
loans as freely as on the first category, but I presume that the intent 
is to give the Board corresponding regulatory powers in both cases, 
including the power to determine what constitutes sound collaterial.

This section replaces in somewhat broader terms the authority 
conferred as an emergency measure under section 10 (b) of the present 
act, which lapsed on March 10, 1935. The exercise of such authority, 
as a matter of fact, finds its justified use only in times of emergency. 
The Federal Reserve Board should not have as part of its day-to-day 
procedure the power to broaden at will the carefully written specifica
tions given in sections 13 and 13 (b) of the present act where the intent 
of Congress is expressed concerning the loans which the Federal Re
serve banks may make to member banks.

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



BANKING ACT OF 1 9 3 5 411
A POWER FOR EMERGENCIES NOT FOR ORDINARY USE

The point can be made clear in a practical way. Let us suppose 
that this section is already law and the Federal Reserve Board adopts 
a regulation tomorrow broadening in some substantial way the 
character of paper which a member bank may pledge at the Federal 
Reserve bank. Will a well-conducted bank immediately start 
making loans of sorts that fall within the new classification? The 
Federal Reserve Board has the power not only to make the regulation 
but to cancel it, and if canceled the banker who has has made loans 
in reliance upon it is left with paper which he cannot make use of at 
the Federal Reserve bank. Is it not common sense for a banker to 
shape his course according to what Congress has written into sections 
13 and 13(b) and not rely upon regulations subject to change without 
notice?

But there is another point involved. The rediscounting facility, 
however broad the Federal Reserve Board may make it by regulation, 
is only partial insurance against loss. And the ability to pledge “ any 
sound asset” does not mean that the value of that asset cannot 
decline. I seriously doubt the expediency of throwing out to member 
banks generally the hope implied in the bill that any sound assets may 
perhaps be acceptable or become acceptable at a Federal Reserve bank 
in any and all circumstances. In an emergency some such provision 
as this might be very useful but I seriously question the wisdom of 
making it open to use at any time and under all conditions.

There is also a third question involved. If in ordinary times the 
Reserve banks accumulate portfolios of slow or doubtful items, the 
capacity of the Reserve System to respond adequately to emergency 
conditions will be impaired. And, still more broadly, it should not be 
forgotten that this amendment is proposed as a new paragraph in 
section 13 of the Federal Reserve Act and for that reason any obliga
tions acquired under it become immediately eligible as security for 
Federal Reserve notes. This is true whether section 16 of the present 
act, which describes the security behind Federal Reserve notes, is 
altered in the way this bill proposes or not. In other words, they can 
issue Federal Reserve notes not only against Governments but against 
any sound assets that get into a bank.

Senator C ouzens. A s a practical proposition, when any bank makes 
application to a Federal Reserve bank for a loan, does it analyze the 
situation of the bank making the application and the necessity for 
rediscounting?

Mr. A ldrich . I should say not. I should say that they look at 
what is presented, but-------*

Senator G lass (interposing). The agent of the Federal Reserve 
bank does it.

Mr. A ldrich . Well, they examine it.
Senator C ouzens. I am talking about the question of the need for 

rediscounting. Let us assume that I am running a bank and am a 
member of the Federal Reserve System and have some sound security 
authorized under the act and I want to rediscount it with the Federal 
Reserve bank. Does the Federal Reserve bank that rediscounts it 
analyze my needs for rediscounting?

Senator G lass. Well, I should think it would if it performed its 
duty.

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



412 BANKING ACT OF 193  5

Senator C ouzens. But I am trying to ask Mr. Aldrich.
Mr. A ld r ic h . Under the Banking Act of 1933 there are provisions 

which prevent an undue use of credit for speculation. Now, outside 
of that if you present sound collateral, collateral that is covered by 
the act, to a Federal Reserve bank, I do not think such bank would 
ask whether you really need it or not.

Senator C ouzens. Of course the definition of sound collateral is not 
very accurate in this bill, and that is what I was wondering about, 
whether or not the disposition of it as collateral to a Federal Reserve 
bank would be looked into, whether the reason for it being redis
counted would be included.

Mr. A ldrich . I do not think it would except under the provisions 
of the Banking Act of 1933 which are intended to prevent an undue 
use of funds for speculation. As a matter of fact I am arguing against 
including all sound assets anyway as provided for in this bill because 
I think it opens the door to not only lowering banking practices in 
the member banks but low ring the type of assets in the Reserve 
banks; and then further because of the fact, and this is in section 13, 
it has the possible effect of lowering the character of the assets behind 
the currency.

Senator C ouzens. In other words, a Federal Reserve bank when 
offered a security by a member bank has no voice in the matter of 
the type of security if it has been declared sound by the Federal 
Reserve Board, is that correct?

Mr. A ldrich. That is correct.
Senator C ouzens. All right.
Senator G lass. Well, I am not willing to say or to think that that 

is so. I think it is the business of the Federal Reserve bank——-
Senator C ouzens (interposing). But I asked him if that was in the 

bill.
Senator G lass. Yes; I see.
Senator C ouzens. And he says it is in the bill.
Senator G lass. Certainly.
Mr. A ldrich. I do not mean to say that the act of 1933 did not 

attempt to prevent the very thing which Senator Couzens is referring 
to. That is, I take it the act of 1933 was intended to give Federal 
Reserve banks the duty to prevent the use of credits for unduly 
speculative purposes.

Senator G lass. Yes; but it is proposed to sweep away those pro
visions in this bill.

Mr. A ldrich . Yes; that is correct.
Senator G lass. All right.
Mr. A ldrich . In order to retain the usefulness of the provision in 

an emergency in the sense corresponding with that contemplated in 
section 10 (b) and at the same time to prevent its being abused for 
the sake of profit, I suggest that member banks’ borrowings under 
section 206 be made subject to a penalty rate. This will afford 
necessary protection in a practical way.

The second of the two sections broadening the credit powers of the 
Reserve banks is section 207. The effect of this section, as I see it, 
is merely to permit the Reserve banks to buy longer-dated obligations 
guaranteed by the United States in just the same way as they are now 
qualified to buy and hold the direct obligations of the United States. 
On this clause taken by itself I have nothing to suggest, but it should 
be remembered that under the present reading of the section dealing
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with the Federal Open Market Committee it would be possible for the 
latter to oblige the Reserve banks to buy longer-dated guaranteed 
obligations of the Government both in the open market and direct 
from the issuers; and under section 208, which I shall discuss in a 
moment, it would be possible for these obligations to be used as 
collateral for Federal Reserve notes.

RECOMMENDATIONS ON SECTION 206

I confine my recommendation with respect to the proposals for 
broadening the eligibility regulations to section 206. I suggest that 
it be amended so that paper discounted or loans made under its author
ity shall be subject to a rate not less than 1 percent higher than the 
highest discount rate then in effect at the Federal Reserve bank con
cerned, and that no such paper shall be discounted or loans made under 
that authority until after all other eligible assets of the applicant 
bank shall have been exhausted.

Now, mind you, that is assuming that any such power is necessary 
at all.

Senator G lass (chairman of the subcommittee). Mr. Aldrich, would 
it suit your convenience to meet with us again at 2 o’clock?

Mr. A ldrich. Yes, sir.
Senator G lass. In the hearing room of the Committee on Appropria

tions over in the Capitol, please.
Mr. A ldrich. Yes, sir.
Senator G lass. Some of the members of the subcommittee are 

anxious to be on the floor now in the consideration of a measure 
pending there, and if that would suit your convenience we would be 
obliged to you.

Mr. A ldrich. Yes, sir.
Senator G lass. So we will reconvene at 2 p. m.
(Thereupon, at 12:15 p. m., Wednesday, May 15, 1935, the sub

committee recessed to reconvene at 2 p. m. in the hearing room of the 
Committee on Appropriations in the Capitol.)

AFTERNOON SESSION

The subcommittee resumed its session at 2 p. m., at the expiration 
of the recess, in the committee room of the Senate Committee on 
Appropriations, United States Capitol Building.

Present: Senators Glass (chairman of the subcommittee), McAdoo, 
Bulkley, Byrnes, Couzens, and Townsend.

Senator G lass. Mr. Aldrich, you may resume your statement, if 
you please.

STATEMENT OF WINTHROP W. ALDRICH, CHAIRMAN THE CHASE
NATIONAL BANK OF THE CITY OF NEW YORK, NEW YORK,
N. Y.— Resumed

Y. R eserve and O ther Security for F ederal R eserve N otes
and D eposits

Mr. A ldrich. I had reached the point where I was about to discuss 
the reserve and other security for Federal Reserve notes and deposits.

Section 208 of both the Senate and House bills strikes out the first 
10 paragraphs of Section 16 of the Federal Reserve Act and substi
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tutes in place of them 4 new paragraphs. The principal effect of 
the changes, aside from the alterations in procedure required by the 
elimination of the joint office of Federal Reserve agent and chairman, 
has to do with the security behind Federal Reserve notes. These 
changes introduce a totally new theory into the Federal Reserve Act, 
since they abandon the idea of specific cover for notes and replace it 
with the idea of a general and undefined claim against assets.

The present law (par. 2, sec. 16) provides that the Federal Reserve 
banks shall tender to the Federal Reserve agent specific collateral in 
an amount equal to the sum of the Federal Reserve notes applied for. 
The collateral thus pledged shall be “ notes, drafts, bills of exchange 
or acceptances acquired under the provisions of section 13 of this 
act” (the section relating to member banks’ discounts and advances) 
or bills of exchange and acceptances purchased in the market, or gold 
certificates. The present law also authorizes the Reserve banks to 
offer as collateral security “ direct obligations of the United States” , 
in an amount not less than the sum of Federal Reserve notes applied 
for. This authority, which was granted as an emergency power to 
terminate on March 3, 1935, subject to further extension up to 2 years, 
was in fact extended for the full period by proclamation of the Presi
dent on February 14, 1935. Pending further discussion of the use of 
Government obligations owned by the Reserve banks as collateral for 
their note issue, the point I want to emphasize here is that the present 
law provides not only that the circulation shall be 100 percent covered, 
but that the special quality of the cover is defined and restricted.

The new bill wipes out all of these prescriptions. It provides simply 
that Federal Reserve notes shall be “ secured by a first and paramount 
lien on all of the assets” of the respective Reserve banks. Further, 
the bill does away with the existing redemption provisions and would 
appear to permit one Federal Reserve bank to pay out another Federal 
Reserve bank’s notes. Instead, it grants to the Federal Reserve 
Board the power to prescribe rules and regulations under which Fed
eral Reserve notes shall be issued and retired, a clause which in itself 
is so broad and in terms so vague that the Federal Reserve Board, 
acting within its authority, might assume an arbitrary control over 
the volume and quality of the preponderant part of the country’s 
currency. The issue involved in the proposed change is not whether 
the nominal amount of the security behind Federal Reserve notes 
is sufficient to pay them off, but whether the quality of that security 
is sufficiently defined and its volume sufficiently restricted to main
tain the soundness of the country’s currency. These surely are not 
matters which can be left to the discretion of a small group endowed 
with arbitrary powers.

NEED FOR PROTECTING THE NOTE ISSUE

The universal experience of banks of issue in other countries and of 
the Federal Reserve banks up to the present time, is that the law must 
prescribe as precisely as possible exactly what assets can be used as 
cover— or collateral— for the note issue or else make some other 
arrangement to prevent undue expansion or arbitrary contraction of 
the currency. Central banks the world over have adopted some or all 
of three methods as follows:
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1. An exact definition of the quality of assets to be pledged against 

currency— whether gold, commercial paper, or other self-liquidating 
assets.

2. A rigid restriction of the quantity of notes that may be issued 
over and above the notes specifically secured by gold. The fiduciary 
issue of the Bank of England, specifically limited in amount, is an 
example of this type of restriction.

3. Limitations upon the amount of Government obligations owned 
by a bank of issue which it can use as security against notes; or else 
limiting their use to collateral for short-dated promissory notes of 
other borrowers which in turn can be used as cover for circulation.

In addition to the foregoing are the familiar requirements for 
metallic reserves or, in a diminishing number of cases, for metallic 
reserves and foreign exchange.

It is practically the unbroken record of central banking that where 
there has been no restraint on the type of collateral against which 
notes can be issued, the currency has become debased. And whether 
there are restrictions or not on the kind of business paper that can be 
used as cover, if there are no limitations on the use of Government 
obligations for that purpose, debasement is almost sure to occur as 
soon as the budget gets out of balance. I have already indicated in 
my discussion of the section of the bill dealing with the Federal 
Open-Market Committee that the power of the central bank to buy 
Government obligations directly from the Treasury and to issue notes 
against them furnished the chief mechanism for the French and 
German inflations. The same rule holds true with respect to other 
historic instances of inflation in many parts of the world.

EFFECTS OF THE BILL ON FEDERAL RESERVE NOTES

This bill, nevertheless, sets up the machinery for the same thing. 
The Federal Open Market Committee may decree, and the Reserve 
banks must undertake, the purchase of Government obligations in the 
market or, what is still more dangerous, from the Treasury itself. 
The transaction will be settled in Federal Reserve credit which will be 
immediately convertible into notes, and the purchased bonds will be 
their adequate security under tills law.

The same sequence holds, of course, for any other assets the Federal 
Reserve banks may acquire under the provisions of the bill. I have 
already discussed the section which permits the Reserve banks to 
lend to member banks on their promissory notes secured by “ any 
sound assets.” The fantastic extremes to which this power could be 
carried under the direction of a complacent Federal Reserve Board or 
under a Federal Reserve Board riding some theory of desired expan
sion will occur immediately to anyone. As soon as such paper be
comes, part of the assets of the Federal Reserve banks, it would 
provide security for additional issues of notes.

It is true that the requirements of the law calling for a minimum 
gold certificate reserve of 40 percent against Federal Reserve notes 
appear to set a limit to the expansion of the circulation. But this 
limit is very remote and would exercise little restraint before vast 
damage had been done. The gold certificates held by the Reserve 
banks plus the surplus gold held by the Treasury are now upwards of
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$8,700,000,000, whereas the amount of Federal Reserve notes in cir
culation is about $3,200,000,000. After making due allowance for 
other fluctuating elements, it is clear that the margin of currency- 
expansion is very great before the restraints of the required reserve 
would be felt.

And this leaves out of account three very important factors affect
ing the currency: First, the authority of the Federal Reserve Board 
under section 11 of the present act to suspend reserve requirements 
subject to penalty; second, that under the conditions specified in 
section 43 of the act approved May 12, 1933, the reserve requirements 
may be suspended without penalty; and third, the substantial increase 
in the silver certificate circulation already under way.

RECOMMENDATIONS ON SECTION 208

In my other recommendations I have proposed safeguards against 
the concentration in a few hands of the power to precipitate inflation 
or deflation. Amendments to the bill in the manner suggested would 
not only offer protection in those other connections but to the note 
issue as well. M y recommendations with respect to section 208 have 
been made with those proposals in mind and in order also to further 
the purpose of simplifying Federal Reserve internal procedure. The 
earmarking of individual collateral against notes has gradually be
come, I understand, largely a matter of form and it is urged that it 
be dispensed with on the ground that its elimination will do away 
with an unnecessary and cumbersome procedure. M y recommenda
tions admit of the elimination of that requirement while still adhering 
to the principle that the note issue be covered 100 percent with assets 
satisfying the rules of eligibility and furnishing certain other essential 
safeguards.

I recommend accordingly:
(a) That the specifications of section 16 of the present act with 

respect to the types of security eligible as cover for Federal Reserve 
notes be retained in the law, without, however, the requirement that 
individual collateral be explicitly earmarked. The amount of notes 
must never exceed the amount of the collateral eligible and available.

(b) That the use of Government obligations owned by the Federal 
Reserve banks as security against notes shall be subject to a penalty 
of at least 1 percent above the rate carried by the obligations so used.

I pointed out to Senator Couzens before lunch, and that is the 
place where that point arises, that as far as I am concerned I would 
be willing to see that power limited entirely rather than a penalty 
put on its use.

VI. C hanges in M ember B an k  R eserve R equirements

Section 209 of each bill gives the Federal Reserve Board power to 
change from time to time the reserve requirements of member banks; 
that is, the proportionate amounts of their own deposits which they 
are obliged to keep on deposit with the Reserve banks. Under con
ditions as they exist and as they are likely to remain for some time to 
come I can see in this proposed power only an instrument of defla
tion. Because of the leverage which the reserve requirements exert 
on the member banks, as I will presently explain, a vigorous applica
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tion of this authority would prove a very powerful instrument of
deflation. .

This section is proposed as an amendment to the sixth paragraph 
of section 19 of the existing Federal Reserve Act. In order to point 
out the differences between the existing law and what is proposed, I 
shall read the paragraph which it is desired to amend:

Notwithstanding the foregoing provisions of this section, the Federal Reserve 
Board, upon the affirmative vote of not less than five of its members and with the 
approval of the President, may declare that an emergency exists by reason of 
credit expansion, and may by regulation during such emergency increase or 
decrease from time to time, in its discretion, the reserve balances required to be 
maintained against either demand or time deposits.

The principal points of difference between the existing law and the 
proposed amendment are the following:

1. The existing law requires the declaration of an emergency by 
the Federal Reserve Board with the approval of the President. The 
new bill requires no declaration either by the Board or the President, 
and makes the adjustment of reserve requirements an ordinary func
tion of the Board.

2. The existing law presumes that credit expansion is already under 
way. The new bill permits the exercise of the power as a preventive 
to forestall either expansion or contraction.

3. While there is some ground for assuming that the existing law 
contemplates nation-wide action only, there is no doubt on that 
score in the Senate bill at all. The latter would give the Federal 
Reserve Board specific authority to alter the reserve requirements by 
Federal Reserve districts or by banking groups; that is, central re
serve city banks, reserve city banks, and country banks; or by bank
ing groups within any Federal Reserve district. It also seems to 
give the Board power (though this is probably not intended but 
merely a mistake in drafting) to alter the reserve requirements of 
any individual member bank anywhere. The House bill modifies 
this arrangement somewhat by dividing the member banks of the 
country into two classifications, (1) banks in reserve and central 
reserve cities, and (2) banks elsewhere. But its language is still so 
vague as to leave doubts whether or not the Reserve Board could 
alter the reserve requirements of any individual bank.

In other connections I have referred to the very large deposits 
which the member banks now have with the Federal Reserve banks. 
Taking the member banks as a whole, these deposits are about twice 
as much as the law requires— the existing requirements for banks 
in the central reserve cities are 13 percent of their net demand deposits, 
for banks in reserve cities 10 percent, and for banks elsewhere 7 per
cent; on time deposits the required reserves are 3 percent for all banks. 
The excess of the total deposits of member banks in the Reserve 
banks over their required reserves is now about $2,200,000,000, the 
result of two principal causes; first, the purchases of Government 
obligations in the open market up to the autumn of 1933, when they 
ceased, and second, the great influx of gold into this country in the 
last 15 months.

THEORETICAL USE AS A MEASURE OF CONTROL

Before I consider what would happen under conditions such as 
these, if the Federal Reserve Board were to make use of the authority 
which it is proposed to give it, I should explain the theoretical use of
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this power as a measure of control. Under the requirements as they 
stand at present, the member banks on average have to keep about 
$1 with the Reserve banks for every $10 of their demand deposits. 
If there are no excess reserves, an increase of a dollar in the Reserve 
deposits will support, by and large, an additional $10 of member bank 
demand deposits. Of course, if any individual bank expanded its 
loans at that rate when its reserve deposit increased, it would promptly 
get into trouble. But taking the banking structure as a whole, the rule 
holds theoretically good. A decline in a member bank’s reserve de
posits works theoretically in the reverse direction, and it either has 
to borrow additional reserve or reduce deposits, also at the ratio of 
about 10 to 1.

Accordingly, if the reserve requirements are raised or lowered, a 
powerful lever theoretically comes into play which has the effect 
either of inducing a member bank to lend more freely, or, on the other 
hand, forcing it to borrow or to contract its deposits.

PRACTICAL USE UNDER EXISTING CONDITIONS QUESTIONABLE

I now want to test out this theory under conditions as they exist 
at present, when the excess reserves are so very large. If the Federal 
Reserve Board were to reduce the reserves which the member banks 
have to keep with the Reserve banks the result would be merely to 
add to the excess reserves already existing. There is no ground for 
assuming that such a reduction under present conditions would give 
any substantial impulse to the growth of bank credit. An additional 
few percent of excess reserves would not afford an appreciable supple
ment to the stimulating factors which already exist nor would they 
remove any of the depressing factors. As for the future, I, of course, 
cannot prophesy; but I think it will be a long time before conditions 
are ripe for a reduction of reserve requirements to be effective in the 
direction of expansion.

But in the direction of contraction and deflation the exercise at 
times such as these of the power to raise reserve requirements would 
become effective very promptly, and increasingly so as reserve 
requirements were progressively raised. This is a matter of first-rate 
importance to business and recovery. While the member banks as 
a whole now possess reserves nearly twice the amount required, it 
does not follow that all individual banks are so placed. If the 
Federal Reserve Board should start raising requirements, one bank 
after another would find its reserves inadequate and would be obliged 
to borrow or sell investments or to call loans— or what is broadly 
the same thing, to let loans run off without granting new loans. 
Deflation thus artificially set in motion would be on the way before 
the existing excess reserves of the banks as a whole were exhausted.

It follows from this that under present conditions the exercise of 
the powers asked for in this section would not be effective in stimulat
ing the growth of credit, but would be very effective in retarding it, 
or even contracting the existing volume of credit. Moreover, the 
very existence of this authority in the unrestricted form proposed 
would have a restraining and even deflationary effect whether it was 
used or not, because it would introduce a now factor of uncertainty 
into banking and business calculations. No banker w'ould know how 
to lay out his lending policy because at any moment the Federal
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.Reserve Board, in its uncontrolled discretion, might decide to force 
him into debt or oblige him to curtail credit.

If it were not for the fact that the power to alter reserve require
ments might have value in an extreme emergency, as contemplated 
in the existing law, I would recbmmend that section 209 be eliminated 
altogether, but in order to preserve whatever contingent value it may 
have, I recommend that it be retained with the following changes:(а) That the power to alter reserve requirements of member banks 
shall be limited to emergency use, that its exercise be restricted within 
any 60-day period to a range of 10 percent of the requirements as 
they now exist arid that the maximum reached at any time shall not 
be higher than double the present level, or the minimum be lower 
than 75 percent of the present level.

(б) That any increase or decrease shall apply to all member banks, 
and shall be proportionate to the reserves now required to be main
tained.

VII. L oans on R eal E state

Section 210 of the Senate bill amends section 24 of the Federal 
Reserve Act, considerably broadening the power of national banks to 
lend against real estate.

The geographical restriction (within 100 miles) is removed. 
Loans up to 75 percent “ of the actual value” are permitted on con
dition that regular amortization within a period of 20 years is pro
vided for. Otherwise the loan can be but for 60 percent and the period 
but 3 years. (This compares with 50 percent and 5 years under the 
present act.)

The aggregate amount of real-estate loans of a national bank may 
not exceed its unimpaired capital and surplus or 60 percent of its 
“ time and savings deposits whichever is greater.” (This compares 
with 25 percent of the unimpaired and paid-in capital and 25 percent 
of the unimpaired surplus, or 50 percent of its savings deposits, as 
provided in the present act.)

The House bill makes material changes in the foregoing. It 
provides that national banks shall not make new real-estate loans 
for more than 60 percent of the “ appraised value” of real estate, but 
maturities are not specified. The Federal Reserve Board is to have 
general powers of regulation which perhaps include the power to 
determine maturities.

I am opposed to any change in the law which tends to weaken the 
banking structure and prevent it from doing its duty in times of 
emergency. Accordingly, in the light of the experience many banks, 
especially country banks, have had in recent years with real-estate 
loans, I seriously doubt the wisdom of relaxing the existing loan con
ditions. To the real-estate speculator easier credit terms would no 
doubt be advantageous, but to the lending bank they might well prove 
the reverse.

WEAKENING THE BANKING STRUCTURE

The tendency to weaken the banking structure is twofold. In 
the first place, certain bankers, forgetting the experience of former 
years and yielding to the desire for earnings which all bankers have at 
this time, may go ahead under the terms of the bill and make loans 
they would not grant on their own merits, trusting that the Federal
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Reserve banks under the authority proposed under section 206 would 
admit mortgages as collateral for Reserve bank advances. In 
doing so, they would be counting on an uncertainty, because under 
section 206 this facility can be withdrawn as readily as it is given. I 
think any banker making such a loan and finding out later that the 
Federal Reserve Board had changed the rules in the meantime, would 
be justified in charging that he had been misled. But the damage to 
his bank would have been done.

In the second place, even if this facility could be counted on, the 
lending banker would have no safeguard against a decline in the 
value of the mortgaged property to a point far below the high limits 
fixed in the bill. Real-estate values are peculiarly subject to local 
influences, which central credit policies, however generously con
ceived, can hardly affect. In cases of decline— and we have seen many 
such in recent years— the lending banker would be left with a d. pre
dated mortgage or depreciated real estate, and if he had already 
pledged the mortgage at a Reserve bank, he would have to make good 
on it. Thus the bill introduces a factor of insecurity which is bound 
to come to the surface at the most inconvenient time.

Moreover, even if the section were not open to objection on these 
practical grounds, I would oppose it for more general reasons. If, 
as I understand to be the intention, real-estate mortgages are to be 
admitted as collateral for Federal Reserve bank advances, then such 
loans under section 208 will become security for Federal Reserve 
notes. I know of no grounds upon which this procedure can be 
approved, and experience in foreign countries is against it.

Finally, the Senate bill as it stands does not sufficiently take into 
account the practical difficulties involved in the renewal of old real- 
estate loans falling due at this time. The Federal Reserve Board 
should have power to provide by regulation for such renewals so as to 
avoid the necessity for forcing liquidation as old loans mature. This 
point seems to be adequately covered in the House bill.

R E C O M M E N D A T IO N S  O N  SE C T IO N  2 1 0

I therefore recommend that as to new real-estate loans by national 
banks the following conditions shall apply:

(а) Unamortized loans to mature in not more than 3 years, and 
to be in amounts not exceeding 50 percent of appraised valuations.

(б) Amortized loans to mature in not more than 12 years, and to 
be in amounts not exceeding 60 percent of appraised valuations.

(c) Territorial limitations and the provisions with respect to the 
aggregate amount of real-estate loans a national bank may make, to 
apply as in the present act.

VIII. G eneral C onclusions

I have now reached the point in my discussion where I can draw 
some general conclusions based upon the analysis I have already given 
of title II, section by section.

First. The principle of local self-government in Federal Reserve 
administration is impaired. The authority of the directors of the 12 
Federal Reserve banks is much reduced. These are men of the highest 
standing in their several communities, fully representative of all the
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parties at interest, and intimately aware of local requirements. They 
lose their power to determine investment policies, their right to initiate 
discount rate changes definitely passes out of their hands, and their 
authority over the administration of the banks is largely taken away. 
Their power to elect the governor becomes merely the power to nomi
nate, and their nominee for governor must be approved and frequently 
reapproved by the Federal Reserve Board in Washington. The 
governor, in this manner made subject to the Reserve Board, is also 
made the person to whom “ all other officers and employees of the 
bank shall be directly responsible.” Thus the way is cleared for 
central domination— even for central political domination—-of the 
Federal Reserve banks, their policies and their personnel, with the 
directors occupying the impossible position of bystanders.

Second. The Federal Reserve Board or, as the case may be, the 
Federal Open Market Committee which the Board is able to control, 
can undertake at will to force an expansion or contraction of credit. 
The Reserve banks can be forced to buy or sell Government obliga
tions in the market or to buy them directly from the Treasury itself. 
The Federal Reserve Beard can arbitrarily raise or lower the reserve 
requirements of member banks. Operations of either sort, depending 
upon the circumstances in which they are undertaken, may work as 
powerful levers on the supply of credit, may be perfectly futile, or 
may produce results of great importance but entirely unpredictable. 
We cannot be sure that these powers would not be used for political 
purposes.

Third. The standards of banking practice are lowered. Encour
agement is given to banks to make a character of loans they would 
not ordinarily make in reliance upon the power of the Federal Re
serve Board to change the eligibility rules by regulation. These regu
lations in turn are changeable at will. It is not only the banking 
structure which may thus become enfeebled. The currency itself may 
deteriorate, for under the terms of the bill the Federal Reserve banks 
may acquire not only in an emergency but at any other time a type 
of assets which world-wide experience has proved to be unsuitable as 
security for the note issue.

The foregoing are serious indictments of the bill as it stands. Yet 
I believe I have given the adequate basis for each of them. I believe 
also that the changes I have recommended, assuming them to be 
adopted as a substantial whole, would remove from the bill the prin
cipal points of objection.

There remains one practical question. If the Federal Reserve 
Board gets the new powers proposed for it in title II, what can it do 
with them? I shall try to answer this question, having regard not to 
conditions as they may exist in theory or at some future time, but to 
conditions as they exist at present.

THE OBJECTIVE OF THE BILL

Let me first attempt to define the objective. Aside from such indi
cations as the proponents for the bill have given in their testimony 
before the House committee, there are three pieces of evidence in the 
bill itself which go to show the purpose of the legislation. The first
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of these appears in section 203, where the qualifications of the appoin
tive members of the Federal Reserve Board are described:

In selecting the six appointive members of the Federal Reserve Board the 
President shall choose persons well qualified by education or experience or both 
to participate in the formulation of national economic and monetary policies.

This is the paragraph which supplants the requirement in the pres
ent law that in selecting members of the Federal Reserve Board—
the President shall have due regard to a fair representation of the financial, agri
cultural, industrial, and commercial interests, and geographical divisions of the 
country.

The second appears as section 204 (b) of the House bill as it was 
passed. I believe an amendment to the same effect has now been 
offered to the Senate bill. That section says:

(o) It shall be the duty of the Federal Reserve Board to exercise such powers 
as it possesses in such manner as to promote conditions conducive to business 
stability and to mitigate by its influence unstabilizing fluctuations in the general 
level of production, trade, prices, and employment, so far as may be possible with
in the scope of monetary action and credit administration.

The third piece of evidence is negative. Both bills, the one now 
before the Senate and the one passed by the House, omit from the 
redraft of section 12A, which deals with the Open Market Committee, 
the following prescription for open market operations:

(c) The time, character, and volume of all purchases and sales of paper de
scribed in section 14 of this act as eligible for open-market operations shall be gov
erned with a view to accommodating commerce and business and with regard to 
their bearing upon the general credit situation of the country.

It is clear from the foregoing that the objectives set up for Federal 
Reserve policy differ materially from what Congress has fixed here
tofore. Instead of “ accomodating commerce and business” , for 
example, the Federal Reserve administrators are to be qualified “ to 
participate in the formulation of national economic and monetary 
policies” , and are to exercise such powers as they possess and as far 
as they can to mitigate “ unstabilizing fluctuations in the general 
level of production, trade, prices, and employment.”  This introduces 
the planning idea into Federal Reserve policy. In addition it con
stitutes a mandate to try out the powers granted in the bill plus those 
that the Federal Reserve authorities already have, in order to put 
the plans into effect.

So it appears that the objective of the bills is to put into the hands 
of a few persons— a majority of a total of eight— the power to manipu
late the credit and currency system of the United States in furtherance 
of a plan or a sequence of plans which they themselves may draw up. 
And all 8 hold office at the pleasure of the President; and 3 of them 
represent directly whatever administration is in power. This is a 
concentration of authority such as has not been known heretofore in 
the United States. It is set up without check or balance in law and 
with few restraints in fact. And perhaps the most serious aspect of 
all is that the exercise of these powers is capable of drawing off the 
savings of the people, of dissipating the endowments of our educa
tional and charitable institutions, of cutting down the real wages of 
labor, of putting a hidden tax on everyone who consumes and on 
many who produce. This bill is a measure not of security but of 
insecurity, for the exercise of powers freely granted under it can wipe 
the practical value of all social security legislation off the slate, and
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make benefits granted to the aged or the unemployed mathematical 
expressions only.

In saying this, I do not imply that any man or group of men would 
draw plans intentionally to such ends. Nor do I offer any criticism of 
planning as such, if by planning we mean the exercise of rational fore
sight and prudence. But I am opposed to planning if we mean experi
mentation with one powerful instrument after another upon the credit 
and currency of the United States, or if we mean the riding of one super
ficial, simple theory after another through the vast complex of Ameri
can economic life.

THREE EXPERIMENTS THAT MISFIRED

I think of at least three experiments tried in the last few years which 
have misfired. They have produced few or none of the results hoped 
for them, and on the contrary have started processes of incalculable 
consequence, the end of which is not yet.

The first of these, and perhaps the least important because reversal 
is at any time possible, was undertaken by the Federal Reserve banks 
themselves under powers they stilll possess. This was the purchase of 
Government obligations to which I have already referred in my dis
cussion of the Federal Open Market Committee. Between March 
1932 and November 1933 the Reserve banks bought about $1,600,000,- 
000 of Government obligations. What were the results? Federal 
Reserve bank loans to member banks went down $600,000,000, and 
their holdings of bankers’ acceptances declined about $90,000,000. 
Thus, out of the $1,600,000,000 of Government obligations purchased 
some $690,000,000 represented only a shift in the form of Federal 
Reserve bank assets. The effect in the beginning was to relieve strain 
in the member banks, but notwithstanding a strong impulse given to 
bond prices in the market, which has continued since that time, there 
was no proportionate stimulation of the growth of bank credit, one of 
the purposes which the purchase of Government obligations was 
intended to achieve. But the operation had one unexpected and 
profoundly important consequence which we still have with us in 
augmented form. The member bank excess reserves increased 
$735,000,000, which are capable of supporting some $7,000,000,000 of 
additional member bank deposits. The excess reserves so created 
may be regarded as a dangerous byproduct remaining over from an 
operation which was only partly successful.

The second experiment, quite the most important of the three I 
have in mind, was the devaluation of the dollar coupled with the 
purchase of gold at prices above the old gold parity of $20.67 an ounce. 
The purpose as I understood it at the time was to raise domestic 
prices roughly in proportion to the degree of devaluation. It is now 
nearly 2 years since we left the gold standard as we formerly knew it, 
and 18 months since we began to buy gold at prices gradually increas
ing until the present price of $35 an ounce was fixed on January 31, 
1934. There are few persons who pretend that this operation has 
accomplished its purpose. I recognize the fact that the prices of some 
basic commodities widely dealt in in the world markets have risen, 
but prices by and large have lagged far behind the rise in the price of 
gold; and even such increases as we have observed may be attributed 
in considerable part at least to the drought, to processing taxes, and
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to other causes. Meanwhile great damage has been done in other 
directions. Deflation and business distress have been forced upon 
other countries, currencies have become unsettled and foreign trade 
has been further depressed. For our part, we have increased our 
holdings of gold by some $1,500,000,000, but it has done us no good. 
The influx has merely added to our already ample gold stock and at 
the same time has caused the excess reserves of the member banks to 
rise to their present great proportions. Though the gold and these 
excess reserves are now dormant, they are in fact a potential source 
of danger in addition to that already existing, which must cause any 
thoughtful person serious concern.

The third experiment to which I refer was the silver-buying policy. 
As in the case of gold, it was hoped that it would result in raising the 
general price level. But except for its obvious effect on the price of 
silver itself, any healthy influence on the general level of prices has not 
been detectible. Far from improving conditions in the Far East, it 
has had the result of imposing a condition of acute depression upon 
China, and has seriously affected Mexico. As for our own currency, 
the result appears for the moment to be unimportant. New silver 
certificates have merely displaced to a relatively modest extent other 
forms of currency. Excess reserves of member banks have been 
further increased.

In citing these three experiments I have no desire to question the 
motives of their proponents. I cite them merely as examples of how 
the three outstanding efforts at currency and credit management have 
worked. They have not accomplished in any substantial fashion the 
results they were designed to produce. On the contrary, they have 
produced results which were not desired and are not desirable. Is 
there any reason to assume that the five men who will constitute the 
majority of the Federal Reserve Board, now to be endowed with arbi
trary powers, will be any more successful in accomplishing desired 
results through credit and currency management?

I think they will be less successful, rather than more so. And for a 
reason that does not in the least reflect upon their capacity but merely 
takes account of facts as they are.

THE STUBBORN OBSTACLE TO CREDIT MANAGEMENT

Perhaps the most unlooked-for result of these three experiments is 
that credit and currency management in any effective sense was not 
brought nearer but was made more remote. I have referred many 
times to the excess reserves of the member banks, now about $2,200,- 
000,000. These were created almost entirely by the three experi
ments I have referred to ; but they will have to be eliminated, or nearly 
so, before the Federal Reserve authorities can even start a program 
of currency and credit management. They furnish a cushion between 
the Reserve banks and the member banks which necessarily softens 
the impact of any policy of expansion or contraction which the central 
authorities may put in operation. This is a stubborn fact of primary 
importance in considering the practical value of the powers it is 
proposed to place in the hands of the Federal Reserve Board.

Assuming that the powers are granted, what can the Board do to 
eliminate the excess reserves? One way, which would be entirely 
within the authority of the Federal Reserve Board, would be to
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contract Federal Reserve credit. It could order the Reserve banks 
to sell to the market out of their own holdings successive lots of Gov
ernment obligations, thereby drawing down the deposits of member 
banks at the Reserve banks until the excess reserves were exhausted. 
The effect upon the market for Government obligations and upon the 
credit policies of banks generally as this process was followed through 
has already been discussed in the section on the Federal Open Market 
Committee. As an alternative to this method, the Reserve Board 
could arbitrarily raise the reserve requirements of member banks. 
Again, as in the case of the sale of Government obligations to the 
market, deflationary effects would become more and more acute as 
the process went on. There are, of course, other possibilities, such, 
for instance, as a loss of some $2,000,000,000 of gold to foreign coun
tries, and a withdrawal of Treasury balances from the member banks. 
But I dismiss the first as very unlikely to occur, and the second because 
it would be only a temporary expedient to be immediately reversed 
as soon as the Treasury paid out the funds in the course of business.

The other way of eliminating the excess reserves is by processes of 
expansion of member bank credit. That is, the deposits of member 
banks would have to rise to such a degree that the excess reserves 
would become part of the required reserves. I hesitate to assign a 
figure to the expansion which would have to take place because many 
cross currents could intervene to change the result. But the present 
deposits of member banks in the Reserve banks are rather more than 
twice what the law requires, and it is obvious, therefore, that a vast 
change must take place in the existing situation before the excess 
reserves would all fall into the category of required reserves.

The Federal Reserve Board has only partial powers, even under the 
expanded authority granted in the bill, to carry such a program 
through. It can relax the rules governing the kind of paper eligible 
for rediscount. It can encourage the member banks to make mortgage 
loans, for example, on the chance that such loans can be pledged as 
collateral for advances at the Reserve banks. It can, in other words, 
persuade the member banks to make loans of a sort they would not 
ordinarily make, so as to swell the volume of bank credit.

These are relatively slow methods, because the lending bankers will 
have to take the brunt of the risk, and with the experiences of the 
past few years in mind many will exercise restraint. But here another 
factor intervenes, the combination of a widely unbalanced budget, 
heavy Treasury borrowing, and complete independence of such checks 
as market conditions ordinarily impose. The extent and speed with 
which this combination could operate to eliminate the excess reserves 
would be determined only by the will and capacity of the Government 
to spend.

ARTIFICIAL FACILITIES FOR TREASURY BORROWING

I have referred already to the fact that purchases by the Reserve 
banks of Government obligations directly from the Treasury are com
monly regarded as open-market operations. I repeat it here merely to 
emphasize the ease with which the Treasury and the Reserve Board 
could collaborate in financing the budget deficit. The Reserve banks 
would have to supply the funds whether they approved or not. Nor 
s this all. Under legislation such as the proposed social security bill,

i
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insurance reserve funds are to be set up in the Treasury for unem 
ployment insurance and old-age pensions. These funds offer everj 
facility for financing budget deficits. The reserve fund under the 
social security bill would amount in 7 years to some $9,000,000,000, 
and ultimately to $32,000,000,000. Sums of such magnitude, coupled 
with ready access to the credit-making powers of the Federal Reserve 
banks, would detach any Congress and indeed any Secretary of the 
Treasury completely from reality and tempt them to a course of 
reckless extravagance.

THE DANGERS OF FURTHER EXPERIMENTATION

We must not delude ourselves. The three efforts to accomplish a 
higher price level by manipulating credit and the currency have failed. 
But they have left behind them a vast amount of explosive material 
which some future effort may set off. The potentialities are so vast, 
and the restraints so few that should some later effort succeed the 
result would most likely not be an isolated detonation but a vicious 
and perhaps uncontrollable conflagration.

In the recommendations I have made in the course of my discussion 
of the several sections of the bill I have attempted to remove the 
hazards to business and the public welfare which the bill contains, and 
to preserve those features which promote the efficiency of the Federal 
Reserve system for both ordinary and emergency action. In making 
my proposals and in my discussion I have had to draw on banking 
knowledge and to use banking terms. But the language used should 
deceive no one. This bill is not the business of the banks, except as 
they are concerned in the welfare of the nation as a whole. Its effect 
is upon every member of the community, and the threats it contains 
are directed, however unwittingly, against the entire citizenship of the 
country.

Senator G lass. Does anybody care to ask Mr. Aldrich any 
questions?

Senator M cA doo. I think I would like to ask a question.
Mr. Aldrich, what would you call sound currency in the present 

state of our financial affairs in this country?
Mr. A ldrich . Well, 1 think that under the present circumstances 

the currency provisions of the present Federal Reserve Act, with the 
stabilization on the basis of gold as now provided, make sound 
currency.

Senator M cA doo. Y ou are taking into consideration the fact that 
we are off gold, of course?

Mr. A ldrich . Yes; and I have not taken into account the action 
that we might take under a bill such as this is which permits an ex
pansion of currency which would be out of any relation to gold. May 
I just state that more accurately? The amount of the currency 
available for payment is well regulated by the amount of gold.

Senator M cA doo. In what way?
Mr. A ldrich . By those provisions of the Federal Reserve Act with 

regard to gold certificates.
Senator M cA doo. There is no gold reserve back of the certifi

cates—
Mr. A ldrich . The entire provision as to the payment of gold either 

in currency or Government obligations has been eliminated, but there
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is a provision for gold certificates, although you cannot get gold for 
them.

Senator M cA doo. Assuming that we have a gold base, how much 
gold backing would you consider we should have against currency to 
make it sound, without other security?

Mr. A ldrich . I have not given any consideration to that, Senator. 
I have felt that the provisions of the original Federal Reserve Act 
which provided for gold backing plus commercial paper and other 
assets were sufficiently sound. I have never given any thought to 
the percentage of gold backing that is necessary, because at the present 
time you could not get gold. The only possible effect of the provi
sion is to limit the amount of currency outstanding to a certain ratio 
to the free gold available.

Senator M cA doo. W hat ratio would you say was reasonable to 
make the currency a sound currency?

Mr. A ldrich . The present ratio provided is 40 percent, is it not?1
Senator M cA doo. Yes. Do you think a currency based on 40 per

cent would be sound?
Mr. A ldrich . Of course it was not based on 40 percent of gold 

alone; it was based on 40 percent of gold plus certain other assets.
Senator M cA doo. I am talking about a currency based on gold, 

now. Take United States notes. We have about 347 millions of 
outstanding notes and we have a little over 40 percent back of them. 
Do you consider that sound currency?

Mr. A ldrich . I would think so; yes. Of course I do not pretend 
to be an expert on the amount of gold backing that is necessary behind 
currency. I suppose in theory the purpose of setting 40 percent 
reserve is that in ordinary times that would be sufficient. At the 
present time of course it has no effect at all except for providing a 
theoretical limit to control the amount of currency in actual cir
culation.

Senator M cA doo. Yes; but I am disregarding that and asking you 
the question as to whether or not you regard a currency as sound that 
is backed by 40-percent gold reserve.

Mr. A ldrich . If I had to answer that question with the small 
knowledge that I have— and I do not pretend to be an expert on the 
subject— I would say yes.

Senator G lass. If there is nothing else?
Mr. A ldrich. Provided you had the other assets you have in the 

system as provided for.
Senator M cA doo. I am not speaking of the Federal Reserve 

System. We will take, for instance, United States notes which are 
backed by a little more than 40 percent of gold reserve. They once 
had no gold reserve, and we put 40 percent of gold back of them, or 
44 percent. Is it not axiomatic that a gold reserve of 40 percent 
back of currency establishes it as sound money?

Mr. A ldrich . I should say that that was so, although, as I have 
said, I do not pretend to be an expert on the subject.

Senator C ouzens. Is the Senator trying to get an answer from Mr. 
Aldrich as to the difference in value of those United States notes and 
Patman notes?

Senator M cA doo. N o. I was just trying to find out what bankers 
regard as necessary, in the way of a gold reserve back of currency, 
to establish sound currency.
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Mr. A ldrich. I really ought not to try to answer the question r 
Senator, because I have not given it any serious consideration.

Senator M cAdoo. Is it not axiomatic among bankers that 40 
percent of gold is an adequate reserve, regardless of anything else?

Mr. A ldrich. That would be my own impression.
Senator G lass. That was not the view of bankers in 1913 when we 

adopted the Federal Reserve Act, because we put 60 percent of com
mercial paper behind the 40 percent gold reserve.

Senator M cA doo. One hundred percent of commercial paper.
Mr. A ldrich. I may have misunderstood Senator McAdoo’s 

question; but this act as it stands provides for 40 percent gold backing 
plus this other security.

Senator M cA doo. I understand that. I was just trying to develop 
what is, I think, the accepted axiom among bankers, that a 40-percent 
gold reserve back of currency is an adequate reserve to establish sound 
money.

Senator G lass. W e have not got any now.
Senator C ouzens. Y ou mean, 40 percent of gold, not------
Senator M cAdoo. Yes; 40 percent of gold back- of currency is 

generally accepted as creating sound money.
Senator C ouzens. Y ou would want something else besides that.
Senator M cA doo. Not necessarily. In the Federal Reserve Act 

we did, in the beginning, have a hundred percent, as I recall it.
Senator G lass. At first, and then it was reduced to 60 percent.
Senator M cA doo. I mean, 100-percent commercial paper and a 40- 

percent gold reserve. And we had no currency before that time that 
was anything like so well secured as that. We had never had in the 
history of our country.

Senator C ouzens. Would you think that currency supported by 
40-percent gold alone and without anything else would be adequate to 
establish a sound currency?

Mr. A ldrich . I do not know of any such provision; I should not 
think it wmuld be.

Senator M cA doo. It depends on whose currency it is, does it not?
Mr. A ldrich . That may be.
Senator G lass. It depends very much upon circumstances. As a 

matter of fact, I am old enough and I hate to confess it-------
Senator M cA doo. We deny it, anyway.
Senator G lass (continuing). To remember when greenbacks were 

worth 34 cents on the dollar. We did not call them money at all; 
we called them “ shin plasters” when I was a boy.

Mr. A ldrich . I understood the Senator’s question to refer to the 
type of security issued under the Federal Reserve System.

Senator G lass. N o.
Mr. A ldrich . If he is talking about greenbacks, that is another 

matter.
Senator G lass. I will not undertake to say what he referred to. 

The Senator has gone now.
Senator C ouzens. M y impression was that he was referring to the 

Patman notes. I am not sure.
Senator G lass. Yes; you indicated that that was your impression.
Mr. A ldrich . The Patman notes have no coverage at all, have 

they?
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Senator G lass. They have not as much coverage as a Government
bond. .

Mr. A ldrich . A s a matter of fact, at the present time I do not 
think you could get gold for any obligation.

Senator G lass. Neither of them is covered now. We are on a 
fiat currency and a fiat bond basis.

Mr. A ldrich. Of course that is the danger of the whole situation,
if that is the fact. . . . . .

Senator G lass. Of course it is the fact. If you tlunk it is not a 
fact, get caught with any gold in your pocket. They will put you
in jail. . • i to

Air. A ldrich . M ay I make a few observations as to title I?
Senator G lass. Yes.
Mr. A ldrich. In the bill passed by the House the assessment rate 

has been increased to one-eighth of 1 percent of the average total 
liability for deposits (instead of one-twelfth of 1 percent of the total 
deposit liability). The average is to be determined as of the close 
of business on 1 day of each of 3 or more months preceding July and 
January in each year. The days are to be designated by the F. D. I. C. 
board of directors in June and December of each year. The provision 
of the Senate bill for a lower rate of refund or credit not exceeding 
50 percent of the annual rate has been eliminated.

I just want to say apropos of that change that the one-twelfth of 
1 percent of the total deposit liability, with the possibility of a refund 
of part of it, is a very heavy burden on all of the banks as it stands, 
and to raise that to one-eighth creates, I believe, a very serious 
situation, because it is taking away the earnings of the banks which 
might very well be held by the banks individually as additional 
reserves against losses, and putting the amount of money so taken 
away into a fund in the F. D. I. C. which only becomes usable in case 
of the insolvency of some bank. In other words, it is preventing that 
fund from being used as reserve by banks which are doing business, 
and putting it into a place where it is held dormant until some emer
gency occurs.

Senator Oouzens. Might not that also be used for dividends as 
well as reserves, if it was not collected by F. D. I. C.?

Mr. A ldrich . Yes; but with the banks where they are now it is 
either a question of having to put up reserves— I mean, that is some
thing that they would be obliged to do. It would mean, as a practical 
matter, the banks that are paying dividends would be forced to re
duce dividends, or the banks that were not paying them would be 
unable to put up the reserve. It depends upon what is the condition 
of the individual bank, of course.

Senator G lass. What do you think of the suggestion that the 
assessment in no event should be an annual assessment except until 
a fund of half a billion dollars was created, and then the assessment 
automatically ceases until that fund should be impaired, say, by 
25 percent, and then the assessment is automatically resumed?

Mr. A ldrich . I should think that would be very much better than 
the present plan. I think there is a real reason for enabling banks at 
the present time, with the great difficulty they have of making any 
money because of the low interest rates and the difficulty of getting 
out credit— I think they ought to be permitted, as far as possible, 
after this fund has been built up to a reserve fund and until it was
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reduced again, to keep their, earnings so that they can set them up in 
reserves for contingencies or maintain the present dividend rate, 
because there will not be any banks increasing their dividend rate, I 
believe.

There is one other thing that I would like to say about title I of the 
bill. In the bill passed by the House the factors to be considered 
(and certihed by the Comptroller of the Currency or the Federal 
Reserve Board) in determining whether banks may be accepted for 
membership in the F. D. I. C. are only the financial condition and 
adequacy of the financial structure. The Senate bill provides that in 
addition to the above-mentioned factors the following should also be 
considered: Future earnings prospects, general character of manage
ment, convenience and needs of the community served, and whether 
corporate powders of the applicant bank are consistent with the 
purpose of the F. D. I. C.

I just wanted to say that it seems to me that the provisions of the 
Senate bill are very much better in that respect than the provisions 
in the House bill.

There is one thing about title III that I would like to refer to if, I 
may. Did you have some question, Senator Couzens?

Senator C ouzens . No.
Mr. A l d r ic h . That is with respect to paragraph 2 of section 21 (a) 

of the Banking Act of 1933. In regard to that, this is what the House 
committee has to say [reading!:

Section 303 (b) would repeal entirely paragraph (2) of section 21 (a) of the 
Banking Act of 1933, which makes it a crime for any person, firm, corporation, 
association, business trust, or other similar organization, other than a financial 
institution or private banker which is subject to examination and regulation 
under State or Federal law, to engage to any extent whatever in the business of 
receiving deposits, unless such person, firm, corporation, association, business 
trust, or other similar organization submits to examinations and makes reports 
to the Comptroller of the Currency of the Federal Reserve bank of the district. 
Furthermore, this paragraph has given rise to many administrative difficulties 
because of the division of authority between the Comptroller of the Currency 
and the Federal Reserve Banks, the lack of any provision for defraying the 
costs of examinations, and the lack of any provision for requiring corrective 
actions when unsatisfactory conditions are discovered.

The Comptroller of the Currency recommended some amendments to this 
paragraph but the committee voted to repeal the paragraph altogether, not only 
because of doubts as to its constitutionality but because it did not appear that 
the paragraph could be amended in a practicable manner so as to eliminate 
difficulties inherent in the situation. Inasmuch as dangerous conditions found 
to exist in such institutions are not subject to correction under the law, the 
present situation tends to deceive the public by causing it to have a false con
fidence in such institutions, based on the knowledge that they are subject to 
Federal examination, because the public will assume that being subject to such 
examination they are also subject to supervisory regulation and control.

The Comptroller, in his statement at the hearing before the House 
committee, said that section 303 (b) as proposed in title III of the 
pending bill (reading)—
makes it clear that section 21 (a) (2) of the Banking Act of 1933 does not require 
that business institutions which accept deposits only from their own officers, 
agents, or employees need submit to examination and publication of reports of 
condition. Hundreds of corporations, such as the B. & O. Railroad, Chrysler 
Motors, Deere & Co. permit employees to leave part of their wages on deposit 
and in turn loan these funds to other employees so as to encourage thrift and be 
of assistance thereto.

This section also makes it clear that the expense of examining private banks 
by this office or by the Federal Reserve Board shall be paid by the institution
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examined, as there are otherwise no funds available to bear the expense of such 
examination.

I think the chairman of the subcommittee will remember that 2 or 
3 years ago I submitted to him a brief on the constitutionality of that 
section.

Senator G lass. Yes; that is your “ baby.”
Mr. A ldrich . The repeal of that section will have the effect of 

permitting commercial banks, other than incorporated banks, to pro
ceed without regulation or publication of statements in all States 
where the State law does not provide therefor; and to my mind it is 
a very unwise thing to repeal that provision.

Senator G lass. Does your State now provide for examinations?
Mr. A ldrich . It does not.
Senator G lass. It did not at that time, I know.
Mr. A ldrich . It does not now, except for banks which take 

deposits of less than $7,500. I have a memorandum here saying 
that the New York law does not require examination or supervision 
by the New York Superintendent of Banks of private banks which 
only accept deposits of $7,500 or more from any person. I just call 
the attention of the committee to that-------

Senator C ouzens. Is it your idea that it ought to be reinstated?
Mr. A ldrich. I think the recommendations of the Comptroller 

of the Currency with regard to that section, as stated in the hearings 
before the House committee, should be followed. There is no indi
cation from what source the suggestion of changing that section 
comes, except that shown in the report of the House committee. 
There is nothing in the testimony before the House committee, with 
the exception of the statement of the Comptroller of the Currency 
that I have just read.

Senator B yr n es . With reference to a private bank, do you think 
Congress has the power to legislate with reference to an individual 
bank in the city of New York, for instance, in accepting deposits?

Mr. A ldrich . I submitted to Senator Glass 3 years ago a memor
andum to the effect that under the powers of Congress with regard to 
the currency and its powers with regard to banking, it has the right 
to provide that any bank taking deposits shall submit to examination.

Senator G lass. I have the brief filed away somewhere; but I will 
say in all frankness that I did not agree with that brief, but we put it 
in nevertheless.

Senator B yr n es . As to examination of these banks, as I recall it 
the Comptroller expressed the view that the result of the examina
tions was filed in the Comptroller’s office and he knew not what to do 
with it. He had no power to enforce it.

Mr. A ldrich . This is the testimony of the Comptroller that I 
have right here, that I just read from.

Senator B yr n es . I mean before this subcommittee he made that 
statement.

Mr. A ldrich . When was that, Senator?
Senator B yr n es . A few weeks ago. He made the statement that 

he could not forward it to the State bank examiner because the State 
bank examiner had no power to regulate private banks, and he had 
no power, and therefore it was on file. They were conducting an 
examination, entering the bank, but it was simply an academic

129688— 35— pt 2----- 6

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



432 BANKING ACT OF 193  5

matter, that they could not accomplish anything, and that he had no 
power and the State had no power. I wondered what your view was 
with reference to it.

Mr. A ldrich . The effect of that provision of the law has been that 
commercial banks, not incorporated banks, have been required to file 
statements and make them public.

Senator B yr n es . But this is what the Comptroller stated, which 
impressed me at the time, that there was no regulatory power that 
could be enforced, but at the same time a banker could advertise to 
his depositors that he had been examined and investigated by the 
United States Government, and it gave to him a prestige that was not 
warranted.

Mr. A ldrich . He would be advertising a fact which was not so.
Senator B yr n es . But maybe it is so that he was investigated.
Senator C ouzens. Can we not make a prohibition against that?
Senator B yr n e s . I think something should be done about it. If 

you are advertising to your depositors that reports are being made by 
the United States Government, it gives a security that is not war
ranted, since the Government has no such power.

Mr. A ldrich . If any banks are holding out to their depositors 
anything which is not so, they ought to be prevented from doing it.

Senator B yr n e s . As a matter of fact, the statement made to us 
was that such reports were being filed.

Senator T o w n sen d . I think, Senator Byrnes, that the Comp
troller’s statement was on the basis of the examinations being made 
by both his department and the F. D. I. C .; the F. D. I. C., for 
instance, accepted the report of the State examiner.

Senator B yr n es . 1 understood the suggestion to be, and it rather 
impressed me as being meritorious, that if they have no responsibility 
they should not be considered.

Senator G lass. When we begin to take up the bill we will get the 
Comptroller to tell us what he means.

Let me ask you one question, Mr. Aldrich. Of what particular 
advantage is a national charter to a bank if the right of circulation 
is to be canceled?

Mr. A ldrich . Wrell, I cannot saj7 that it has much advantage ex
cept that of course it is subject to the jurisdiction of the Federal 
courts in a great many cases, not to the jurisdiction of the State courts.

Senator G lass. The reason I asked the question was that I wanted 
to be careful and not encourage national banks to go out of the 
Federal Reserve System by adopting laws that might be peculiarly 
offensive and damaging to their business.

Mr. A ldrich . Of course that is a difficulty which is inherent in this 
whole situation; there is no doubt about it, if these tilings are carried 
to the point where it is made impossible or extremely difficult to 
operate profitably there will be a tendency to withdraw from the 
System and take out a State charter.

Senator C ouzens. WThat would be the advantage of a State charter 
if they were forced into the Federal Reserve System?

Mr. A ldrich . I do not get that, Senator Couzens.
Senator C ouzens. It is contemplated to force all of the State banks 

into the Federal Reserve System; and I ask you whether there would 
be any greater advantage in having a State charter under those cir
cumstances than having a national charter.
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Mr. A ldrich . If they are all members of the Federal Reserve 
System?

Senator C ouzens. Yes.
Mr. A ldrich . I doubt it.
Senator C ouzens. In other words, you think it would be a case of 

Tweedle-Dee and Tweedle-Dum between a State charter and a na
tional charter if they were all members of the Federal Reserve 
System?

Mr. A ldrich . I should think so.
Senator G lass. Well, you could transact various kinds of business 

under a State charter, if you were a nonmember bank, that you 
would not be permitted to transact as a member bank in the Federal 
Reserve System.

Mr. A ldrich . That is quite true; but I understood the Senator to 
say, would that advantage continue to exist if we were forced into the 
Federal Reserve System. I do not think it would.

Senator G lass. M y suggestion was as to nonmember banks.
Mr. A ldrich . They would have an advantage, unquestionably, 

and there is no doubt but what it is a real advantage.
Senator C ouzens. In other words, you would rather have a State 

charter without membership in the Federal Reserve System than a 
national charter; is that right?

Mr. A ldrich . N o ; I don’t think that at all. As a matter of fact, I 
personally have the greatest pride in representing a national bank. I 
do not want to do anything like that.

Senator C ouzens. In other words, you see enough advantage in 
having a national charter and being a member of the Federal Reserve 
System to justify your being in it?

Mr. A ldrich . 1 would not put it that way. As far as I am per
sonally concerned, I have been in a national bank at all times, and 
I think that up to the present time there certainly has been no 
reason for saying that I see any advantage in being a State nonmember 
bank which would make me feel like giving up the national bank 
charter and becoming a State nonmember bank. But I can conceive 
of a situation arising where that might be advantageous.

Senator G lass. Not to your particular bank, but you know of 
other banks, perhaps, to whom it would be advantageous?

Mr. A ldrich . Yes. It is more apt to be smaller institutions than 
ours.

Senator C ouzens. Are the smaller national banks making any 
money now?

Mr. A ldrich . Well, yes; but not much. This F. D. I. C. assess
ment is something terrific. It is going to cost us a million and a half 
dollars a year.

Senator C ouzens. H ow much interest did it cost you before you 
were prohibited from paying interest on commercial deposits?

Mr. A ldrich . I cannot remember, but it was a substantial amount.
Senator C ouzens. 1 would venture to say it was more than a 

million and a half.
Mr. A ldrich . I doubt it. It might have been. But in any event, 

we are not earning much money now, any of us, and that is a very 
substantial amount.

Senator C ouzens. But you have been saved from a lot of competi
tion that you used to encounter.
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Mr. A ldrich . Undoubtedly there has been a saving in the provision 
that we cannot pay interest on demand deposits.

Senator C ouzens. Absolutely. I know that many of the big 
institutions used to shop around and get big prices for their deposits, 
which now they cannot do.

Mr. A ldrich . That is right.
Senator G lass. The chief reason for putting that provision in the 

law was that the big banks were drawing all the surplus funds from the 
interior banks. That is why we put it in. We were not so much con
cerned about your making money. We were concerned about draw
ing all the money from the balance of the country.

Mr. A ldrich . Senator, may I say just one more word about the 
matter in regard to the Comptroller General? He is appointed by 
the President, and I would like, with a great deal of seriousness, to call 
your attention to section 42 of title 31. I really would like to urge 
upon this committee with the greatest seriousness the considera
tion of putting into the provisions with regard to the term of office 
of the members of the Federal Reserve Board the same kind of 
restrictions on removal that are provided for by title 31. Section 
303 of the act of June 10, 1921, with regard to the removal of the 
Comptroller General, provides that [reading]:

The Comptroller General may be removed at any time by joint resolution of 
Congress, after notice and hearing, when in the judgment of Congress the Comp
troller General has become permanently incapacitated or has been inefficient or 
guilty of neglect of duty or of malfeasance in office or of any felony or conduct 
involving moral turpitude, and for no other cause and in no other manner except 
by impeachment.

That is, during his term of office, of course.
Senator C o u z e n s . Certainly I  would not approve of any such 

proposal as that. I know too many officers now that ought to be 
removed.

Senator G l a s s . We are obliged to you, Mr. Aldrich.
(Whereupon, at 3:15 p. m., the subcommittee adjourned until 

tomorrow, Thursday, May 16, 1935, at 10:30 a. m.)
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THURSDAY MAY 16, 1935

U nited  States Sen ate ,
Subcommittee of the C ommittee on B anking  and C urrency ,Washington, D. C.
The subcommittee met, pursuant to adjournment on yesterday, at 

11a.  m., in room 301, Senate Office Building, Senator Carter Glass 
presiding.

Present: Senators Glass (chairman of the subcommittee), Buildey, 
McAdoo, Byrnes, Townsend, and Couzens.

Present also: Senator Thomas P. Gore of Oklahoma.
Senator G lass. The committee will come to order. Dr. Anderson, 

we have before us the Senate bill with which you are undoubtedly 
familiar, and also the bill as it passed the House, No. 7617; and we 
will be glad to have your judgment of the bills before the subcommittee 
Just give your name and occupation for the record.

STATEMENT OF BENJAMIN M. ANDERSON, Jr., ECONOMIST, 
CHASE NATIONAL BANK OF THE CITY OF NEW YORK, RIVER- 
DALE, N. Y.

Mr. A nderson . M y name is Benjamin M . Anderson, Jr. I am 
economist of the Chase National Bank of the city of New York, 
and my address is Riverdale, N. Y.

Mr. Chairman, I do not want to try to go over the whole bill or to 
take up administrative features of it. I want to concentrate on title 
II, and in connection with title I I I  want to talk chiefly about certain 
questions of principle, theory and objectives rather than the details 
of the matter. The presentation yesterday was very full and very 
thorough, and I do not want to go over that whole ground.

Senator C ouzens. May I ask, before you begin, if you concur 
completely in all the testimony of Mr. Aldrich?

Mr. A nderson . Just about as completely as one vigorous man can 
with another, Senator. I associate myself very gladly with the 
general propositions and practically every detail that Mr. Aldrich 
presented.

Senator C ouzens. I am glad that you are not going to repeat it, 
then.

Senator G lass. You may proceed, Dr. Anderson.
Mr. A nderson . M y first proposition would be that title II does 

not seem to me to be needed for any present purpose, from the stand
point of the Administration’s policies; that it contains no provision 
which is needed to enable the President or the Federal Reserve Board 
or the Treasury to do anything that they wish to do with respect to
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the present situation. The President has today full power to proceed 
on virtually any monetary or credit theory that he wishes to proceed 
on, under the powers granted by the Thomas amendment, the gold 
bill of 1934 and the recent silver legislation. I do not see that the 
temporal limitations in the gold bill would affect this proposition. 
They relate to only two points in the gold bill.

I do not see that the temporal limitation in the Thomas amendment 
for the receipt of silver for interallied debts makes any difference in 
the proposition. The Treasury has enormous power to expand the 
already terribly excessive reserves of the member banks in connection 
with the stabilization fund, and the power to contract member bank 
reserves and, through them, the general volume of bank credit exists 
adequately. The Federal Reserve System could sell Government 
securities or, under the Thomas amendment, the existing reserve 
requirements could be raised, or the Treasury could float a funding 
loan and turn the proceeds into the Federal Reserve banks and take 
up Government securities. There are no limitations on the power 
of the President growing out of the existing gold reserves. Gold 
reserves are notoriously very excessive, and there is no evidence of 
any disposition on the part of the Federal Reserve System to resist 
the administration’s program.

So that I see no reason for the enactment of title II in a hurry. 
There is plenty of time to work the matter out right if you are going 
to reorganize the Federal Reserve System.

I want to talk about title II from the standpoint of long-run 
policy, the theory and objectives of it. For one thing, I believe that 
it is designed to embody in our law a radically new theory regarding 
Federal Reserve policies and objectives. It prescribes new qualifi
cations for the members of the Federal Reserve Board which sound 
harmless as stated, but which attain a dangerous significance when 
the background is understood. The members of the Federal Reserve 
Board are to be persons well qualified by education or experience or 
both to participate in the formulation of national economic and 
monetary policies.

I think if you had been concerned with this problem in the drafting 
of the original Federal Reserve Act you would have said that they 
should be persons well qualified to regulate the money market and to 
regulate the banking system of the country, which is a very different 
thing.

This provision of the proposed new law should be read also in 
connection with the language defining the objectives of Federal 
Reserve policy as stated in the new draft of H. R. 7617 of April 19, 
1935 [reading]:

It shall be the duty of the Federal Reserve Board to exercise such powers as it 
possesses in such manner as to promote conditions conducive to business stability 
and to mitigate by its influence unstabilizing fluctuations in the general level of 
production, trade, prices, and employment as far as may be possible within the 
scope of monetary action and credit administration.

This passage says nothing about the more fundamental function of 
the Federal Reserve System, which is to protect the soundness of the 
currency and to protect the quality of credit in the country, to provide 
additional currency for seasonal needs and for emergencies, and to 
expand credit as needed for the accommodation of commerce, industry, 
and agriculture. That is their first job.
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Senator C ouzens. D o you think the omission of that has any great 
significance?

Mr. A nderson . I do, Senator. I think the omission of that has 
great significance. I think that right here we have a radically new 
theory and a radically new proposal.

Senator M cA doo. D o you think that the inclusion of what you 
read there a moment ago is of any value, that it means anything?

Mr. A nderson. I would like to see it much more definite, and I 
would like to see definite provisions as to the quality of credit and 
as to checking unsound speculative booms, because this new theory, 
in application by the men who are behind it, insisted in 1928-29, 
“ Don’t raise interest rates.” They held then, Professor Cassel 
especially—

Commodity prices are not rising; in fact, they have gone down a little. The 
Federal Reserve System must not tighten money under those circumstances. 
Rather it should make money easier. What the stock market does is not the 
concern of the Federal Reserve System. It is concerned with keeping steady 
the level of commodity prices.

Senator C ouzens. Did you agree with him then?
Mr. A nderson. I did not, sir; and I want to offer for your record, 

if I may, a speech which I made in 1929 in Rotterdam before the 
Netherlands University, taking as my text Professor Cassel’s doctrines 
and undertaking to refute them. I will offer that for the record, 
asking, however, that for the statistical appendix there be substi
tuted the statistical appendix to the Chase Economic Bulletin of 
May 1932, which gives the same figures but brings them down to a 
later date.

Senator B u lk l e y . I am not sure that I get the significance of what 
you are saying about the error of the Cassel theory in 1929. What 
did you mean to imply by that?

Mr. A nderson . The issue was before us. I was proposing, as 
were others who looked at this thing as a banking matter, that the 
Federal Reserve System move vigorously to tighten the money mar
kets, to stop the wild speculation and to prevent the continued 
diversion of bank credit into speculative loans. Professor Cassel 
said in substance:

No; that is not their business. Their business is to maintain the level of com
modity prices, and as commodity prices have actually gone down a little, they 
should make money easier instead of tighter.

That was the issue.
Senator B u lk l e y . What do you draw from that?
Mr. A nderson . The new theory behind this bill, as I understand it, 

is this theory that it is the business of the Federal Reserve System to 
try to keep the volume of demand deposits and money in circulation 
at such a level as will keep commodity prices, the volume of business, 
and so on, on a fixed level, ignoring this more fundamental thing of 
the quality of credit and the duty of tightening up to stop unsound 
tendencies.

Senator B u lk l e y . Your idea is that he ignored more fundamental 
things in his statement?

Mr. A nderson . Yes.
Senator B u lk l e y . I do not see how you tie this in with any mistake 

that Professor Cassel may have made, assuming that he did make a 
mistake. How do you tie this bill in to that?
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Mr. A nderson . I am coming to that.
(Address delivered by the witness before the Students’ Union of 

the Netherlands Commercial University on May 7, 1929, at Rotter
dam, The Netherlands, will be found printed in full in the record at 
the close of the witness’ testimony just before the recess.)

Senator C ouzens. Before you go further: Is there any objection to 
combining what you want and what Professor Cassel wants, in thisbin?

Mr. A nderson . I would say that it is the business of the Federal 
Reserve Board to try to look at the whole business situation.

Senator C ouzens. That is what I am getting at. I am asking you 
now if you think it would be desirable to have both objectives. I 
do not see that they conflict particularly, nor do I see any vital objec
tion to an effort being made somewhere in some place to stabilize, 
as far as possible, industry.

Mr. A nderson . M y view would be that the banking system cannot 
play God; that the banking system is only a part of the general 
economic system, and that the banking system makes its best con
tribution to general stability when it itself is handled rightly, when 
credit is not allowed to be unduly excessive or unduly tight, when the 
money market is well regulated; that you have got different functions 
for different parts of the economic system.

Senator G lass. Is not that succinctly stated in the existing law 
and in the original Federal Reserve Act when the banks were author
ized and empowered to respond to the requirements of commerce, 
industry, and agriculture?

Mr. A nderson . They did not so interpret it in action, Senator. 
I thought it was misinterpreted in action.

Senator G lass. Of course it has been misinterpreted.
Mr. A nderson . But your objectives were clear; yes, sir.
Senator M cA doo. What you are criticizing and what you are 

proposing should be substituted for it is a futility, anyway, is it not? 
It is merely declaratory. It has no binding effect. You cannot 
enforce it. It is not legislation. It is a sort of a speech. I do not 
think that the incorporation of such matter in legislative enactment 
is of any value. It may show intent on the part of Congress, but 
its enforcement rests within the judgment and discretion of the 
board. There is no way that you can determine whether or not the 
accomplishment of it has even been attempted by the administrative 
authority.

Mr. A nderson . I believe it would be possible to frame that kind of 
policy in such a way as to make it clear to them that they must do 
certain things and that they must not do other things.

Senator M cA doo. Then I think we ought to have express provisions 
in the act of such a specific and definite character that they are en
forceable, and that the board is compelled to observe such provisions. 
However, that is just an observation on my part.

Mr. A nderson . I know the difficulty of enacting a law that is going 
to be applied in just the way you mean it.

The question as to the linkage between Professor Cassel’s view and 
this bill, if you want further evidence, is more fully gone into in an 
analysis which I made of a recent book by the technical adviser of the 
Federal Reserve Board who took part in the formation of this bill—- 
Dr. Lauchlin Currie. I offer it for the record. I will not read it.
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Mr. Eccles has said, I believe, in testimony before the House com
mittee, that Dr. Currie was one of those that took part in the prepara
tion of this bill.

Senator B u lk ley . Are you advised that Professor Cassel was in 
any way connected with the drafting of this bill?

Mr. A nderson. His connection with the American Congress was 
when he appeared before the House committee and testified there, 
and his views have had a great deal of influence, I think, on the think
ing of certain members of that committee. But I have no way of 
linking him up directly. I do know the body of thought out of which 
this bill proceeds, and it is with reference to that that I thought I 
could be most useful to the committee.

Senator B u lk l e y . I am just trying to get at the truth of it. I am 
not advised whether Professor Cassel was connected with those gentle
men. If you are, I think it would be very interesting to know it.

Mr. A nderson . T o ask me for personal contacts, and so on— even 
if I knew them it would be pointless for me to talk about them. I 
know the logical connections in economic theory, and it is with refer
ence to that that I want to testify.

Senator B u lk l e y . I s that the way you are going to link it up?
Mr. A nderson . That is the best way to do it, I think. There I 

can speak with authority, but if I say this and that and the other thing, 
I am talking hearsay. But I know the logical connections of eco
nomic theories. That is my job.

May I offer for the record, Mr. Chairman, an analysis which I have 
made of Dr. Currie’s book which very definitely takes a position with 
regard to the old-fashioned elasticity of credit— credit going up with 
the upswings of business and going down with the downswings of 
business, that that is perverse and that we want rather to have a kind 
of policy that will keep bank credit— or, as he would put it, demand 
deposits— from rising with the upswings of business; that would 
make them stay up or rise with the downswings of business. The 
new theory is very definitely embodied in that doctrine.

I offer that analysis of Dr. Currie’s book for the record.
Senator G la ss . It will be printed in the record.
(Analysis of book by Lauchlin Currie, Ph. D ., referred to and sub

mitted by the witness, is here printed in full as follows:)

A Critical A nalysis of the B ook by Lauchlin C urrie , Ph.D., “ T he Supply 
and Control of M oney in the U nited States”

An address by Benjamin M. Anderson, Jr., Ph.D., economist of The Chase
National Bank of the City of New York before the New York chapter of the
American Statistical Association at a dinner on Friday, April 26, 1935, in
New York City
(The importance of Dr. Currie’s book grows out of the fact that he is technical 

advisor of the Federal Reserve Board, and that title II of the pending banking 
legislation gives evidence that his theories lie behind it.)

w h y  dr. currie’s book is important

The importance of this book is to be found, not in its contribution to the 
scientific study of money and banking, but in the fact that the author is at 
present technical advisor of the Federal Reserve Board, and in the further fact 
that title II of the pending banking legislation gives evidence that his theories 
lie behind it. It becomes, therefore, a matter of first importance that his book 
should receive rigorous critical analysis from students of money and banking.
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The writer of the book is so intensely preoccupied with the application of a 
single highly simple theory, regarding the control of incomes and commodity 
prices by means of the control of the supply of money, that he disregards virtually 
everything else in the whole financial picture and in the general picture of economic 
life.

c u r r ie ’ s in a c c u r a c ie s  in  m a t t e r s  of  f a c t

The book contains, moreover, grave inaccuracies in matters of ascertainable 
fact. I reg’-et the necessity for saying this. His statements regarding real-estate 
loans will illustrate this inaccuracy. On page 118 he says: “ Real-estate loans 
of all member banks remained below 10 percent of earning assets until 1932 when, 
owing to the relatively greater decline in other loans, they amounted to 10.5 
percent.”  On page 119 he speaks of “ the smallness of the yearly fluctuations 
in real-estate loans.”  These two statements, taken together would completely 
mislead the reader with respect to the history of real-estate loans in member-bank 
assets. The facts are shown in the following table:

Real-estate loans and total loans and investments 
[In millions of dollars]

Real estate loans of— Total loans 
and invest-

End of June
National

banks
All member 

banks

ments of all 
member 

banks

1918____________________ 185 461 18,507
1919________________ 184 577 22, 240
1920_______________________________  ___________________ 230 953 25, 559
1921_____________________ 280 1,135 24,121
1922________________ __________ ___________ ______ _________ 371 1,432 24,182
1923_______________________________________________________ 463 1,749 26, 507
1924__________________________________________ ____________ 535 1,990 27,167
1925____ ____________ _____________________________________ 637 2,338 29, 518
1926____ __________ _____ ________ _____________________ _ 725 2, 650 31,184
1927______________ ______ __________________________________ 1,062 2,926 32,756
1928_______________________________________________________ 1,285 3,068 35,061
1929________________________________________ ______________ 1,413 3,164 35,711
1930______________________________________________________ 1,473 3,155 35, 656
1931______________ ________________________________________ 1,585 3,218 33,923
1932____________________________ _________________________ 1,617 2,894 28,001
1933_____________________________________ _______ _________ 1,327 2,372 24, 786
1934 _ ___________ ______________________________________ 1,331 2, 357 27,175
Percent increase:

1918-28_________________ ______________________ _____ _ 594.6 565.5 89.4
1918-32.......................... ..................................... ...................... 774. 1 527.8 51.3

Sources: Annual reports of the Federal Reserve Board, Comptroller’s reports, Statistical Abstract of 
the United States, and Federal Reserve bulletins.

The facts are that real-estate loans increased very much more rapidly than total 
member bank earning assets 1 in the period from 1918 to 1928, the percentages 
being real-estate loans 565 percent, total loans and investments 89 percent.

The rapid growth of real-estate loans in banks was one of the most unwhole
some of all the “ new era”  developments. This error is particularly important 
in view of the provisions of title II of the pending banking act regarding real- 
estate loans.

CURRIE’ S VERSION OF THE QUANTITY THEORY----THE BASIS OF HIS WHOLE ARGUMENT

Currie starts out with an apology for writing a book which may be damned 
“ with the deadly accusation ‘ quantity theory’ ” , and speaks of the “ almost 
universal abandonment of the quantity theory of money.”  He thinks that there 
is danger that the pendulum may swing too far in the opposite direction, and that 
the effect of variations in the supply of money may be unduly minimized. He 
proposes to repair, in part, the neglect of variations in the quantity of money and 
says that criticisms of his study on the ground that it does not give a full account 
of the forces affecting the value of money are irrelevant since this is not its pur- i

i The word ’ ‘ fluctuations’1 in the passage quoted from Currie cannot have a technical statistical meaning 
related to the ’“trend line’* forreal-estate loans considered separately, because the conte’ (pp.. 11) makes 
it clear that he is talking of the proportion of real-estate loans in bank assets.
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pose (p 3). By the time he reaches page 6, however, he has become the un
compromising advocate of an extremely tight and inflexible version of the quan
tity theory. I qu ote :"*  * * is not the really fundamental explanation of the 
rise in prices the increase in the supply of money ?

"Although the net annual increments to a country s supply of money appear 
small in relation to the aggregate money incomes * * * still there are indi
cations that they are of surprising importance in determining the secular trend 
of prices * * *. Assume the quantity of money of a country to be $25,000,- 
000 000 and the monetary income to be $75,000,000,000 so that the income 
velocity of money is 3. Then an addition of 1 billion new money, or 4 percent, 
would assuming no change in the income velocity, increase incomes by $3,000,- 
000,000, or 4 percent. * * * The income velocity of money is subject to 
fluctuations from year to year, sometimes very wide, but apparently it does not 
increase sufficiently over a period of years to maintain prices.”  In a footnote 
(p. 6) he gives figures regarding what he calls the "inccme velocity of money” 
and concludes (I quote): "Hence the major part of the increase in money incomes 
was attributable to the expansion of money.” On page 15 he discusses the money- 
market effects of the transfer of an individual time deposit to a demand deposit, 
and then says, "The effect on incomes and prices is clear.”  By page 53, he even 
refers to Irving Fisher, and gives Fisher’s equation of exchange as ground for 
disregarding all forms of credit except demand deposits. By page 177 the 
doctrine has become very familiar and has been used many times as a basic 
assumption, the statement on page 177 being: "Since the expansion of adjusted 
demand deposits up to 1929 was just sufficient to maintain relative stability of 
commodity prices * * *.”

Currie would distinguish his own quantity theory from that of Irving Fisher. 
Currie reckons with what he calls "income velocity.”  He calculates this by divid
ing figures for the national income by his figure for "m oney” , money being actual 
pocket cash in circulation plus “ adjusted demand deposits.” 2 Fisher, on the other 
hand, reaches his velocity by comparing the total expenditures of money for what
ever purpose with the supply of money somewhat similarly defined. On pages 
169-170 Currie discusses this difference. I reserve comment for a later point of 
this paper. The significant thing for present purposes is that Currie and Fisher, 
though reaching their conclusions by formally different mathematical schemata, 
both believe that regulation of the quantity of money, including demand deposits, 
will regulate the general average of commodity prices (not defined in the same 
way by both).

C U R R IE  HOLDS F E D E R A L  R E SE R V E  PO LIC Y SHOULD CO N TRO L VO LU M E OF D EM AN D  
D EPO SITS, N OT Q U A LITY  OF B A N K  ASSETS

Currie is not always sure that he wants to make the control of commodity prices 
his objective. Sometimes he talks of regulating incomes and sometimes of other 
purposes. It is reasonably clear, however, that he thinks that, in regulating in
comes one is also regulating commodity prices. But the whole thesis of the book 
is that the combined amount of money in the pockets of the people and "adjusted 
demand deposits”  is to be regulated by the Federal Reserve authorities with 
reference to one of these objectives, and that everything else in legislative policy 
and Federal Reserve policy concerning money, credit, and banking is to be sub
ordinated to this.

The Federal Reserve banks, he maintains, have allowed themselves to consider 
irrelevant matters, and particularly the matter of the quality of the assets of the 
commercial banks. He draws the line sharply between two objectives: (1) The 
control of the total of money, which he advocates, and (2) the policy directed 
towrard control of the quality of the assets of the member banks, which he con
demns.

HOLDS FE D E R A L R E SE R V E  SYSTEM  SH OU LD NOT T R Y  TO CO N TRO L SPE C U L A TIO N

It is not the business of the Federal Reserve banks to check or hold down stock 
market speculation if in so doing they are obliged to reduce the total of demand 
deposits, he holds. Federal Reserve policy in 1927, when they increased member 
bank reserves by their vast purchases of Government securities, was, he holds, 
"wholly admirable.”  I quote:

2 Currie’s “ adjusted demand deposits”  are demand deposits, minus interbank deposits, but plus Govern
ment deposits. Fisher keeps the velocity of money in circulation separate from the velocity of deposits in 
his calculations.
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CU R RIE A P PR O V E S 1927 F E D E R A L  R E SE R V E  PO LICY

“ The 1927 policy has been generally condemned on the ground that it was 
responsible for the ‘ speculative mania’ of 1928-29, one of the members of the 
Federal Reserve Board having since gone so far as to say that it represents ‘ one 
of the most costly errors committed by any banking system in the last 75 years.’ 
To the writer it appears wholly admirable, rather to be characterized as one of 
the most successful policies ever pursued. Though one cannot positively say 
that it was iesponsible for arresting the downward trend of prices and production 
and for easing the pressure on foreign central banks, we are justified in claiming 
that it was the policy acceptable in theory for the attainment of those ends. 
Since we have argued that the call-money rate plays a minor role in the calcula
tions of speculators and that the major part of the rise in stocks appeared reason
able and defensible on the basis of the then existing knowledge, it follows that the 
1927 policy was responsible for the subsequent rise in stock prices only in the 
sense that it resulted in an upswing in business activity and profits.”  3

C U R R IE  CON DEM N S B A N K IN G  ACT OF 1933

Currie says: “ * * * the provisions in the Glass-Steagall Act of 1933,
seeking to give the Reserve Administration greater control over the loans of 
member banks indicates a complete misreading of the 1928-29 episode and do 
not mark any advance in either central banking theory or practice.” 4
CONDEMNS EFFO RTS OF FE D E R A L R E SE R V E  SYSTEM  TO CO N TRO L SPE C U L A TIO N  IN  1929

The effort of the Federal Reserve System to tighten money and to hold down 
the stock-market boom in 1928 Currie approves mildly on the ground that 
business had definitely turned the corner, with the qualification that “ it perhaps 
need not have been quite so drastic.”  But the efforts of the Federal Reserve 
System in 1929 to check the speculation was “ a grave blunder.”  What they 
should have done in 1929 was to reverse policy and to make money easier. “ This 
course, which has never as yet been tried, appears as first sight so bold—almost 
foolhardy— that it was not even considered. To the writer, however, it appears 
to have been the only way out.” 5

c u r r ie ’ s t h e o r y  r u n s  c o u n t e r  to  a l l  a c c e p t e d  p r i n c i p l e s  o f  b a n k i n g —
HOLDS CO M M ERCIAL LO AN S “ P E R V E R S E ” , L IQ U ID IT Y  U N IM PO R T A N T

Currie’s theory that everything is to be subordinated to the control of the 
quantity of money runs remorselessly against virtually every accepted principle 
of credit and banking. He regards liquidity of banks as unimportant. Loans 
that can be readily liquidated and that are liquidated when the borrowers no 
longer need them, as borrowers, draw down their deposits at the banks in paying 
off their loans, are indeed “ perverse” , since such loans interfere with the control 
o f the volume of demand deposits by the central authorities. Commercial loans 
in banks are particularly bad from this point of view, because they tend to expand 
with a resultant expansion of demand deposits at times when business is active 
and prices are rising, at which time the policy of control would call for holding 
down demand deposits, and because they contract when business is falling off. 
(Compare pp. 42 and 131.)

IN V E STM E N TS H ELD “ ID E A L ”  T Y P E  OF ASSETS FOR BA N K S

Investments by banks are far better from the standpoint of the kind of control 
Currie wants, indeed, he uses the word “ ideal” in connection with them— 
“ From the viewpoint of control, investments are the ideal type of assets”  (p. 
122).

LO AN S '“ FOR ACCO U NT OF O T H E R S ”  IN  1929 D ECLAR ED  “ F O R T U N A T E ”  B Y CU R RIE

In Currie’s view, security loans stand in between. Like commercial loans, 
they tend to decline in the downswings of business, but “ fortunately, in 1929, 
banks were not supplying the whole of this market.”  Loans “ for account of 
others” stood at a vast figure in 1929, and bank loans against securities and 
demand deposits increased as the “ others” withdrew in panic from the loan

3 Currie, Monetary Policy and the Depression, from the Journal of Political Economy, Chicago, April 
1934, pp. 168 and 169. This article is cited with approval in the book under discussion on pp. 145 and 146.

* Ibid., p. 176, n.
3 Ibid., pp. 169-170.
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market. Currie continues, “ Although, curiously enough, banks appear to resent 
what they call ‘ bootleg’ loans, it is difficult to see how a serious contraction 
of m oney6 would have been avoided in 1929 if they had not existed.”  In a 
footnote, Currie gives evidence of a little uneasiness about this absurd statement 
because he says, “ Unless it is held that the height oi loans on account of others 
was responsible for the liquidation.”  But he continues: “  Despite the bad repute 
in which nonbank security loans are generally held * * * it is to be hoped
that they will increase in the future. Their existence affords a much needed 
degree of elasticity to bank security loans” (p. 121).

c u b r i e ’ s  c o m p l e t e  m i s u n d e r s t a n d i n g  o f  1 9 2 7 -2 9  d e v e l o p m e n t s

To one who lived through the crash of 1929, viewing the matter from the inside 
of a great bank, this view is so fantastic as to be incredible. I myself would hold 
the view that loans 1 ‘for account of others” were often useful in the period preceding 
1924. They came in times of tension and crisis, attracted by high rates of inter
est, from men who were well informed and who had steady nerves, men who knew 
the risks and knew how to protect themselves against them. The entrance of 
such lenders eased the burden on the banks in a crisis. As they came in, they 
reduced their deposit balances with the banks at the same time that they took 
over loans which the banks would otherwise have to carry. This facilitated, 
without forced sales of securities in the market, a reduction both of bank loans 
and of bank deposits, with the result that the reserve ratios of the banks were 
improved and with the consequence that interest rates were held down or reduced. 
Interest rates on short bank loans are primarily governed by the question of 
whether reserves are excessive, adequate, or deficient with relation to deposits, 
and a period of tight money is eased off either by a decline in deposits or by an 
increase in reserves or by both.

But the role of brokers’ loans for account of others in the 1929 episode was a 
radically different thing. These loans were made, not in the crisis, but in the 
period of the boom, and when the crisis came there was a sudden panicky with
drawal of these loans “ for account of others” , with the result that there had to be 
an immense expansion of bank credit, loans, and deposits, to take care of it. In 
the panic week of 1929, the total of loans for the reporting member banks in New 
York City increased by $1,281,000,000, while the demand deposits of these same 
banks showed an increase of $1,565,000,000. Of this increase in loans, 374 
millions, or over 29 percent, was in the Chase National Bank alone, where the 
present writer was in a position to know very definitely what was going on and 
what the money market consequences were.

The situation was studied closely as it developed through 1928 and 1929, and 
it became increasingly clear that a grave problem existed. The volume of brokers’ 
loans for “ the account of others” looked manageable in late 1928, but it grew by 
leaps and bounds through 1929, and it became increasingly clear that only 
heroic measures could meet the crash when it came. The New York banking 
community was increasingly preparing itself for this shock, and made an eminently 
creditable performance in meeting it by a gigantic expansion of loans and a 
corresponding expansion of deposits.

But the contention that it was a good thing that they should have had to do so, 
because otherwise demand deposits would have gone down, is one of the most 
fantastic things ever said by any writer on money and banking.

C U R R IE  A B SO LU TE LY  W RO N G  ON RE LA TIO N  OF D EM AN D D EPO SITS AND IN T E R E ST
RA TE S

The reason for this is partly to be found in a curious obsession of Currie's con
cerning the relation of demand deposits to interest rates. Currie believes that 
an increase in demand deposits lowers the rate of interest. I quote: “ In the 
former case, the banks create deposits by increasing loans. This has a tendency 
to lower interest rates”  (p. 20). Currie apparently believes that the existing 
voliime of deposits can be loaned by banks, even their time deposits (p. 152). 
He believes that the contraction of demand deposits of member banks in the first 
9 months of 1928 was “ probably the major cause of the abnormal rise in interest 
rates in that period”  (p. 145).

He apparently does not realize that banks do not own their existing deposits. 
Their existing deposits are liabilities of the banks. They are the debt of the 
banks to their customers. Their customers can lend them, if they wish, but the

« “  Money ” in Currie’s language means cash in the hands of the public plus “ adjusted demand deposits.”
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banks cannot. A bank can lend only if it has enough cash reserves to permit it 
to create a new demand deposit liability to a borrowing customer, or to pay out 
cash in making the loan— or, of course, if it has liquid assets other than cash 
reserves by the disposal of which it can promptly get more cash. The facts with 
reference to the relation of deposits and interest rates are precisely the reverse of 
Currie’s assumption and belief. When a bank’s deposits are low, in relation to a 
given volume of cash reserves, its ability to lend is great, its temptation to lend 
is great, and if other banks are similarly placed, the competition of banks for loans 
makes interest rates go low. As deposits increase with the same given volume 
of reserves, interest rates tend to go higher.

The fact is, further, that the decline in demand deposits in 1928, instead of 
raising the interest rates, as Currie supposes, tended to ease off interest rates and 
tended to defeat the efforts of the Federal Reserve System to control the stock 
market speculation by tightening money. Moreover, the fact is that the sudden 
increase in demand deposits at the end of 1929, as the member banks were obliged 
to take over the loans “ for account of others” , operated to hold up interest rates 
and to retard the efforts made by the Federal Reserve banks to ease off the money 
market.

D EM AN D D EPO SITS AND B R O K E R S ’ LO AN S, 1928-29

The main explanation of the decline in demand deposits in 1928 was the growth 
of brokers’ loans “ for account of others” and for the account of out-of-town banks, 
though other factors entered as shown below. The present writer analyzed this 
while it was going on, in three numbers of the Chase Economic Bulletin.7

Instructed by a customer with large demand deposits to make a loan for his 
account to stock exchange brokers, the bank might do one of two things. It 
might, most simply, turn over to the customer a loan which it had already made, 
debiting his deposit balance as it did so. Here, obviously, in the bank’s figures, 
loans go down and deposits go down, and no change takes place in any other bank, 
so the total of loans and deposits in the banks is reduced, and pressure on the 
bank’s reserve is reduced. The bank is in a better position to make a new loan 
than it was before. A more complicated case would be where the bank made a 
loan at the “ money desk” in the stock exchange for the customer’s account, and 
debited his deposit balance, giving a cashier’s check to the broker who took the 
loan. The bank, in this case, assuming that it reserves were just adequate— and 
the reserves were under pressure in general throughout 1928— would be disposed 
to call a loan made for its own account on the same day, in order to avoid a deficit 
in its dealings with the clearing house and the Federal Reserve bank the following 
day. In this case, also, deposits go down for the bank and for the banking system, 
and loans go down for the bank and for the banking system. This matter is 
analyzed fully in the bulletin above referred to, Brokers’ Loans and Bank Credit.

The remarkable thing about loans “ for account of others” in 1928-29 is the 
altogether unprecedented volume of money available for this use. It had never 
happened before in our history, and that it should have happened at that time 
calls for a very special explanation. The explanation is to be found in the pre
ceding gigantic expansion of bank credit between 1922 and early 1928, amounting 
to 13^ billions of deposits, demand and time together, and to 14% billions in loans 
and investments, for the commercial banks of the country, savings banks not 
included.

This bank expansion was based (a) on inflowing gold, and (6) on easy money 
policies of the Federal Reserve banks, very especially on the great open-market 
purchases of Government securities in 1924 and in 1927, the latter being the 
episode so highly praised by Dr. Currie. This expansion had put redundant 
liquid resources into a great many hands. Between the middle of 1927 and the 
middle of 1928, for example, as a result of the immense expansion of cheap 
money, some 1,800 millions of new foreign securities refunding excluded, were 
placed in the United States, an amount far exceeding the needs of foreigners for 
meeting current interest and for offsetting our favorable merchandise trade 
balance, the proceeds of which they were in a position to lend to our securities 
market when the rates of interest there attracted them.

The growth of the issue of new securities of all kinds during this period of bank 
expansion wTas very great; 1923 was the one year during this period in which 
there was no bank expansion. The total of new securities publicly placed was 
4,300 millions in that year, taken up by investors’ money. In the calendar year 
1927, on the other hand, with an expansion of bank credit of approximately 3

7 (1) An Analysis of the Money Market, June 1928, pp. 18-19; (2) Brokers’ Loans and Bank Credits , 
Oct. 31, 1928, and (3) Some Side Lights on the Money Situation, Feb. 13, 1929.
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billion dollars, the total of new securities publicly placed was 7,790 millions, the 
increase over 1923 in investors’ savings being 490 millions, but 3 billions of the 
excess being a resultant of bank expansion.

Security issues 
[In millions of dollars]

Year

Total 
securities 
publicly  

placed (re
funding 

excluded)

T otal cor
porate 

securities 
pub licly  

placed (re
funding 

excluded)

Foreign 
securities 
publicly  
placed in 

the U nited 
States (re

funding 
excluded)

4,304.4 2,335. 7 634.5
4, 304.4 2,702. 5 280.3
5, 593. 2 3,322. 3 996.6
6, 220. 2 4,100. 7 1,086. 2
6, 344.1 4,357.0 1,145.1
7,791.1 5,391.0 1, 561.1
8,114. 4 6, 079. 6 1,319.2

10,194. 9 8, 649. 4 757.8
7,023. 4 4,944.4 1,009. 2
3,115. 5 1, 763. 4 253.7
1,192. 2 325.4 26.0

709.5 160.7 .1
1,419.5 178.3 0

Source: Commercial and Financial Chronicle.

These new security issues not only gave foreigners excess liquid funds, but also 
placed the business corporations of the country in a position where they had a 
great excess of liquid funds. They very largely paid off their commercial loans 
at the banks, and still remained with excess liquid resources which came as loans 
to the securities market when interest rates grew attractive. Rapidly rising 
security prices and real-estate prices through this period— the vast increase in 
real-estate loans in the banks was a very important factor in the great rise in 
real-estate prices during the period— put large liquid resources into the hands of 
those owners of real estate who were wise enough and fortunate enough to sell 
at the rising prices, and as many of them hesitated to reinvest in either securities 
or real estate in 1928 or 1929 at the high prices prevailing, they also had funds 
available for loans to the securities market. And the same thing, of course, is true 
of the wise investors who sold their stocks and held themselves liquid in 1928 
and 1929.

The vast volume, in other words, of broker’s loans “ for account of others” 
was the product of the prior expansion of bank credit based on incoming gold 
and the cheap money policies of the Federal Reserve banks.

Never before in our history has it happened that so vast a quantity of mobile 
liquid resources were available. When, in 1928 and 1929, the Federal Reserve 
authorities made their belated effort to check speculation and to reverse the 
policy of bank expansion, they found themselve confronted with many unexpected 
difficulties.

If the water is allowed to overflow in the tub of an upstairs bathroom for 5 
minutes, it is a fairly simple matter to “ mop up” when you turn off the tap. 
But, if you let it overflow for 6 years and then turn off the tap, you have a tre
mendous amount of pumping to do before you get the house dry again. And 
long after you have pumped enough to take up the water in sight, you find water 
pouring in from the interior of the walls and from other unexpected places—this 
is assuming a very strong house which doesn’t collapse entirely.

O TH ER FA CTORS EA SIN G  TE N SIO N  IN  1928-29

With the tension of money in 1928 and 1929, accompanied by the exciting 
securities market and the rapid rise in security prices, a wide variety of resources 
manifested themselves, all tending to ease off the strain on bank reserves and to 
prevent the measures which the Federal Reserve banks were taking, which would 
ordinarily have been entirely effective, from reversing the movement. (1) As 
already explained, brokers’ loans “ for account of others” took brokers’ loans
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out of the banks and reduced demand deposits. (2) On a substantial scale, new 
bank stocks were issued, with the result that the banking system as a whole 
changed deposit liabilities to depositors into capital liabilities to stockholders, 
reducing deposits and offsetting the pressure on reserves. (3) There was a very 
substantial growth in the substitution of acceptance credits for straight loans, 
the acceptances being very largely held by the Federal Reserve banks and for
eign banks. To the extent that this occurred, both bank loans and bank deposits 
were reduced, while, to the extent that the Federal Reserve banks bought the 
acceptances, new reserve money was created. (4) There was an immense 
increase in rediscounting by the member banks— an increase which would not 
have come on anything like so great a scale had the Federal Reserve banks held 
their rediscount rates above the market in accordance with the orthodox rule. 
(By “ the market” , in the United States, I mean the rates on loans to prime 
borrowing customers in great city banks.) (5) There was a reduction in the 
volume of “ money in circulation” (i. e., actual currencjr outside the Treasury 
and outside the Federal Reserve banks). This figure, on the average, stood at 
$110,000,000 less in 1928 than in 1927, making a net addition of that amount to 
the reserve deposits of the member banks.

For these various reasons the measures which the Federal Reserve S3rstem 
took, which, on the basis of their previous experience, they expected to be ade
quate, proved inadequate and ineffective, though there never was a time when 
by really vigorous measures, including rediscount rates above the market, they 
could not have accomplished their purpose.

Be it observed that the first three of these factors which operated to ease the 
money market had the effect of holding down or reducing demand deposits, 
directly contrary to Currie’s theory that decreasing demand deposits raise interest 
rates. Again and again, the informed student of monetary matters is impressed 
with Currie’s complete misunderstanding of important financial episodes because 
of his exclusive preoccupation with a highly simple and exceedingly unrealistic 
theory.

A N Y  SIM PLE TH E O R Y  OF M O N EY AN D  C R E D IT IS W RO N G

In this connection, I venture the proposition that any simple theory purporting 
to explain money and credit is wrong. And any effort to recast our whole finan
cial fabric on the basis of any single simple theory must make incredible dis
turbances and disorders totally unanticipated by the men who believe in the 
simple theory.

C U R R IE 'S  G E N E R A LIZA TIO N S BA SED  ON A B N O R M A L P E R IO D -----N EG LEC TS E A R L IE R
E X P E R IE N C E

A further very important thing to observe in this connection is that the period 
from 1922 to 1934 and, above all, the 10 years from 1924 to 1934, represent highly 
abnormal phenomena in the field of money and banking, and an increasing pathol
ogy in the System. Currie’s generalizations are almost entirely based upon this 
period and, very especially, upon the period from 1927 on. His generalization 
quoted above, for example, that speculators are very little influenced by interest 
rates, is based on their behavior in 1928 and 1929, though, if he had extended his 
study even into the autumn of 1927, he would have found good reason to believe 
the contrary. (See Chase Economic Bulletin, An Analysis of the Money Market, 
June 4, 1928, p. 18.) In ordinary times, low money rates encourage speculative 
borrowing and rising security prices, while firm money rates discourage them. 
The study made by Warren M. Persons,8 for example, covering the years 1903-14, 
gives very abundant and exact evidence on this point. The extent to which 
Currie’s generalizations are based on very recent years, lacking the perspective 
which earlier financial history would give, will be recognized, I think, if the reader 
will examine in his book pages 36, 117-125, 131, 133, the last paragraph of 135, 
137, 172.

s Review of Economic Statistics, April 1919, pp. 111-113. Persons generalizes for the period 1903-14: 
“  Prices of securities reached a maximum at the same time the rate for capital was at a minimum.”
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H E W O U LD  A P P L Y  SAM E PO LIC Y TO N O R M A L AN D  A B N O R M A L  SITU A TIO N S

The same general comment may be made with respect to the application of 
his theory. The only abnormality which apparently can exist, from the stand
point of Currie’s analysis, is a deviation in the total of “ adjusted demand deposits”  
and pocket cash from what his norm would require for the purpose of the regula
tion of incomes or prices, which apparently are his control for business activity. 
And he would apply the same reasoning to 1928-29 as he would apply to any 
other period with respect to these matters. (See his discussion, pp. 49-50 and 
the bottom of 97.)
C U R R IE  I GNORES IN D U ST R IA L  E Q U IL IB R IU M , FO R E IG N  TR A D E  E Q U IL IB R IU M , AND

Q U A LITY  OF CRED IT

But thes®years were years which had been preceded by such a gigantic growth 
of credit that even that part of credit which he alone recognizes, namely, demand 
deposits, could still have been excessive. The world was, in fact, shot through 
with abnormalities in 1928-29. For one thing, we had been for years getting out 
an excess of exports over imports, giving credit to foreign countries in the process, 
with high tariff barriers which prevented their repaying these credits. Banks all 
over the world had had their liquidity impaired by the rapid expansion of credit 
going into illiquid uses. (See Chase Economic Bulletin, Some Major Forces in 
the International Money Market, Oct. 29, 1927, pp. 19-23, 26-29.) A vast 
volume of debt had been created— and debt is the other name for credit— as a 
result of these tendencies. Credit expansion had been laboring for years against 
trade barriers and had been for years preventing necessary industrial readjust
ments, especially in England. Currie sees nothing of the growing industrial 
disequilibria, sees nothing of the growing abnormalities in international trade 
relations, sees nothing of the increasing artificial controls of commodity prices, 
sees nothing of the growing inflexibilities created by Government policies. All 
that he can see and all that he can say is,,apparently, the monotonous “ tit- 
tat-to”— “ money, credit, prices; money, credit, prices” , and his formula is the 
same for an industrial situation desperately out of balance as it is for one well 
shaken down and ready to respond to an easy money market.

LIQUIDATION NEVER TO BE PERMITTED

One thing that appears quite clear from Currie’s analysis is that never, under 
any circumstances, must a real liquidation of bank credit be allowed to take 
place. That we have got out of previous crises as we have liquidated credit, 
eliminating the insolvent and verifying the solvency of those who were good, so 
that confidence was restored in the credit situation, at the same time reducing 
commodity prices and wages and readjusting long term contracts where necessary, 
involving rentals and even bond interest, means nothing to him. He has found 
the necessary magic to prevent all this in the proper adjustment of the supply of 
money.

CU R RIE LIM ITS “ C R E D IT ”  TO DEM AND DEPO SITS

Currie limits the word “ credit”  to demand deposits and, strictly speaking, to 
his “ adjusted demand deposits.”  Time deposits he identifies with savings 
(pp. 16, 152). The fact that time deposits are owned by big corporations or 
others of wealth is “ extraneous.”  “ The savings of a number of people acting 
collectively, as in a corporation, should have no different economic effect than the 
same amount of savings of the people individually”  (p. 16).

To Currie, loans are not credit and book credit is not credit. Eliminating time 
deposits and eliminating loans and investments from his picture of credit and 
looking only at the demand deposits, he would make the expansion of credit in 
the period of 1922-28 much less than it evidently is when we look at the whole 
picture of deposits of both kinds, and loans and investments in the commercial 
banks.

129688— 35— pt 2 ■7
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c u r r x e ’ s  f u n d a m e n t a l  e r r o r  r e g a r d i n g  t i m e  d e p o s i t s — t i m e  d e p o s i t s  a n d

SAVIN G S DEPOSITS

Time deposits, he says (p. 99), are “ not affected to any great extent by inflows 
or outflows of reserve funds.”  He speaks of the steady secular growth of time 
deposits (p. 132) and says they “ exhibited little cyclical movement from 1921 to 
1929,” though he admits the secular growth was arrested in 1928-29, and is 
apparently puzzled by it. The facts are that time deposits were immensely 
responsive to the inflow and outflow of reserve funds, that they expanded with 
great rapidity in periods when the Federal Reserve Banks were making reserves 
easy by cheap money policies, and that they slowed down their growth sharply 
or even ceased to grow when the Federal Reserve Banks tightened up. I have 
discussed this in great detail in the Chase Economic Bulletin, “ Bank Espansion 
versus Savings,”  June 25, 1928, from which I quote the following passage:

“ But the great growth of time deposits has been in the periods ©f monetary 
ease and rapid bank expansion, and not in the periods of relatively firmer money 
and retarded bank expansion. The year 1922 was a year of rapid expansion. 
The Federal Reserve Banks increased their open market purchases, gold came in, 
and deposits moved rapidly. From January 4, 1922, to January 3, 1923, the 
time deposits of the reporting member banks increased from $3,011,000,000 to 
$3,748,000,000, or 24.5 percent. The year 1923 was one in which the Federal 
Reserve banks reversed their policy and offset the incoming gold by reducing their 
open-market purchases and raising their rates of rediscount. The time deposits 
of the reporting member banks in this year rose from the $3,748,000,000 of 
January 3, 1923, to $4,104,000,000, or 9.5 percent, by January 2 of 1924. The 
year 1924 was one of very great Federal Reserve bank expansion, great ease of 
money and very rapid bank expansion. Time deposits moved up in this year 
from $4,104,000,000 on January 2 to $4,849,000,000 on January 7 of 1925, or 
18.2 percent.

“ The case is even more striking when we observe the behavior of time deposits 
in certain of the major cities. From April 12, 1922, to April 11, 1923, time 
deposits in New York City moved up from $353,000,000 to $627,000,000, or 
77.6 percent. In the following year, the period of restricted credit, the same time 
deposits moved up only from $627,000,000 to $649,000,000, or 3.5 percent (by 
Apr. 16, 1924). In the following year, coming down to April 15, 1925, a period 
of great monetary ease, time deposits moved up to $816,000,000, or 25.7 percent, 
whereas in the next year to April 14, 1926, there was an actual decrease of $2,000,- 
000, the 1926 figure being $814,000,000.

“ A similar story can be told for Chicago. From April 5, 1922, to April 11, 1923, 
time deposits increased from $311,000,000 to $372,000,000, but from April 11, 
1923, to April 16, 1924, they increased only $1,000,000 to $373,000,000. This 
high variability in the growth of time deposits is very different from the steady 
growth which characterizes the figures of the savings banks.

“ Again, the growth of time deposits has been very much more rapid than the 
growth of savings deposits, as shown by the following figures for the mutual 
savings banks, on the one hand, and the time deposits of the reporting member 
banks and national banks, on the other hand.

Comparative growth of savings deposits and time deposits
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[In millions of dollars]

Date

Deposits 
of all 

mutual 
savings 
banks

Time de
posits of 
national 

banks

Time de
posits of 

reporting 
member 
banks in 

New York 
district 1

Time de
posits of 

all report
ing mem

ber banks1

5,780 
6,289 
6,693 
7,147 
7,578 

2 8,077 
8,315

4,122 
4,755 
5, 260 
5,925 
6,314 
7,316 

3 7,808

666 
901 
972 

1,174 
1,263 
1,472 
1,622

3,380 
4,000 
4,418 
5,172 
5,650 
6,212 
6,611

June 30̂  1925............................. ....................................
June 30, 1926___________________ ____________ _________

Jan. 1, 1928___________ ______________ _________ __________

Percent increase over 1922................................... ......... 43.9 89.9 143.5 95.6

1 Figures for reporting member banks are for dates nearest June 30.
2 Estimated.
3 Dec. 31, 1927.
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Surplus reserves generated time deposits more rapidly than demand deposits 

in 1922-28, the reason being very simple. Business men and most other people 
tend to be economical in the use of money. They do not usually carry pocket 
cash or till money in great excess of their needs. Instead they deposit it in the 
banks. But they usually do not carry demand deposits with the bank at low 
interest or at no interest in great excess of their needs when they can get a sub
stantial rate of interest on time deposits. Consequently the immense expansion 
of credit, running far beyond any needs of trade from the middle of 1922 to early 
1928, generated primarily an expansion of time deposits.

Some banks, and especially country banks, were lulled into a false sense of 
security by this, and used the funds which came to them through the growth of 
their time deposits in such a way as to tie them up in illiquid form, very especially 
in real-estate loans. But most of the New York City banks were alert to the 
dangers, and realized that they needed to keep their assets against their time 
deposits quite as liquid as against their demand deposits. They knew that their 
time deposits were chiefly the temporarily idle funds of great business corpora
tions or of foreign banks or of rich investors who had temporarily disposed of 
investments and were awaiting opportunities in the market. The most un
fortunate case of all would be the case of the country bank which, by a time de
posit rate above the city rate, attracted temporarily the idle funds of a great 
business corporation in such an amount as to represent an important percentage 
of the bank’s total deposits. Many such banks had to appeal suddenly to city 
correspondents as these deposits were suddenly withdrawn. Currie is impervious 
to all of this. He is concerned with a schema, and the facts must fit the schema.

c u r r i e ’ s  v e r s i o n  o f  t h e  h u n d r e d  p e r c e n t  r e s e r v e  f o r  d e m a n d  d e p o s i t s
PLAN -----A B SU R D ITY  OF TH E PLAN

The most obvious evidence of Currie's misunderstanding of the nature of time 
deposits and the general nature of bank credit comes in his proposal of an “ ideal”  
system of control, not recommended for immediate application but offered to 
illustrate his principle, in chapter XV. Here he proposes a device which he 
recognizes as essentially similar to the 100-percent reserve for demand deposits 
plan (p. 156, footnote), though he puts it in a somewhat different way. He 
would split up the existing banking institutions into two parts. He would have 
the Government take over the demand deposits of the banks and run-of-the-mine 
assets to correspond, and he would leave the banks their time deposits matched 
by the rest of their assets. He would divorce the supply of money from the 
loaning of money. Faced with the question then as to how commercial loans 
could be made, he says:

“ While our interest in this study is centered in money and the conditions of 
its supply, nevertheless it remains true that the loans of banks to individuals 
who could not readily secure loans elsewhere have been of great importance in 
the past and still remain of importance. Wrhat would happen to such loans if 
all money were issued by the Government? The answer to this valid objection 
depends on the handling of savings deposits. The best solution would appear 
to be to leave them with existing banks. They are not money, and therefore, 
apart from laying down conditions for their safe investment, the State has not 
the same interest in them as in deposits subject to check. Savings deposits 
comprise some 60 percent of all deposits. They would, therefore, if left with 
existing banks, permit continuance of loans to borrowers who cannot secure 
loans elsewhere. The volume of such loans is commonly overestimated. They 
belong to a past era * *

This is a very remarkable proposition. The banks cannot lend their time de
posits. Their time deposits do not belong to them. Their time deposits are 
their liabilities. Banks can lend only if (a) they have cash to lend, or if (b) they 
are in a position to create new demand deposits. Banks thus placed, forbidden 
to create demand deposits, increasing their loans only as new time depositors 
bring them cash or as they are able to get cash by reducing their existing loans or 
by selling existing assets, would be in no position whatever to expand loans in any 
emergency, in no position whatever to expand loans to meet seasonal needs, and 
would be able to meet the annual growth of industrial borrowings only if it should 
so happen by accident that their customers brought them in the right amount of
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cash. Pure savings banks very properly recognize no obligation to meet the 
borrowing needs of their depositing customers. They may lend to depositing 
customers if they have some extra cash. Primarily they invest— when and if it 
suits them.

Further, if the banks were thus cut in two, the difference between true savings 
deposits and time deposits held by corporations and large investors would speedily 
manifest itself. The banks which had only time deposit liabilities would speedily 
find themselves being drained as many of their customers withdrew their time 
deposits in order to turn them into working cash. A great lot of the existing time 
deposits are held by banks in connection with the total customer relation, which 
includes a borrowing equity on the customer’s part. Very many customers with 
time deposits build them up at certain reasons of the year and let them turn, at 
due date, into demand deposits at other seasons of the year, so that they may use 
them, check against them. These customers, finding themselves suddenly dealing 
with savings banks rather than commercial banks, would very speedily pull out— 
and we should have an immense liquidation of the dismembered institutions, and 
of the people that owe them money.

C U R R IE  W OU LD  D ROP R E SE R V E  R E Q U IR E M E N TS A G A IN ST TIM E D EPO SITS AND
IN T E R B A N K  D EPO SITS

Currie’s misunderstanding of the nature of time deposits and his identification 
of them with savings leads him to the extreme proposition (page 1G3) that with 
more stringent regulations insuring that time deposits cannot be checked against, 
all reserve requirements against time deposits could be removed. But the low 
3-percent reserve against time deposits (most of which could not be transferred 
by check) was a major factor in making the ruinous expansion of bank credit 
between 1922 and early 1928, and, had there been no reserves at all required 
against time deposits, the thing would have gone very much further. Through
out his book, Currie seems to be concerned to eliminate almost every possible 
restriction on every form of credit except his “ adjusted demand deposits.’ ’ 
Thus, on pages 165-166, he says: “ If, however, the deposits of the nonmember 
banks with member banks are not placed there as reserves but rather as invest
ments, and the bulk of them appear to be of this nature, the imposition of reserve 
requirements may tend to bring about a contraction of money when such balances 
are increasing and an expansion when they are decreasing * * *. There is,
however, a clear case against the requirement of reserves against deposits of other 
member banks.”

c u r r i e ’ s  i n a d e q u a t e  k n o w l e d g e  o f  a c t u a l  b a n k i n g  p r a c t i c e s

Incidentally, it may be remarked that the foregoing passage is an illustration 
of Currie’s inadequate knowledge of what banks do. To a banker, the state
ment that the bulk of the deposits of nonmember banks with member banks are 
investments rather than reserves is fantastic. In part, at least, they are neces
sary working funds for domestic exchange transactions. They are, in large part, 
primary reserves, usually part of legal reserve requirements, and for the rest they 
are secondary reserves, highly liquid resources, to meet seasonal needs or to meet 
crisis emergencies or to create “ borrowing equities” for the purpose of meeting 
seasonal needs and crisis emergencies. The following figures, representing the 
behavior of deposits and loans of 59 small banks through a wide range of the 
country, chiefly nonmember banks, with the Chase National Bank in 1920-21, 
will illustrate this. The banks were picked at random, except that larger places 
were avoided.

Balances Loans

$1, 426,400 
1, 215,800 
1, 221, 2C0 
1,091,300

754.200
759.200

$459,200 
1,057,500 
1, 677,800 
1,346,400 

801,500 
951,300

October 1920.. ........................................ ................. ....... .  _______________________

December 1920______ ______ —______ ___________  . ________________
January 1921........ .......... ................... ........... ......... .................................................... ...........
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IMAGINARY DIFFICULTIES IN CONTROL

Currie finds a good many difficulties in the present organization of banking 
when one is considering the problem of effective control of the volume of money. 
He says, on page 142: “ One may indeed become discouraged when it is realized 
that the factor on which the reserve administration must place chief reliance in 
checking expansion— the repugnance of member banks to continuous indebted
ness to the reserve banks— is itself subject to variations, becoming weaker in 
the upswing and stronger in the downswing of business.”

This difficulty, of course, to the extent that it is a difficulty, would not exist 
if the Federal Reserve banks made use of the orthodox principle of keeping redis
count rates above the market— meaning by “ the market” the “ bottom” of 
the great city market, namely, the rates paid by prime borrowing commercial 
customers.9

He sees a further obstacle to the effectiveness of Federal Reserve policy, 
namely, their special acceptance policy, which he correctly recognizes could 
easily be altered (p. 143). But he manufactures an enormous number of diffi
culties in discussing the relations of commercial banks, the flow of funds between 
central reserve cities and interior institutions (with resultant changes in reserve 
requirements) and the like. (See especially chap. VII.) It is perfectly true 
that when money is easy banks will be less economical with their reserve funds 
and their vault cash than they will be when money is tight, and that this change 
in bank policy will operate against effectiveness of Federal Reserve policy seeking; 
to expand or to relax the money market. But this means merely that the Federal 
Reserve banks need to do a little more than they would otherwise have to do in 
the matter of exerting control. They are in a position to have, at all times, a 
very close knowledge of the extent to which reserves of all the member banks are 
excessive or are deficient, and if they are at all “ close to the market” relatively 
moderate changes in discount rate or in open-market holdings can meet the 
situation. The existing difficulties of control are not made by the organization 
of the banking system, but by the appalling plethora of member bank reserves, 
artificially created in large part.

V A R Y IN G  M EM B ER B A N K  R E SE R V E  R E Q U IR E M E N TS AS A M EAN S OF CO N TRO L

Currie is an advocate of the doctrine of varying reserve ratios of the member 
banks of the Federal Reserve System as an important instrumentality of control. 
The present writer is of the opinion that this is a resource which is very unlikely 
to be used in a boom when tightening up is called for. Its effect would be very 
unlike the effect of the more familiar methods of control such as raising discount 
rates and the selling of Government securities by the Federal Reserve banks, or 
the failure of the Federal Reserve banks to buy acceptances as their acceptance 
portfolios run off. These measures strike first at the great money centers, where 
the banks are most liquid and where they are in a position to stand it. The raising 
of reserve requirements hits both the banks that have excessive reserves and those 
that have reserve deficiencies. The method of varying required reservB per
centages is therefore most likely to be used in lowering reserves at a time when it 
is desired to bring about expansion. It would be eminently desirable if reserves 
against time deposits were forthwith raised, though even that at the present 
time might bring an outcry from certain parts of the country. Certainly all 
future increases in time deposits should have to carry a much higher reserve 
percentage than is at present required. The present writer is of the opinion that 
the general effect of the effort to vary reserve requirements frequently would be to 
make bankers constantly apprehensive, as it would give them a new incalculable 
variable to deal with, making times of uncertainty still more uncertain. It is 
far better to use familiar methods which bankers know how to reckon with.

8 This is an over simple statement of the principle of keeping above the market as applied to the Ameri
can situation. See Hepburn and Anderson, The Chase Economic Bulletin, The Gold and Rediscount 
Policy of the Federal Reserve Banks, vol. I, no. 5; reproduced in the revised edition of Hepburn’s 
A  History of Currency in the United States.
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TH E  FA LL A C Y  OF CH EAP M O N EY AS A SU B STITU TE  FO R ECONOMIC RE AD JU STM E N T

Experience prior to the present great depression had been that low interest 
rates were among the circumstances which preceded and facilitated the revival of 
business. Other attendant circumstances, however, were low prices of raw 
materials, reduced wages and other costs, the clearing up of the weak spots in the 
credit situation by insolvency or composition, and low commodity prices which 
attracted increased consumer buying. To these should be added the correction 
of maladjustments in the proportions of our industrial activities and the growing 
clarification of opinion as to which industries could most profitably expand. In 
general there was required such a readjustment in the relations among the in
dustries and in the relations of costs and prices as to make it clear that profits 
could be made by increasing activity.

Certain writers preoccupied with money, credit, and prices, ignoring the rest 
of the economic situation, have incorrectly generalized from this experience not 
merely that business could be made to revive in a time of depression by artificially 
easier money, but that active business could be indefinitely continued by the 
manipulation of interest rates. So fa,r as this rests on the basis of experience 
rather than on monetary theories, it is obvious that the same reasoning would 
apply to the price of raw materials or to wages or to any other element in the 
situation. There have probably been times when a boom could have been pro
longed for a time by the artificial holding down of the prices of raw materials— 
though the upshot would, of course, have been that at a later time the supply of 
raw materials would have grown acutely short and the reaction from the boom 
would have been even more violent. To take any one factor in such a situation 
and seek, by manipulating it artificially, to make it unnecessary for the other 
factors in the situation to readjust and to get into proper relation to one another, 
is a very grave error.

CO M M ERCIAL LO AN S AND B A N K  LIQ U ID ITY

Currie’s book seems to rest upon a very narrow base of information, both as 
to the theory of money and banking and as to the general facts of money and 
banking. Evidence that he has practical banking knowledge is absent. His 
theoretical sources appear to be almost entirely such writers as Keynes, Hawtrey, 
and Robertson. His statistical evidence is very largely drawn from the highly 
abnormal period 1922-33. Money, credit, and prices, moreover, are treated 
almost as if they operated in a vacuum. The organic interrelations of money, 
credit, banking and prices with industry and commerce, considerations of indus
trial equilibrium, considerations of international financial and trade equilibrium 
and similar things are almost entirely lacking.

Currie is definitely hostile to commercial paper in banks, regards investments 
as the ideal form of banking asset and declares that commercial paper is of declin
ing importance (p. 117) and even belongs to a “ past era” (p. 152). He emphasizes 
the growing importance of security loans and bank investments.

In this connection he says: “ It will be obvious * * * that the restriction
of bank loans to commercial borrowers would be a highly dangerous policy. The 
application of the banking principle, in other words, most assuredly would not 
secure business stability”  (p. 36), and in a footnote he says, “ For a defense of 
the banking principle see B. M. Anderson, Jr., Chase Economic Bulletin, volume 
X, no. 3.”

It is certain that the present writer has never advocated the restriction of 
bank loans to commercial paper. On the contrary, he believes that he is one of 
the pioneers in pointing out the immense growth of bank investments in bonds 
and of stock exchange collateral loans as compared with commercial paper. 
(See Value of Money, New York, 1917, ch. on Bank Assets and Bank Reserves.) 
The present writer has been studying this problem, both theoretically and prac
tically, for many years, and he finds Dr. Currie’s observations with respect to the 
matter exceedingly superficial and misleading.

Commercial loans grow with the growth of the business of the country when 
money rates are not unduly easy and when bank credit is not expanding with 
undue rapidity. The rapid growth of stock market loans and bank investments 
in the period from 1896 to 1904, for example, was a phenomenon associated with
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the enormous increase in gold in the world, and, above all, in the United States.10 
Even during this period, however, there was a rapid growth of commercial loans 
also. But the extreme rapidity with which security loans and bank investments 
grew, between 1922 and 1929, and very especially between 1924 and 1929, was 
primarily due to the fact that money was so excessively easy and the issue of new 
securities, especially stocks at high prices, was so excessively easy, that virtually 
every corporation in the country which had any kind of credit standing put out 
new securities, paid off or reduced its bank loans, and accumulated cash.

io Currie gives figures (p. 117) to indicate a steady long time downward trend in the percentage of com
mercial loans to total earning assets of banks. Our best long statistical series here is, of course, our figures 
for national banks, and the item chosen to represent commercial loans is the so-called “ all other loans” , 
as distinguished from secured loans. Currie recognizes, of course, that the “ all other loans” contain certain 
noncommercial loans. Moreover, some of the secured loans are true commerical loans, e.g., loans secured 
by commodities, loans secured by crop liens, and part of the livestock paper are also self-liquidating loans 
which really belong in the commercial loan category. (See my Value of Money, ch. X X IV .)

Currie gives the following figures:

Percentage of “ other loans” to total earning assets of national banks
Percent

1890-............................................................................................................................    61
1914...........     47
1929____________        36

This looks like a pronounced and emphatic long-time downward trend. Let the reader, however, look 
at the following table in more detail:

Loans and investments of national banks

Number
of

banks

In millions of dollars Ratio of all 
other loans 

to total 
loans and 

invest
ments

Total loans 
and in

vestments
Total
loans

Secured 
loans 1

All other 
loans

Total in
vestments

1890_____________ 3,540 2,256 1,970 566 1,404 286 62.2
1893_____________ 3,781 2,204 1,831 575 1,256 373 57.0
1894_____________ 3, 755 2,411 1,992 675 1,317 419 54.6
1896_____________ 3, 676 2,328 1,877 627 1,250 451 53.7
1898___________ 3, 585 2,750 2,156 799 1.357 594 49.3
1900_____________ 3,871 3, 463 2,687 1.103 1,584 776 45.7
1903_____________ 5,042 4, 544 3, 481 1.373 2,108 1,063 46.4
1904_____________ 5,412 4,867 3, 726 1,519 2,207 1,141 45.3
1907............. ........... 6, 544 6,108 4,679 1,702 2, 977 1,429 48.7
1908_____________ 6, 853 6, 307 4,751 1,920 2,831 1,556 44.9
1909_____________ 6. 977 6, 776 5,129 2,017 3,112 1,647 45.9
1910_____________ 7,173 7,073 5,467 2,032 3,435 1,606 48.6
1911....... ................. 7,277 7,363 5, 611 2,006 3, 605 1,752 49.0
1912___________ _ 7, 372 7,808 5, 954 2,136 3,818 1,854 48.9
1913..................... .. 7, 473 8,026 6.143 2,168 3, 975 1,883 49.5
1914........................ 7, 525 8, 284 6,430 2,410 4.020 854 48.5
1915................. .. 7,506 8,635 6, 660 2,633 4,027 1,975 46.6
1916_____________ 7. 579 9, 977 7, 679 3.074 4, 605 2,298 46.2
1917......................... 7, 604 11,706 8,9.58 3,400 5, 558 2, 748 47.5
1918_____________ 7,705 14,036 10,136 3,838 6, 298 3,900 44.9
1919_____________ 7,785 16,003 11,010 4. 770 6.240 4,993 39.0
1920_____________ 8,030 17, 732 13,611 4,900 8, 711 4,121 49.1

1 Includes loans on demand secured by stocks, bonds, and other personal securities and loans on time 
secured by stocks and bonds; also loans on time secured by other personal securities, etc., from 1915 on.

Source: Comptroller’s Report for 1920, pp. 774-777.
This table would show that, while the trend from 1890 to 1900 was strongly downward in the percentage 

■of ‘ other loans” to total earning assets, from 1900 through 1917 there was a clear upward trend. It would 
also show an upward trend as between 1900 and 1914. For the period 1919 to 1932, I use the series of the 
reporting member banks, which can be obtained weekly, whereas the national bank figures are available 
only 3 to 5 times a year. This table appears in the text above. On the basis of this table, I have discussed 
the trend since 1920.

Since 1924 the development has been definitely pathological. Moreover, from 1924 to 1928, the “ all other 
loans ’ of the reporting member banks contain a rapidly growing proportion of real-estate loans and instal
ment finance paper, so that the decline in the percentage of commercial paper was more marked even than 
the figures themselves would indicate.

Currie gives also, on p. 117, figures starting with 1926 to show the decline of commercial paper eligible 
at the Federal Reserve banks, for the member banks of the Federal Reserve System.

It so happens that the present writer, in early 1927, in the Chase Economic Bulletin, took occasion to com
ment on the dangerously low percentage of such paper in the assets of member banks, and gave figures 
showing how rapidly this percentage had dropped in the 3 preceding years. (Chase Economic Bulletin, 
Apr. 8, 1927, pp. 17-20.) Currie takes as his base figure, in other words, a year when the pathology was 
already far advanced. It is impossible to draw standards for banking practice from the figures after 1924.
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Currie, in common with not a few others who observed the phenomenon while 
it was going on, thinks of it as due to changed corporate policy. The present 
writer is quite sure that it was due rather to money market ease. The following 
figures for the composition of the earning assets of the reporting member banks 
of the Federal Reserve System illustrate this strikingly:

Loans and investments of reporting member banks (monthly averages of weekly figures)
[In millions of dollars]

Date
Total loans 
and invest

ments
Total loans Loans on 

securities
All other 

loans
Invest
ments

Ratio of all 
other loans 

to total 
loans and 

invest
ments

December 1919. ........................ 16, 387 12,412 4,703 7,710 47.0
March 1920________ ______ ____ 16,853 13, 242 4, 454 8, 788 3,611 52.1
March 1921___________________ 16,066 12,785 3, 921 8,864 3,281 55.2
March 1922_________ _________ 14,617 11, 034 3,641 7,393 3, 583 50.6
March 1923----------------------------- 16, 368 11, 796 4,116 7,680 4, 572 46.9
March 1924 -------------------------- 16, 443 12,138 4, 181 7,956 4,306 48.4
March 1925___________________ 18, 523 13, 320 5,122 8,198 5,204 44.3
March 1926-------------------- - - -  - 19, 420 14,172 5, 652 8,521 5,248 43.9
March 1927..-............ ............. 19, 989 14, 536 5,867 8,670 5,453 43. 4
March 1928___________________ 21, 502 15, 370 6,586 8,784 6,133 40.9
March 1929___________________ 22, 472 16, 491 7,580 8,911 5, 981 39.7
March 1930___________________ 22,352 16, 746 7, 964 8,781 5,607 39.3
March 1931___________________ 22,839 15,452 7,302 8,150 7,387 35.7
March 1932______ ______ ______ 19, 434 12, 375 5,388 6,987 7, 059 36.0

Source: Statistical Abstract of the United States.

The period from March 1922 to March 1923 was characterized, on the whole, 
by a great expansion of bank credit, due to the fact that the Federal Reserve 
banks had bought Government securities and acceptances easing the money 
market, a policy which they began to reverse in January of 1923. During this 
period, security loans and bank investments grew rapidly in relation to commer
cial loans. March 1923 to March 1924 was a period when the Federal Reserve 
banks were holding back and bank expansion was not taking place. Commercial 
loans grew during this period at virtually the same rate as the year before. Secur- 
it}r loans increased hardly at all and bank investments actually declined.

The following year, March 1924 to March 1925, was characterized by an im
mense expansion of bank credit based on Federal Reserve purchases of Govern
ment securities and inflowing gold, and in this year there began the great increase 
in the proportion of bank investments and security loans to commercial loans. 
For the rest of the period, down to 1929, this tendency went on, accelerated sharply 
by the great expansion of credit in 1927.

No radical change in corporate policy took place in this short period. The sig
nificant variable was the money market itself.

Currie is not at all concerned about the quality of bank credit and, indeed, 
makes a sharp issue between his theory, which calls for policy directed toward 
the control of the quantity of demand deposits, and the antagonistic policy of 
protection of the quality of bank loans and investments. I stand emphatically 
for the other point of view. I am concerned about the quality of money and 
credit. I trust a situation in which no new credit or debt is created without due 
consideration of the sources from which repayment can come, in which adequate 
margins exist to provide against risks and in which the general situation is ade
quately liquid. In this connection I concern myself very especially with con
siderations of the underlying industrial and trade equilibrium as well as with 
the technical position of particular borrowers.

I would emphasize, and did emphasize in my 1917 study, that modern cor
porate organization and the development of the great stock market have made 
bank loans against securities safe and desirable when held within proper limits 
and when properly handled. But such a radical change as that which took 
place between 1923 and 1929 in the proportions of commercial loans, security 
loans and investments was a source of great disquiet to me, as the situation 
developed, and was a circumstance which led me to give repeated warnings.

One of the finest developments in American banking in the last two or three 
decades has been the improvement in credit technique in connection with com
mercial loans. The bank credit men of the United States have done, outside of
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academic walls, an altogether superior piece of scientific work in studying the 
conditions under which commercial loans may properly be extended and in 
developing a tradition and a code with respect to this matter— as well as a very 
fine system of interchange of information. Further, when business men get an 
important part of their w >rking funds from the banks, they come and sit with the 
banker once a year or more, to discuss their plans, and especially to consider how 
much money they may wisely use. Industrial policy is very much improved by 
these conferences. When, however, the business community, as was true from 
1923 to late 1929, can go instead to the securities market and freely obtain money 
it may or may not need, adequate for its guessed-at needs for the next several 
years, a very different situation is created. The careful and exact and fine calcula
tion disappears. The amount borrowed, or the amount secured by stock issues, 
becomes a matter of the accidents of the money market rather than a matter 
of the actual industrial outlook. The volume of credit is much less closely ap
portioned to the general needs of the commercial and industrial situation, and has 
nothing like so fine an adjustment in quality and in detail to the actual processes 
of industry and grade. The commercial loan should be encouraged and not dis
couraged.

To substitute for the fine scientific job which the bank credit men of the 
country have done, which can deal in detail with the credit needs of the 
country, the vague speculations of the “ modern monetary theorists ” like 
Messrs. Keynes and Currie, concerned with the total amount of money and 
credit which the whole country needs from the standpoint of regulating in
comes and prices and the “ relation of savings to investment ” , does not seem 
to be scientific progress or reform.

The old view that only short-term commercial loans are self-liquidating the 
present writer himself has objected to, and he has emphasized the liquidity— 
not merely the “ shiftability ” , but the actual liquidity—of loans to the 
stock market. Brokers’ loans, for example, at. the beginning of 1920, stood in 
New York at 1,750 millions, and were reduced to under 700 millions by the 
end of 1920 at a time when commercial loans were being rapidly increased 
as the banks took care of the borrowing needs of their commercial customers 
in the crisis. And even the vast and unwholesome total of 8y2 billions of 
brokers’ loans in the stock market in late 1929 was actually reduced by liquida
tion to under 300 millions by the summer of 1932 (offset in minor part by a 
shift to bank customers’ loans against securities). But the principle of 
liquidity the writer would insist upon, and the same reasons which led Adam 
Smith to reject the real-estate loan as a proper banking asset persists in the 
mind of the present writer as good and valid grounds for rejecting reale-state 
loans. The present writer has emphasized that not all of the so-called “ com
mercial loans ” are truly liquid. An important part of them are. Loans to 
local customers often are not. The bank must take care of them. The British 
bankers make a sharp distinction between their advances to commercial and 
manufacturing customers and their commercial bills, the latter being highly 
liquid. American bankers have long made sharp distinctions among their 
customers from the standpoint of liquidity, certain of them being highly liquid, 
certain loans being definitely seasonal, and also between their holdings of 
customers’ paper on the one hand and of outside commercial paper and accept
ances on the other hand.

Currie (p. 38) holds that neither security loans nor commercial loans are 
liquid en masse. This is not true. At the very worst of an extreme strangling 
crisis it tends to be true, but, in general, it is not true. You can’t liquidate all 
loans at one time, but you can, barring an extreme panic, liquidate enough to 
correct an unsatisfactory situation. If, however, you neglect the quality of 
your credit through a period of years, and, by overdoing quantity, bring about 
a general qualitative deterioration, as we did from 1922 to 1929, the problems 
of liquidation become extremely difficult. The desirable thing is to hold a firm 
grip on the situation at all times and to watch both quality and quantity at all 
times.

CRITICISM  OF CURRIE’ S VERSION OF Q U A N TITY THEORY

Where Irving Fisher builds his quantity theory on the notion of quantity of 
money going through all kinds of payments, using a “ velocity ” concept that 
tries to take account of all of the turnovers of money, Currie uses a different 
velocity concept, namely, what he calls “ income velocity.” This is obtained by 
dividing the figures for the total income of the country in any one year by the 
average quantity of money for that year, money being the actual hand-to-
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hand circulation outside of banks, plus “ adjusted demand deposits.” He thinks 
of the money and income velocity in combination as the factors governing the 
volume of income, and volume of income apparently is what governs the price 
level.

No doubt a man can make the arithmetical calculation required to estimate 
an income velocity. But that a casual theory can be erected upon this simple 
mathematical operation is an extraordinary notion. Why could it not be 
equally said that the national income and the money together govern the income 
velocity, or why could it not be equally said that the income velocity and the 
incomes together govern the quantity of money? Why should anybody suppose 
that all of the money and credit actually goes through incomes in the course 
of a year? Why may not large parts of it be limited entirely to capital trans
actions and other business transactions? If so, ought not the figure for money 
that goes into the computation be reduced (how much one does not know) 
with a resulting increase (by how much one does not know) in the velocity 
figure ?

And why should one be sure that income always governs prices? It appears 
equally obvious that prices govern income! And the truth about the matter, 
in the present writer’s opinion, is that no single, simple formula can possibly 
be correct. There is a complicated interplay of forces, and a sound theory of 
prices must be integrated with the whole body of economic theory.11

CURRIE’ S Q U A N TITY THEORY CONDEMNED BY K EYN ES

Mr. Keynes (to whose views Dr. Currie in general adheres) himself repudiates 
vigorously the quantity theory concept that Dr. Currie employs. Mr. Keynes 
not only separates income velocity from the “ velocity of business deposits ” , but 
he also separates “ income deposits ” and “ business deposits.” Of the concept 
employed by Dr. Currie he says: “ But the relationship between the total annual 
receipts of income receivers and the average stock of money held for all purposes 
is a hybrid conception having no particular significance.” 12 I concur fully with 
Mr. Keynes in this one point.

NAIVE APPLICATION OF SIM PLE M ATH E M ATIC AL FORMULA TO COMPLEX ECONOMIC LIFE

To the economist accustomed to the study of the general factors governing 
incomes and volume of production, to the economist accustomed to the general 
theory of value ( of which the theory of the value of money ought to be a special 
case), and to any man who has studied economic problems enough to be impressed 
with their intricacy and complexity, this simple piece of mathematical computa
tion, offered as the basis for the determination of public policy with respect to 
money, credit, and banking in a great complex modern economy, appears in
credibly naive.

Senator M cA doo. In order to save our time in trying to read these 
books, have you not made succinct analysis of them so that we can 
read it in digest form?

Mr. A nderson. This is a booklet of some 32 pages.
Senator M cA doo. That is the reason I asked the question.
Mr. A nderson. I f  you  wish me now  to sum m arize certain o f  the 

m ain points, I should be g lad  to.
Senator M cA doo. W e would like to know what the main points are 

and what your theory is ; at least, I  would.
Mr. A nderson. Let me state my theory rather briefly. Phrased 

in the statements quoted yesterday from Woodrow Wilson that bear

11 I have tried to do this in my Value of Money.
13 Keynes’ Treatise on Money, vol. II. p. 24. In general, it must he said that the con

cepts of M r. Keynes’ Treatise on Money deal with unknown and unknowable quantities 
on so extensive a scale that it would be alm ost im possible to base policy on them. M r. 
Keynes is sometimes realistic enough to recognize this when he goes to make estimates. 
Thus, w ith respect to one im portant variable in his scheme, he says that it is probably 
more than 5 percent and less than 12 percent but he places it provisionally at 8 percent—  
a range of uncertainty of 140 percent, w ith  no certainty as far as the present writer can 
see that even the upper and lower lim its have validity. (Treatise on Money ; vol. I , 
p. 46, vol. II . pp. 2 5 -3 0 .)
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upon it, when we speak of the ebb and flow of credit, I  believe it is 
the business of bank credit to adust itself to the ebb and flow of 
commerce, and not to try to force the pace. I believe in elastic bank 
credit, credit that rises as commodity prices rise, credit that is re
sponsive to decline of commodity prices and the decline of business, 
credit that is kept closely related to living, flowing business, credit 
that is kept sweet and clean and quickly ready to respond. I believe 
that the large matter of prosperity and depression is governed by a 
great many factors, of which money and credit are only one. I f  you 
have a bad boom, a long-continued boom, you get many things out of 
adjustment, you get certain prices much too high and some others 
lag behind.

In 1920, for example, we had railroad congestion. The railroads 
could not carry the goods because there was too much being done. 
W e had a great unsettling factor in that much of our business was 
directed toward foreign markets and credit was growing weaker 
and weaker on the other side. W e had a multitude of other malad
justments growing out of the war and the post-war boom. To have 
tried to overcome all those things then by further expansion of credit 
would have been clearly wrong. Rather, we let it go down. We had 
a smash. We gave them what credit they needed in the crisis so as 
to protect the solvency of the solvent man, and we did not keep 
pumping out more and more credit to validate insolvent positions. 
W e had a readjustment, and it was a terrific readjustment. Com
modity prices had risen from 100 in 1913 to 248, and they dropped 
in a 13-month period to 138. Wages came down. A  lot of bank
ruptcies occurred. W e cleaned up the weak spots of the credit situ
ation. Various other costs came down. In 13 months wTe accom
plished the readjustment, the tide turned, and by the spring of 1923 
we had a labor shortage in this country.

Bank credit did its job there. Federal Reserve credit expanded 
in 1920 up to the end of the year, nearly. It did it by redis
counts. It did not do it by open market operations. We did not 
try to make Federal Reserve credit do the impossible thing. One 
country did, however. That was Japan. Japan tried to avert that 
crisis and liquidation. Japan choked off the crisis by great expan
sion of bank credit. The great banks, the government, the great 
industries, carried over the stale unliquid position, using bank 
credit for 8 years until 1927— endured 7 years of stagnation to avert 
losses on 1 year’s inventory. And then the smash. Then they 
learned something. They got flexible. Since 1927 Japanese prices, 
wages, costs, industrial methods, have all been very flexible. They 
have also allowed their currency to depreciate, though they were not 
first in doing this, and part of it appears to have been due to their 
Chinese and Manchurian military expenditures. They seem to be 
almost the only country whose exports have been really helped by 
currency depreciation. This I attribute to two factors: (1) A  small 
country, thej  ̂ did not shock world credit when their currency broke, 
as England did, and as we did; and (2) their internal cost-and-price 
fabric was highly flexible. They had heavy currency depreciation 
between 1920 and 1927 without any help to their foreign trade rela
tions and without internal prosperity.
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This time we have used the Japanese method of 1919-20. We tried 
to make bank credit do all the work. We tried to prevent the read
justments that were necessary. Cheap money is helpful in getting
out of a depression if, along with it, you get things shaken down and 
readjusted. You have had your commodity prices down, your raw 
materials down; you have had your wages down where necessary; you 
have had a shifting in the proportions of the industry; and if things 
are wTell shaken down cheap money is very helpful. But to try using 
bank expansion or currency debasement as a substitute for readjust
ments, is simply to carry on an impossible situation. It gets worse 
and worse, and when the final smash does come it is very, very 
difficult.

There is my theory as to what bank credit can and cannot do. In 
a crisis expand credit to save solvent men. Give solvent men with 
slow assets time to make use of their slow assets in meeting their 
quick liabilities. Do not try to validate the bad assets of insolvent 
men.

Senator C ouzens. Y ou have tried to tell us what you would do in 
the case of a depression, not to allow credit to be used to maintain 
false standards. What would you do to prevent an occurrence such 
as happened in 1928 and 1929 when values went down?

Mr. A ndebson. My position is made clear in a series of discussions 
running from 1921 on. I would have prevented the use of bank credit 
during that period as a substitute for readjustment of our forehm- 
trade position. W e had at that time a foreign trade which would 
have gone to pieces at any time-------

Senator B ulkley. What time are you speaking of now ?
Mr. A nderson. The period preceding 1929.
Senator B u l k l e y . How long preceding?
Mr. A nderson. The thing was pretty clear almost from 1921 on, 

as to what was called for. What was called for was lowering of the 
tariff so as to get export trade out in return for imports. But in
stead, we kept the tariffs high and we got the exports out on credit; 
and we made that credit possible by unsound Federal Reserve polii 
cies, keeping rediscount rates below the market. Then these great 
open-market operations made it possible to float vast foreign loans 
here and also to have our wide speculation in real estate and our ex
panding in. instalment finance and all those other unsound things.

Senator B u l k l e y . Are you attributing all that to the Federal Re
serve p o licy ?

Mr. A nderson. They could have held it down closely. The incom
ing gold would have made a problem for the Federal Reserve Sys
tem to have offset that incoming gold entirely. It might have met 
the situation in some other ways. I indicated in 1924 how we could 
have avoided any expansion of bank credits, as far as that is con
cerned.

Senator B u l k l e y . Are you going to repeat that now  so that we 
w ill understand it?

Mr. A nderson. In 1924 my proposal was rediscount rates above the 
market. That is not the first time I made that proposal. That is the 
old orthodox view. I protested vigorously against the market opera
tions then in process. I proposed that we might retire national bank 
notes as a means of taking up some of the gold that was coming in
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and proposed that we move vigorously toward getting Europe to 
stabilize-------

Senator B ulkley . What were the open-market operations that you 
protected against?

Mr. A nderson. In 1924 to 1927. However, I would like to leave 
the discussion of open-market operations until later, because I want 
to trace the history of that.

Senator B ulkley . I do not want to draw you out of order.
Senator C ouzens. Y ou answered mjr question as to what you 

thought we should do to prevent the occurrence of a condition such 
as we had in 1928 and 1929. Are you going to tell us how you would 
put that into legislative form as you go along ?

Mr. A nderson. If you want a draft from me, I  would be glad 
to try to prepare i t ; but right here and now I am not capable of it. 
I am not a lawyer. I f  the committee wishes it, I will gladly work 
out with a legal friend a formula for the policy of the Federal Re
serve System for your consideration. Would you wish me to do that ?

Senator C ouzens. I would like to have that; yes.
Mr. A nderson. I do not know how good it will be, but I will, do 

my best on it.
Senator C ouzens. I f  it covers your theory, I think we have plenty 

of lawyers and legislative draftsmen around here to get it in legal 
form.

Mr. A nderson. The primary function of Federal Reserve banks, 
as I see it, is to do these old-fashioned things: Protect the currency, 
maintain quality of credit, check wild booms, meet emergencies, meet 
seasonal needs, and things like that. The other theory, that they 
must try to regulate commodity prices especially, I tliink is dead 
wrong. For instance, this passage here [reading] :

In stabilizing fluctuations in the general level of production, trade, prices, and 
employment.

You cannot stabilize all those things. There will be times when, 
if you try to stabilize prices, you are going to have production falling 
off, trade falling off, and employment falling off.

Senator Glass. D o you think there is any man or any set of men 
wise enough to carry into practical effect the suggestion in that 
voluminous declaration of policy there?

Mr. A nderson. I think not, Senator. It is impossible by credit 
methods.

Senator Glass. D o you think God has endowed any man or set 
of men with sufficient discernment to do what is proposed there ?

Mr. A nderson. It is impossible, certainly in the present state of 
scientific knowledge; and I should suppose that that will continue.

Senator M cA doo. It is impossible, too, when we consider the 
capacity of the human brain as we know it; is it not?

Mr. A nderson. The limitations are these, Senator. I think I know 
something about economic theory. It is possible for a man well 
trained in economic theory for a little while, when his energies are 
high, to see in outline a picture of the interrelations of the industries, 
of the interrelations of the various commodity markets, the money 
markets, and the stock market, the interrelation of the national and 
international activities, and the general schematic plan of the rela
tion of prices to costs. But that is a skeleton thing, and it is useful
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for certain broad conclusions regarding policy. But for any man to 
try to put flesh and blood into that and to get statistical data and 
fill it out and make it live so we can regulate the economic life of this 
country, I do not believe is possible. I am afraid that no board can 
do it, because a board made up of good economists would not all 
see that picture in the same way.

Senator C ouzens. During your association with the Chase National 
Bank, of course, you could not see what they were eventually in for,
could you ?

Mr. A nderson. I thought I could foresee. My business is to study 
the general economic situation of the country. I thought I could 
foresee what the country was in for.

Senator C ouzens. What I was trying to get at was that with all 
your study and ability you could not advise the Chase National Bank 
to avoid the pitfalls that it did get into, could you ?

Mr. A nderson. I was not concerned very much with the manage
ment of the bank. I am a student, a scholar; not a manager.

Senator C ouzens. Did you n ot g ive  to the d irectors and the m an
agem ent the benefit o f  your scholarliness ?

Mr. A nderson. I was consulted many times. I expressed opinions 
about many things. Sometimes my opinions were taken and some
times they were not.

Senator T ownsend. They did not always take your advice?
Mr. A nderson. No ; and sometimes they were right in not taking it.
Senator M cA doo. Y ou are the economic adviser of the bank, are 

you not?
Mr. A nderson. Yes.
Senator M cA doo. Your business is to submit to them for their 

consideration your views on the various economic and monetary 
policies that arise from time to time ?

Mr. A nderson. Yes.
Senator M cA doo. If you happen to be right and they do not follow 

your advice, then they are wrong. I f  you happen to be wrong and 
they do not follow your advice, they are right. Is not that about 
the size of it?

Mr. A nderson. There is always uncertainty in complex causes, 
whether a particular view at the moment is right or wrong. It has 
to be judged on the basis of what you knew then.

Senator Glass. Dr. Anderson, in plain layman’s language, from 
1921 to 1923 or a little beyond, this country had that readjustment 
which you spoke of ?

Mr. A nderson. Yes, sir.
Senator Glass. Then it proceeded and everybody proceeded on a 

fictitious expansion of credit and an excess of speculation and it 
resulted in the crash; is not that a fact?

Mr. A nderson. That is a fact; and it was done on the basis of the 
theory which is to be embodied in title II , and the proposal is that 
we shall keep on doing that thing indefinitely.

I want to bring this country back to the old-fashioned thing. 
Senator. We know how that worked.

Senator M cA doo. But under, the old-fashioned thing we had 
many panics in the United States. What we are trying to do is to 
find some panic-proof thing.
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Senator G lass. The Federal Reserve System cured currency 

panics. There cannot be a currency panic in this country any longer 
so long as business is transacted.

Mr. A nderson. Let me tell you why the System did not do what 
you meant it to do when you first framed it.

Senator G lass. I know the reason. It was because it was mal- 
administered.

Mr. A nderson. I will show you in what particular it was malad- 
ministered.

Senator M cA doo. I suppose you have that in an orderly form in 
your paper?

Mr. A nderson. Yes, sir.
Senator M cA doo. I think it would be better to let Dr. Anderson 

proceed without interruption, then, Mr. Chairman.
Senator G lass. Yes.
Mr. A nderson. I would say about Dr. Currie’s policy with refer

ence to this matter— and I want this to go into your record— that 
Professor Cassel, before the stock-market crash, said that the Fed
eral Reserve System should not concern itself about the stock market 
but only about commodity prices, and should keep on making money 
easy when necessary to keep up commodity prices and to keep 
business active.

Dr. Currie said, after the stock-market crash— and I want to 
read this from an article entitled “ Montetary Policy and the De
pression ”, from the Journal of Political Economy, Chicago, April 
1934, pages 168 and 169 [reading] :

The 1927 policy lias been generally condemned on the ground that it was 
responsible for the “ speculative mania ” of 1928-29, one of the members of the 
Federal Reserve Board having since gone so far as to say that it represents 
“ one of the most costly errors committed by any banking system in the last 
75 years.” To the writer it appears wholly admirable, rather to be charac
terized as one of the most successful policies ever pursued. Though one can
not positively say that it was responsible for arresting the downward trend of 
prices and production and for easing the pressure on foreign central banks, 
we are justified in claiming that it was the policy acceptable in theory for the 
attainment of those ends. Since we have argued that the call-money rate 
plays a minor role in the calculations of speculators and that the major part 
of the rise in stocks appeared reasonable and defensible on the basis of the 
then-existing knowledge, it follows that the 1927 policy was responsible for 
the subsequent rise in stock prices only in the sense that it resulted in an 
upswing in business activity and profits.

With respect to the policy in 1929. when they were trying to 
hold down speculation— not adequately, but trying— Dr. Currie 
says that the policy was a grave error, and he proposes an alterna
tive policy. I quote [reading] :

An alternative course open to the Reserve administration in 1929 was to 
reverse this policy and counteract rather than intensify the rise in interest 
rates. This course, which has never as yet been tried, appears at first sight 
so bold—almost foolhardy—that it was not even considered. To the writer, 
however, it appears to have been the only way out.

That is on page 170 of the same article.
The issue is pretty clear, I think, between those two points of view: 

One, that bank credit shall move with business and respond to 
business needs; that when business, through any one of many causes, 
gets in reverse, bank credits shall follow; that you shall have peri
odic liquidations of bank credit before it gets too badly deteriorated.
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The other, that you are not going to permit that; you are going 
to force the pace, always with enough credit to keep prices up and 
business active. Do not bother about the stock market; do not bother 
about speculation.

The theory applies apparently no matter how bad the situation is.
Now, I want to see what the old theory would have required. I 

want to look at the matter from the standpoint of the function of 
the Federal Reserve System as it was originally conceived, and I  
want to see what kind of things are needed from the standpoint of 
additional currency and credit, looking at it from the standpoint 
of keeping an adequately elastic currency supply, adequately elastic 
credit, adequate meeting of seasonal needs, adequate meeting of 
crisis needs.

The Federal Reserve System was designed to prevent a repetition 
of the troubles of 1907. In 1907 we had what we call a “ money 
panic ”, due to the fact that the currency supply of the country was 
inelastic, except as gold came in and out, and periodically in times 
of acute strain the banks had to restrict cash payments and we had 
to devise clearing-house certificates, and the banks had to issue scrip. 
This had happened in 1873, 1884, 1890, 1893, and 1907. We wanted 
to prevent that for the future. Such panics are too frequent if 
they come as often as 1893 and 1907. It is too frequent if such a 
panic happens at all. Our general system wras really not anything 
like as bad as often stated. The country grew wTith it very rapidly, 
and that old system had the merit of forcing us rather frequently to 
pull up before unsound tendencies went too far. You got some tight 
money and you got liquidation, and a banker had to be on his toes.

Senator M cA doo. I do not want to interrupt, but under the old 
system we had excessively tight money conditions every year.

Mr. A nderson. In the auturn; yes, sir. We had the knowledge 
that that was coming, and it made the bank keep more liquid, keep 
in better shape than they would be if they were free from any worry 
about it.

Senator M cA doo. It was rather expensive to agriculture and to 
the country.

Mr. A nderson. It was; and we needed the Federal Reserve Sys
tem. We got out of the panic of 1907 bv the importation of $100,- 
000,000 in gold. That was enough. As that came in. the banks were 
able speedily to resume cash payments, and the emergency currency 
and scrip quickly disappeared.

In 1908 we passed the Aldrich-Vreeland Act, which provided for 
an emergency currency to be issued by groups of national banks 
against assets other than Government bonds, upon payment of a tax 
of 6 percent; and in the Federal Reserve Act of 1913 this Aldrich- 
Vreeland provision was fortunately retained, with the reduction of 
the tax to 3 percent.

The shock of the outbreak of the war in 1914 found us with the 
Federal Reserve System not yet in existence; but with this tempo
rary resource available, the Aldrich-Vreeland provisions were used.

Senator McA doo. They were modified considerably, however, to. 
meet the situation.

Mr. A nderson. Yes, sir.
Senator G lass. Not one bank in New York could have utilized 

the Aldrich-Vreeland Act unless it was modified.
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Mr. A nderson. With the provision as it was applied, something 

like $350,000,000 additional national-bank notes were issued, and 
that was enough.

Senator M cA doo. About $385,000,000, as I recall it. I may be in 
error.

Mr. A nderson. I think you are right, Senator. From January l r 
1914, to December 1, 1914, the increase was $354,000,000; but from 
the low of 1914, which was in July, to the high, which was in 
November, the increase was $370,000,000.

Senator M cA doo. That is not very material.
Mr. A nderson. That worked; and that was a pretty bad crisis. 

It was a great shock, with the World War beginning and with cotton 
unsalable because of the cutting off of the export trade.

Senator G lass. It worked after we made it workable.
Mr. A nderson. But I mean, without the Federal Reserve System 

yet, we were still able, with $370,000,000, to avoid a money panic.
Now I want to come to the question of open-market operations-------
Senator C ouzens. Before you go into open-market operations, 

are you going to discuss the kind of assets that should be eligible ?
Mr. A nderson. I am coming to that; yes, sir. I  wTant to say some 

very definite things about that.
Senator Couzens. Why do you not do that before you come to 

open-market operations ? Or does that relate-------
Mr. A nderson. In the orderly exposition of my thought, it is 

better the other way. I f  it is more convenient for you, I would be 
glad to reverse the order.

Senator C ouzens. That, in my judgment, is one of the m ost 
important elements of the bill.

Mr. A nderson. I agree w ith  you . I want to discuss it.
Senator M cA doo. I s it your intention, Mr. Chairman, to continue 

this hearing after 12 o’clock?
Senator G lass. I would like to go on with Dr. Anderson, unless 

we are called to the Senate.
Senator M cA doo. My engagements make it necessary for me to 

go, and I was rather anxious to hear this testimony. I  thought if 
we were going to adjourn until this afternoon, we might adjourn 
now and resume at 2 o’clock.

Senator B ulkley. Let us resume at 2 o’clock.
Senator G lass. We will resume at 2 o’clock, but we have two 

other witnesses to be heard.
Senator C ouzens. Let us g o  on for 10 or 15 minutes more.
Senator G lass. Let us finish with this open-market business.
Senator M cA doo. Before Dr. Anderson takes up the other phases 

of the bill, I would be glad if you would take a recess until 2 o’clock.
(Senator McAdoo thereupon retired from the committee room.)
Mr. A nderson. Open-market operations in England, before the 

war, where this notion originates, viewed from the standpoint of the 
kind of things we have got used to lately, were microscopic. I have 
looked back into the records and into the financial press in British 
pre-war days to see just what the Bank of England did, what opera
tions attracted the attention of the market. The things that gener
ally attracted their attention were not in operations to ease the mar-
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ket. The Bank of England used these operations primarily to 
tighten the market. I f  there was some tendency that was unsound 
that was going on, they would raise the rate; and then if the general 
market rate did not respond quickly enough to suit them, they would 
sell something to the market to take up the floating supply of money 
and make the bank rate effective. They kept very close to the market 
almost always, and very small operations would do it. I found the 
case where just about a million pounds of Indian Council bills were 
sold, taking up the floating supply of the market. Five million 
pounds was a big transaction in open-market operations.

During the war the British learned something, and then we learned 
it from them. A t the outbreak of the war the first recourse of the 
Government was to the Bank of England, because they wanted some 
money and they had to get it quickly from borrowing by the Treas
ury from the Bank of England. The amount was not large. They 
found that eased the money market greatly, increasing the reserves 
of the other banks of the country, and as the Government spent the 
money it went into Lloyds, the Midland, and the other British banks. 
Then that greased the wheels for a big flotation of treasury bills and 
then when that got along they wmuld have a big funding loan’ and 
take it out of the banks. It was not an open-market operation in the 
strict sense; it was a direct loan to the Government of relatively small 
amounts, and this, with increased reserves of the banks, made it easier 
for them to buy a lot of Treasury bills. Finally they would have a 
big public loan to take up these Treasury bills, and the Bank of Eng
land would get this money back. Just temporary overdrafts was 
what it amounted to. It was part of the war financing, rigging the 
money market to make it easier for the Government to get money. 
That is what it was.

Our Federal Reserve System learned that from the Bank of Eng
land, and when we got into the war, at the time of the issuance of 
each of our Liberty loans, we did some of that, but just temporarily. 
I thought I had the exact figures here, but I  see that in this carbon 
.copy they are not written in, so I should like the privilege of correct
ing my figures if my memory is incorrect, in my revision.

None of the First Liberty Loans involved more than $100,000,000 
of purchases of Government securities by the Federal Reserve banks. 
One of them was only about $30,000,000. But that eased off the 
money market enough. After the Liberty Loan transaction was 
completed the Federal Reserve System sold these governments again. 
It was a vast transaction to assemble $7,000,000,000 all over*the 
country. When the Fourth Liberty Loan of $7,000,000,000 came at 
a time when the capital market had been drained, niv recollection 
is that these purchases ran from about $79,000,000 up to $350,000 000 
for a very short period, and then back again to $118,000,000. ’ ’

Senator Glass. Purchases by the banks ?
Mr. A nderson. By the Federal Reserve banks. There ao-ain it 

was just a temporary thing, and I think that in that $350,000 000 
there was a Treasury overdraft connected with interest payments. 
But I  am not absolutely sure.

W e went through the crisis of 1920 with very little of open- 
market operations. The Federal Reserve banks provided over 
$3,000,000,000, but it was almost wholly discounts; it was not open 
market purchases.
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In contrast with these very modest open-market operations of the 

war, here are the figures for 1924 and 1927. In 1924, without any 
need for it from the standpoint of money and credit needs of the 
United States, but just on this theory of making business good, 
forcing the pace, they bought $519,000,000 worth of Government 
securities between January 9 and September 7. It took less than 
$100,000,000 to float any one of the first three Liberty Loans. In 
1927 the increase was $451,000,000.

Senator C ouzens. Have you not overlooked in those statements 
the war psychology, the ease with which the Government put out 
those securities without the necessity of resorting to the Federal 
Reserve or any other banks?

Mr. A nderson. There was necessity for resorting to the Federal 
Reserve System. There was necessity for resorting to the other 
banks. The banks cooperated magnificently in that matter.

Senator C ouzens. I am not denying that; but I say you are mak
ing a comparison of the extent to which the Federal Reserve banks 
were used during the war, during 1920 and during 1927, and so on, 
and I ask you if there was not some difference in the psychology of 
the people in the war period when they bought more themselves, 
and therefore the Government did not have to rely so much upon 
the Federal Reserve banks.

Mr. A nderson. There was a great deal of expansion of credit in 
connection with the financing of the Government. People bought 
bonds, but they did not have the cash. They would go to their banks 
and borrow part of it and then try to pay off the balance later. The 
banks had what they called “ war paper ” , which w'as their own hold
ings in Government bonds and loans to customers, and it amounted 
to something over six billions in the summer of 1919.

Senator G ore. They did reduce the reserve requirements?
Mr. A nderson. Yes, sir. That was a thing that was done at that 

time in 1917.
Senator G lass. In 1919, when I floated the Victory loan, the war 

was over and had been over for some time. All of the exultation 
had disappeared; all of the anxiety and concern for the boys abroad 
had disappeared, and the banks were insisting upon floating the 
loan upon a purely business basis. I recall but one banker in the 
United States who agreed with me— and that was Mr. George Baker, 
now dead— that it ought not to be on a strictly business basis. 
Twelve millions of American citizens bought bonds. More people 
in my State, Virginia, and I imagine, three times as many in the 
State of Michigan, invested in bonds, than the total number who 
have invested in the “ baby bonds ” that were offered lately.

Mr. A nderson. It was a highly successful operation.
It is in these gigantic open-market operations which may run as 

high as 25 or 30 percent of the total member bank reserves-------
Senator G ore. I do not believe you finished your statement as to 

what it was in 1927.
Mr. A nderson. In 1927 there was an increase of $451,000,000.
Open-market operations of this sort, on a scale of these magnitudes, 

and 25 or 30 percent of the member bank reserves, and running a 
longtime, not just temporary things such as you had during the war, 
give an altogether false picture and create the illusion of unlimited 
capital. They lead to the diversion of bank money from current
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liquid uses into unliquid, frozen capital uses and speculative uses 
on a colossal scale.

Apparently it is this kind of policy which title II  of this bill seeks 
to make a regular thing for the future; that the initiative shall be 
taken by the Federal Reserve System in putting money out and 
taking money in, if it is ever to be taken in, instead of waiting for 
the borrowers to come to the Federal Reserve banks-------

Senator G lass. Not exactly the initiative of the Federal Reserve 
System. The Federal Reserve Board, you mean.

Mr. A nderson. Yes, sir.
Senator G lass. There is a great difference.
Mr. A nderson. A  great difference. My next point will probably 

take me about 10 minutes to get into. Possibly it will take me some
what longer than that. It leads to the discussion that Senator 
Couzens was particularly interested in.

Senator G lass. Suppose, then, we adjourn until 2 o’clock, to reas
semble in the Appropriations Committee room at the Capitol, so 
that we will be in close contact with the Senate.

Mr. A nderson. Very well, sir.
(Address delivered by the witness before the Students’ Union of 

the Netherlands Commercial University, referred to and submitted 
by him, is as follows:)

[Chase Economic Bulletin]

C o m m o d i t y  P r ic e  S t a b i l i z a t i o n  a  F a l s e  G o a l  o f  C e n t r a l  B a n k  P o l i c y 1

By Benjamin M. Anderson, Jr.. Ph. D., economist of the Chase National Bank
of the city of New York

I invite you to join me in the analysis of a dangerous economic fallacy. 
It ,is proposed that central banks, including our own Federal Reserve System, 
shall be guided in their discount policy and in their other dealings with the 
money market by one sole criterion, namely, the general level of commodity 
prices. If commodity prices are moving upward, central hanks are to restrict 
credit. If commodity prices are moving downward, central banks are to expand 
credit, the objective being always to maintain a stable level of commodity 
prices. All other considerations are to be made subordinate to this end. If, 
for example, a dangerous stock-market speculation is under way, making in
satiable demands upon the credit resources of the country, and impairing the 
liquidity of bank assets, the central bank or the Federal Reserve System is 
still not to alter its credit policy so long as the general level of commodity 
prices is not changing.

This doctrine has many protagonists, not all of whom would state it as 
extremely as the preceding paragraph does. The preceding paragraph does 
represent, however, the position of Prof. Gustav Cassel, of Sweden, who is 
the outstanding figure among the numerous European adherents of this view 
and the view has recently been stated in terms little, if any, less extreme bv 
various men prominent in my own country, where well-organized and weli- 
financed propaganda is being made for the general project of commodity-price 
stabilization by Federal Reserve bank action.

I believe that these views are wrong and dangerous. And I believe that 
these views have so many adherents, both in the United States and in Europe 
that it is highly essential that they should be challenged. I am happv to be 
able to inform you that our Federal Reserve Board is on record as opnosiiw 
the legislative proposal now pending before the American Congress which

1 An address delivered before the Students’ Union of the Netherlands rom m erriai 
University (Vereenifiring Voor Studiebelangen Aan De Nederlandsche Handels-Hooszesehnoi > 
at Rotterdam, the Netherlands, on the afternoon of M ay 7, 1929 . a

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



BANKING ACT OF 19 3 5 467
would require Federal Reserve policies to be guided by tbe price-stabilization 
principle.2

In opposition to this new doctrine, I offer the old-fashioned doctrine, rarely 
questioned in pre-war days, well understood and well tested ,in experience, that 
central-bank policy should be guided by the banking position of the country 
and the state of the money market, with heavy emphasis placed on the domestic 
banking position and the domestic money market, but with occasional coopera
tion with other central banks in international emergencies.

Whereas the new theory asks central banks to stabilize the commodities 
market, I maintain that they have a great enough task in steadying the money 
market.

T h e  O l d - F a s h i o n e d  V i e w  o f  C e n t r a l  B a n k  F u n c t i o n s  a n d  C e n t r a l  B a n k

P o l i c y

The traditional prewar view of the duties of a central bank is definite, clean- 
cut, and simple.

(1) It is the business of a central bank to protect the paper money of the 
country by converting it into gold on demand. This is its first and most essen
tial function, and everything else must be subordinated to this.

(2) It is the business of a central bank to ease off monetary stringencies 
and to prevent business crises from degenerating into money panics. In a 
crisis, the central bank supplies whatever money is necessary at a steep dis
count rate. It enables solvent men to protect their solvency, but it does not 
regard it as its duty to validate the unsound assets of really insolvent men, or 
to help defer the liquidation of stale positions.

(3) In times of great speculative excesses, whether in commodities or in 
securities, central banks should act to prevent the extension of unsound credits, 
to protect the liquidity of the banks of the country, and to check speculative 
excesses, by tightening the money market.

(4) It is not the business of a central bank to finance a boom—least of all, 
a stock-market boom.

CENTRAL B A N K  INFLUENCES ON TH E  MONEY' AND CAPITAL M ARKETS

Central bank policy is only one factor governing money rates and governing 
the volume of money and capital available in the money and capital markets.

There are five main sources of capital: (1) Consumers’ thrift; (2) the turn
ing back of business profits, including corporate profits, to industry and trade; 
<3) taxation, when the proceeds of the taxes are used for capital purposes 
and very especially for the purpose of reducing public debt; (4) direct capitali
zation, as when a farmer spends his spare time in building barns and fences, 
or putting in subsoil drainage, or when a farmer allows his herds and flocks to 
grow instead of selling off the annual increase; (5) new bank credit, the 
product of bank expansion, based on excess bank reserves, which may grow 
out of (a) inflowing gold, or (b) increased central bank credit.3 It is the abuse 
of this source of capital which is responsible for our present financial problems.

Rates of interest in the capital market and in the money market depend 
upon both supply and demand. There are many subdivisions of the money 
market and the capital market, each with its own special supply and demand, 
and each with its own special rate or rates. There are the markets for real- 
estate mortgages, for highly liquid commercial paper, for call loans and time 
loans at the stock exchange, for customers’ loans, secured and unsecured, at 
banks, with various rates depending upon the length of the loan, the liquidity 
of the loan, etc. There is the bond market, with subdivisions—railroad bonds,

2 Testifying before the congressional com m ittee, which has the so-called “  Strong  
bill ”  under consideration, the Honorable Itoy A. Young, Governor of the Federal Reserve 
Board, stated categorically on M ar. 19, 1928 , “  The Board is opposed to the bill.” H ear
ings before the Committee on Banking and Currency, H ouse of Representatives, 70th  
Cong., 1st sess., on H . R. 11806, p. 11.

3 M any old-fashioned w riters would deny th at expending bank credit is a source of 
capital. They would say that it is absurd to contend that the mere creation of two 
liabilities, namely the liability of the borrower to the bank and the bank’ s deposit 
liability to the borrower, creates new capital. B ut, held w ithin lim its, it m ust be 
recognized that this is a real source of capital. The great trouble in recent years is 
that this source of capital has been overworked to an extent which passes far beyond the 
lim its which any theory of credit can ju stify . See the Chase Economic Bulletin, vol. V I , 
no. 3, November 1926, pp. 2 4 -2 7 , and the Chase, November 1920, pp. 3 1 8 -3 2 6 .
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industrial bonds, municipal bonds, Government bonds—bonds listed on the
stock exchange, and bonds sold only “ over the counter.” There is the market 
for corporate shares, competing for funds with these other divisions of the 
money market. These markets, though in considerable measure distinct, are 
connected. There is a tendency for rates of interest or rates of return in each 
of these markets to have certain relations to rates in the other markets, with 
differentials,4 5 of course, to compensate for differences in safety and liquidity..

Great intensity of demand in some of these specialized markets, with mod
erate demand in others, can lead to temporary very great discrepancies in rates 
among them, as we have seen in recent months, in the United States, where 
open-market commercial paper has been moving at 5% to 6 percent, while time 
money on the stock exchange has been at 8% to 9 percent, and call money at 
the stock exchange has gone as high as 20 percent. But, even so, a greatly 
increased demand at any one place makes a firmer tendency throughout.

It is, therefore, clear that central-bank policy cannot ordinarily be expected 
to dominate even the money and the capital market. Its influence is whollv 
on the side of supply. Demand it cannot control. On the side of supply it can 
influence only one of the main sources of capital, our no. 5 above, namely, 
bank credit. The abnormal concentration of gold in the United States has 
given our Federal Reserve System a leeway in this respect in recent years 
almost unprecedented in history,6 and very unlikely to be duplicated in the 
near future. Investors’ savings, corporate savings, Government policy with 
reference to paying off the public debt, and direct capitalization, are all be
yond the control of the central bank.

Even in the regulation of commercial-bank expansion, central-bank credit is 
only one of two 6 major influences, the other being the international movements 
of gold. The power of a central bank, therefore, to regulate even the money and 
the capital markets is limited, and we must not ask too much of it. We may 
properly expect it to prevent extreme variations, to moderate the movements in 
money rates and interest rates, to take up slack at times when rates are unduly 
low, to meet seasonal needs for increased hand-to-hand currency and sea
sonal variations in the commercial demands for credit, and, above all, to pre
vent fantastically high interest rates in times of crisis and emergency. But. 
under anything like normal conditions, it is quite unreasonable to ask more than 
this of a central bank.

Artificial manipulation of interest rates by a central bank seeking to overcome 
all the other factors in the money market and the capital market generates 
troubles ■which lead to excessive rates in the other direction at a later time.

This proposition holds true for all markets. An artificially low7 price for coal 
would check coal mining, on the one hand, and lead to wasteful use of coal on the 
other, with the result that sooner or later a great scarcity of coal w7ould come, 
which could only be corrected by extremely high coal prices, checking the use of 
coal, and increasing its production.

The main cause for the very high money rates in the United States today is 
the excessively low7 rates from 11321 to 11)28, and particularly the final cheap 
money episode in the autumn of 1927, which turned loose the incalculable 
psychological force of speculative contagion, which has seemed insatiable in its 
demand for credit even at very high rates.

CENTRAL B A N K  POWER OVER COMMODITY PRICES

If it is unreasonable to ask a central bank to fix money rates and interest 
rates, far more unreasonable is it to ask a central bank to fix the level of 
commodity prices. Central bank policy is only one factor in the monev and 
capital market, and the state of the money and capital markets is only one of 
many factors affecting commodity prices. In no w7ay, except through the regu
lation of the money and capital markets, can the central banks influence com
modity prices, and this influence is an influence of second or third remove and 
of indeterminate degree.

The general average of commodity prices is governed by a multitude of forces. 
In 1924, for example, in the United States we had a moderate rise in commodity

4 In periods of extreme speculation, these differentials become gravely distorted, so far  
as the return on equities is concerned, either through exaggerated emphasis on future 
prospects, or through a complete failure to calculate.

5 The expansion of bank credit between 1896 and 1903 is a remarkable episode, which 
we have studied in The Chase Econom ic Bulletin, vol. IX , no. 1.

6 Cf. Chase Econom ic Bulletin, vol. V II I , no. 1, for an analysis o f all the factors
affecting commercial hank reserves, and bank expansion, in the United States.
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prices beginning in the middle of the year. It started in a sharp rise in wheat, 
growing out of a world shortage, with positive disaster in the Canadian crop, 
accompanied by an abundant wheat harvest in the United States. American 
agriculture, which had been very depressed, found its position greatly improved,, 
and agricultural buying of manufactured goods increased sharply. Simultane
ously, the Dawes plan restored confidence in Eprope among American investors. 
We had placed only $267,000,000 of foreign securities (refunding excluded) 
in our market in 1923. But in 1924 we took nearly a billion dollars worth of 
such securities, mostly in the second half of 1924. Coincidently, our Federal 
Reserve authorities carried through the purchase of a great volume of Govern
ment securities, flooding our markets with money, leading to very excessive 
commercial bank reserves, and to a great credit expansion. This facilitated 
the enormous placement of foreign securities, which the second half of the year 
brought. Our export balance of commodities had dropped to about $375,000,000- 
in 1923, and rose to a billion dollars in 1924. Commodity prices increased from 
an average of 148.7 in the first half of 1924 to an average of 158.4 in the first 
half of 1925. In the absence of any of these three factors, the rise in com
modity prices would have been less than it was.

In general, central bank policy has a very limited control of the general 
average of commodity prices in a gold-standard country. The relation between 
goods and gold is an international matter. Long-time variations in the pro
duction and consumption of gold, taking the world as a whole, have a great deal 
to do with commodity prices. Changes in the production and consumption of 
goods of various kinds have a great influence.

Changes in the proportions in which various goods are produced may make- 
radical changes both in particular prices and in the general average of prices. 
If, for example, agricultural goods are produced in great excess, while manu
factured goods are produced inadequately, the resultant break in agricultural 
prices may so reduce the buying power of the farmers that they are unable to 
take even the relatively scant product of the manufacturers at prevailing prices, 
and a break in the prices of manufactured goods comes also. Prices are inter
related. We saw precisely this situation as one of the major factors in the 
break in commodity prices in the United States and in the world in 1920-21.7

The theory of value and prices is an intricate and complicated thing, and 
it is no part of my purpose today to do more than illustrate some of the 
complications.8

My purpose is accomplished if I have shown you how fantastic it is to expect 
central bank policy, operating via the money market and the capital market, 
to fix the level of commodity prices. The gravest difficulties arise at every link 
in the chain. First, the central bank cannot control even the money market 
and the capital market. It can, at best, mitigate and moderate their movements. 
Second, the money market and the capital market are, at best, only one of many 
factors affecting the commodity markets. Third, the money and capital markets 
have a far more decisive influence on the markets for securities, real estate, and 
foreign exchange than they have on commodities, and their influence on 
commodities usually works through these channels.

TH E  FACTS VERSUS TH E  Q U A N T IT Y  THEORY OF M ONEY

How little influence the money-market developments even of a very great 
country, have upon commodity prices has been strikingly illustrated in my 
own country in recent years. We have had in the past 9 or 10' years a classi
cal test of the quantity theory of money. This theory is the basis of the 
whole project of stabilization of prices by central-bank action. The theory 
holds that, allowing for changes in volume of trade, the average of commodity 
prices will go up or down in precise proportion to the quantity of money and 
bank deposits. (I do not forget here “ velocity of circulation” of money and 
deposits, which the quantity theorists also bring into the picture.)

In the middle of 1919, the quantity theorists told us that we were on a per
manently higher level of commodiy prices as a result of the great expansion 
of bank credit, and we were assured that while prices might rise or fall mod
erately 5 or 6 percent above or below the existing level, with the business cycle, 
the existing level was permanent and safe. In the year and a half that fol

7 Cf. the Chase Economic Bulletin, vol. I , no. 3.
8 I venture to refer here, for a system atic exposition of my views on this point, to two 

books, Social Value, Boston, 1911 , and the Value of Money, New York, 1917 .
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lowed, commodity prices first rose 15 percent, and then dropped precipitately 
49 percent, with the volume of bank credit higher at the end of the drop than 
it had been at the beginning of the rise.

Following the great drop, the quantity theorists told us that prices would 
have to rise again to very high levels, because of the great flow of gold that 
was coming in to us, a flow which continued year after year on a colossal 
scale, reaching its climax in 1927. The gold came, hut the rise in commodity 
prices did not materialize. The average of commodity prices stands in 1928 
precisely where it had stood in 1921.

Facts do not ordinarily make a great impression upon the quantity-theory 
school, as John Stuart Mill observed long ago." In this ease, however, the 
facts have been so startling, so notorious, and so perverse, that they have at 
least awakened the attention of certain quantity theorists in Europe, and have 
aroused them to the creation of a myth as a means of explaining the facts 
away. The myth is that our Federal Reserve authorities have sterilized the 
gold which has come to us, and have prevented it from working out its normal 
effects upon our money market and our commodity markets. That this is a 
myth, I shall demonstrate in the figures that follow.

The incoming gold has had its normal effect upon our money market, making 
money cheap, making bank reserves excessive, and in generating a perfectly 
tremendous expansion of bank credit. So far from the Federal Reserve author
ities hindering this process, they actually helped it along, until the end of 
1927, since which time there has been a reversal of Federal Reserve policy. 
This reversal of Federal Reserve policy did not come until after we had ceased 
to gain gold and until after our gold supply had begun to be reduced. Federal 
Reserve policy through the whole of this period, and even to the time of writing, 
has held rediscount rates below the market rates, encouraging the member 
banks to borrow to relend at a profit, though in recent months the Federal 
Reserve authorities have by admonition been discouraging the member banks 
from doing this. In the second place, when despite the low discount rates, 
member banks were not borrowing in large amount, the Federal Reserve 
authorities have several times greatly increased the volume of Federal Reserve 
credit, and greatly increased the volume of bank reserves, by open-market pur
chases of Government securities and acceptances, intensifying the influence of 
the incoming gold.

The result has been an expansion of bank credit of great proportions, as 
shown by the following tables:

DEPOSITS OF COMMERCIAL BA N K S 10

Apr. 11, 1928—  
June 30, 1 9 1 9 -

Increase
Percent increase.

$44, 234,100, 000 
27, 728, 241, 000

16, 505, 859, 000 
59.5

Apr. 11, 1928-----
June 30, 1921—

Increase
Percent increase.

$44, 234,100. 000 
29, 831,015,000

14, 403,085, 000 
48.2

LOANS, DISCOUNTS, AND IN V ESTM EN TS OF COMMERCIAL B A N K S 10

Apr. 11, 1928___
June 30, 1 9 1 9 -

Increase _. 
Percent increase.

$47,607, 000, 000 
31, 724, 523, 000

15, 882, 477, 000 
50.1

Apr. 11, 192S----
June 30, 1 9 2 1 -

Increase _. 
Percent increase.

$47, 607, 000, 000 
34, 209, 282, 000

13, 397, 718, 000 
39.1

0 “ Not only has this fixed idea of the currency as the prime agent in the fluctuations 
o f price made them shut their eyes to the m ultitudes of circumstances which, by in
fluencing the expectations of supply, are the true causes of alm ost all speculations and 
of alm ost all fluctuations of p r ic e ; but in order to bring about the chronological agree
ment required by their theory, between the variations of bank issues and those of prices, 
they have played such fantastic tricks w ith facts and dates as would be thought 
incredible, if an em inent practical authority had not taken the trouble of meeting them, 
on the ground of mere history, with an elaborate exposure. I refer, as all concersant 
with the subject must be aware, to Mr. Tooke’ s H istory o f Prices. The result of Mr. 
Tooke’s investigations was thus stated by him self, in his exam ination before the Com 
mons Com m ittee on the Bank Charter question in 1832 ; and the evidences of it stand 
recorded in his b o o k : ‘ In point of fact, and historically, as far as m y researches have 
gone, in every signal instance of a rise or fall of prices, the rise or fall has preceded, 
and therefore could not be the effect of, an enlargem ent or contraction o f the bank 
circulation.’ ”  (Principles of Political Economy, book III , ch. 24. par. 1.)

10 The figure for Apr. 11, 1928 , is estim ated. See the Chase Econom ic Bulletin, vol. 
V III , no. 1, appendix A .
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Let us now compare this growth of bank credit with an index of the need 
for bank credit.

Index of bank credit (1919=100) Index of need for bank credit1 (1919=100)

Index of loans, 
discounts, and 
investments of 
all commercial 

banks

Index of all 
deposits of all 

commercial 
banks

Combined in
dex of produc
tion and trans

portation 
(physical 

units)

Index of whole
sale prices

Index of need 
for bank credit 

(production- 
transportation 
index multi

plied by prices)'

1919__________________ _ 100.0 100.0 100.0 100.0 100.0
1920___________________ 113.9 113.4 104.7 111.3 116.5
1921._____ ____________ 107.8 107.5 88.9 70.4 62.6
1922_______ ___________ 104.3 110.6 100.8 69.7 70.2
1923....................... ........... 113.6 118-0 116.3 72.5 84.3
1924___________________ 116.7 127.4 112.4 70.7 79.4
1925________ __________ 126.1 138.9 118.0 74.6 88.0
1926............. ..................... 132.8 145.1 123.4 72.1 89.0
1927____ _______________ 140.0 149.9 121.6 68.8 83.6
1928..................... ............. 150.1 155.9 124.5 70.4 87.6

i See The Chase Economic Bulletin, vol. V I, no. 3, pp. 4 and 5, vol. VII, no. 4, p. 20, and vol. IX , no. 1, 
pp. 12 and 13. See also vol. V III, no. 2, for a refutation of the contention that the growth of bank credit 
represents savings.

We are now( ready to test the quantity theory on the basis of American sta
tistics for the past 10 years, measuring prices, volume of money, volume of 
bank credit, velocity of circulation of money and credit, and volume of trade, 
in accordance with the usual methods of the quantity theorists. I regret to 
have to inform you that the 10-year test ends in a tragedy. The beautiful 
theory is crushed by the weight of facts. Prices would have to be 83 percent 
higher than they are if the quantity theory of money were true! I shall not 
read the figures here, but shall present them in an appendix.

The expenditure of ammunition in the form of credit expansion has been tre* 
mendous. The effect on commodity prices, on the face of the record, has been 
nil. But we have financed a magnificent real-estate speculation, chiefly in urban 
and suburban districts, though in one case covering a whole State, Florida ; and 
we have financed a stupendous stock exchange speculation, as shown by the 
followng figures:

Prices of stocks 

(New York Times averages)

50 combined stocks—25 rails and 25 industrials:
1921____________________________________________________________  11 58. 6
1929____________________________________________________________  11 12 252. 05
Increase___________ j._____________________________________________ 193. 45
Percent increase_________________________________________________ 330.1

25 industrials:
1921____________________________________________________________  11 66. 2
1929____________________________________________________________  12 368. 93
Increase_________________________*_______________________________  302. 73
Percent increase__________________________________________ _____  547. 2

Meanwhile, since 1927, the rapid growth of demand for credit for stock-market 
purposes, accompanied by the loss of gold, has led to a very sharp rise in our 
interest rates, and to a growing concern among our Federal Reserve authorities, 
and the banking community in general, over our credit situation.

TH E  N EW  FORM U LA OF T H E  STABILIZERS

But the stabilizers show us no mercy. They say to us that the Federal 
Reserve authorities have no concern with what the stock market does, that 
commodity prices are not rising, and that this is evidence that there is no 
excess of credit. They abandon, in other words, the quantity theory formula

11 Low.
12 H igh.
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of proportioning credit to physical volume of trade and look solely to the 
level of commodity prices as a test of credit policy. Professor Cassel even 
complains that not enough credit was given in 1925-27. I quote: “ In the 
particular case before us, this means that the supply of bank cash from the 
side of the Federal Reserve System during the years 1925-27 has not been 
quite sufficient for meeting the growing needs of American business life. * * * 
In fact, it is impossible to find any other explanation for the 10-percent fall 
of this (commodity price) level which has taken place in the said period.” 12 
Professor Cassel has, moreover, been telling us— and his views have had much 
applause among our own stabilizers—that an increase in stock-exchange loans 
does not raise rates of interest or withdraw money from other uses, and that 
our Federal Reserve authorities should look only at the commodity-price 
level and not at anything else in framing their discount and open-market 
policy.

PROFESSOR CASSEL'S VIEW  : LOANS AT TH E STOCK EXCH ANGE AND INTEREST RATES

This view is so remarkable that I feel it necessary to quote Professor 
Cassell’s own language: 13

“ If money flows into the stock exchange for the purchase of shares at 
higher prices, the sellers of the shares must get exactly the same amount at 
their disposal as the buyers have invested. Hence the rise in the quotations 
o f the stock exchange cannot lead to the withdrawal of any capital from 
production.” (Italics mine.)

* * * * *  *  *
“ If we follow the comments of the financial press on the subject, we shall 

repeatedly come across statements to the effect that the loans to the New York 
Stock Exchange have withdrawn money from productive uses. * * * It has
also been contended that the large demands of the stock, exchange have forced 
up the rates of interest on capital for productive purposes. * * * This
whole view is in reality devoid of any foundation. (Italics mine.) If the New 
York member banks increased their loans to the Stock Exchange, in round 
figures, from three milliard dollars in July 1927 to four and a half milliard 
dollars in June 1928, this by no means signifies that the enormous sum of one 
and a half milliard dollars has been withdrawn from industry and commerce. 
Viewed in the rough, what has happened is merely this, that speculators have 
borrowed one and a half milliard dollars in order to buy securities on the 
New York Stock Exchange, but that exactly the same sum has gone to the 
sellers of those securities, and has thus been placed at the disposal of the real 
capital market. On the stock exchange part of the sum has been used to raise 
the prices of previously existing* shares. Such a rise, however, is merely a 
nominal change and does not withdraw any capital from other uses. The 
remainder of the one and a half milliard dollars which have gone to the stock 
exchange have been used for the purchase of newly issued shares. An equiva
lent amount has then immediately been placed at the disposal of those produc
tive purposes for which these shares have been issued. It is thus a mistake to 
suppose that producers have any ground of complaint.14

This argument is shot through with fallacies. An increase in commercial 
bank loans, of whatever kind, whether stock market loans, commercial loans, 
real-estate mortgage loans, or loans of any other kind, tends to reduce the 
ability of the banks to make other loans, and tends to raise rates of interest 
to other borrowers. The point is that when a bank makes a loan, it must

12 P o st-W ar M onetary Stabilization, by G ustav Cassel, Columbia University Press 
New York, 1928, pp. 9 2 -9 3 .

13 “ This means that we should try as far as possible to stabilize the value of gold and 
thereby the general level of prices. This is a function of the central banks, because 
inevitably the central banks have an influence on the value of gold. I want to add 
that this is the only point where the central banks necessarily have an influence on 
prices. Therefore you  should abstain from, adding any other duties to the central banks ”  
(Ita lics m ine.) Hearings before the Com m ittee on Banking and Currency, House of  

Representatives, 70th Cong., 1st sess., on II. It. 11806, pp. 3 7 2 -3 7 3 .
“ Sometim es, however, other m otives are allowed to disturb this policy. The m ost 

im portant case is when a central bank tries to combat a rising wave o f speculation by 
an increase in its discount rate which is not justified by any tendency towards a rise in 
prices. A s long as speculation is confined to the stock exchange and thus does not 
directly affect the prices of commodities, it ought, as far as possible, to be checked by 
other means than a raising o f the discount rate.”  P ost-W ar M onetary Stabilization, by 
G ustav Cassel, Columbia University Press. New York, 1928 , p. 86.

«  Quarterly Report, Skandinaviska Kreditaktiebolaget, October 1928.
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•either pay out cash from its reserves, reducing its ratio of reserves to deposits, 
<>r else increase its deposits, which again reduces the ratio of reserves to de
posits, though at a less rapid rate. With declining reserve ratios, interest 
rates rise. Stock market loans have precisely the same effect here that any 
other loans have. Interest rates in the United States today would undoubtedly 
be a great deal lower for all purposes than they now are if four or five billion 
dollars of deposits were canceled in the process of liquidating four or five billion 
dollars of bank loans against securities.

In the second place, the contention that money loaned to the stock market 
speculator comes back to industry in one way or another is at least equally true 
of a commercial loan or of a real-estate mortgage loan. The merchant who 
borrows uses the borrowed money in paying a manufacturer or wholesaler for 
goods. The builder, who borrows on real-estate mortgage, uses the money in 
paying a contractor for putting up a house. But all of them, by their bor
rowing. operate to lessen the free loan funds of the banks and to raise rates 
of interest to other borrowers.

Professor Gassel’s analysis pretends to a mathematical exactitude, which it is 
far from possessing. He says, “ If money flows into the stock exchange for the 
purchase of shares at higher prices, the sellers of the shares must get exactly 
the name amount at their disposal as the buyers have invested." (Italics mine.) 
This proposition is not true. The sellers of the shares get very much more than 
the buyers invest. The buyer “ invests ” $250,000, namely, his margin, but the 
seller gets $1,000,000, of which, say, $50,000 comes from the broker, lent by the 
broker to the buyer, and $700,000 comes from the bank, as the product of new 
bank expansion. The buyer’s $250,000 and the broker’s $50,000 represent exist
ing capital. The $700,000 represents new bank expansion added to existing 
capital. The seller gets the whole million dollars and may do what he pleases 
with it.

But what will he please to do with it? The matter is very clear in Professor 
Cassel's mind. He says, “ Exactly the same sum has gone to the sellers of those 
securities and has thus been placed at the disposal of the real capital market.” 
(Italics mine.) Professor Cassel puts it all into the capital market, but the seller, 
in general, does not do this. Part of this $1,000,000 represents profit to him. 
He has sold his shares in a rising market, and for a good deal more money than 
he paid for them, and he feels cheerful. His daughter wishes a new automobile ; 
his wife would like a trip to Europe; he himself feels disposed to enjoy some 
unaccustomed luxuries. The probabilities are that he will preserve intact his 
original capital, and that he will turn into capital part of his profit, but the 
probabilities are also high that part of his profit will be spent in consumption, 
or. in other words, that part of the capital of the margin buyer and the broker, 
and part of the new bank credit, will be spent in unusual consumption.

The greatest complaint of all is regarding the progressive undermining in the 
quality of credits, as the capital values on which they rest are pushed to more and 
more extravagant heights. In the banking field, the complaint is, in particular, 
of the substitution in the assets of the banks of stock and bond collateral loans, 
bond investments, real-estate mortgages, and installment finance paper, which 
cannot be rediscounted at the Federal Reserve banks, for the commercial paper 
which can be rediscounted at the Federal Reserve banks. Speaking of this 
point. Professor Cassel says: “ Technically speaking, this is, of course, a draw
back as the solvency of the member banks is thereby impaired. * * * These
observations, however, do not go to the root of the matter.” 15

H OW  T H E  GREAT CREDIT E X P A N S IO N  H A S AFFECTED COMMODITY PRICES

I have said that our great expansion of bank credit, running far beyond any 
need for credit, has had no apparent effect upon our commodity price level. 
Prices in 192S stood precisely where they stood in 1921. But I would maintain 
that our commodity price level would be lower today if this great expansion 
of bank credit had not taken place. The expansion has had its influence, not 
in raising commodity prices but in maintaining them. It has worked, however, 
not as the quantity theorists maintain, by a mechanical equilibration of the 
quantity of money, on the one hand, and the quantity of goods in the process 
of exchange, on the other hand. It has worked rather in indirect ways, the 
most important of which are as follows:

(1) The great expansion of bank credit has made it possible for us, a creditor 
nation with very high tariffs, to maintain a great export trade, and even a

15 Ibid., p. 58.
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great export surplus. The outside world has been unable to sell poods within 
our borders in sufficient quantity to obtain earned dollars with which to pay 
interest on its debts in our country, and to buy goods from us. But the great 
expansion of bank credit has made possible the flotation of a tremendous 
volume of foreign securities, giving the outside world borrowed dollars with 
which to pay interest on past borrowings and to continue to buy our goods.

(2) There has been immense activity in our building trade, and in other 
long-time construction, including the building of roads and highways, which 
would not have gone so far had the volume of bank expansion been less.

(3) The financing of instalment buying with bank credit has gone much 
further than would have been possible under ordinary circumstances.

(4) Consumer demand has been swollen on a great scale by profits in stocks, 
bonds, and real estate which have accrued with the speculative developments 
in these fields. The Federal Treasury reports in 1928 that almost 11 percent 
of the income reported for taxation in that year represented either profits on 
stocks, bonds, and real estate or capital net gains on assets held over 2 years. 
This percentage represents only the case of realized profits on transactions 
actually completed. In addition, we know very well that the successful specu
lator, who has large paper profits, has a tendency to increase his expenditures 
through drawing on his balance with the brokers when the balance greatly 
exceeds margin requirements. “ Brokers’ loans ” have increased to offset these 
withdrawals, and thus in part represent consumers’ expenditures, including 
trips to Europe and automobiles!

In these four ways our expanding bank credit has operated to hold up com
modity prices. If the stabilizers find comfort in this fact they are welcome to 
do so. For myself, I should prefer a lower and a more dependable price level, 
maintained by the expenditure of normal income. I should prefer to have an 
export trade soundly based on the balancing of goods and services against 
goods and services. I should prefer to have a building trade financed primarily 
out of investors’ savings.

TH E  FUTURE ADEQUACY OF T H E  WORLD’ S GOLD

The school of the stabilizers, and here again Professor Cassel is conspicuous, 
are viewing with apprehension the future production of gold. They doubt its 
adequacy to maintain the existing price level. They urge the central banks 
of the world to get together to economize the use of gold. They wish reserve 
ratios to be lowered. They wish the gold exchange standard to be employed 
in lieu of the gold standard, to economize gold. Nothing must be done to pre
vent such an expansion of credit as is required to maintain the existing level 
of commodity prices. Everything must be done to encourage such an expansion 
of bank credit as is necessary to maintain the existing level of commodity 
prices.

Let me say to them that if the existing tendencies in money and credit are 
continued, if to maintain the present level of commodity prices we must con
tinue to let the speculators have all the money they wish for stock-market 
speculation and real-estate speculation, if instalment finance must spread over 
the world on the basis of expanding bank credit, and if credit throughout the 
world must continue to expand as the means of forcing out exports into coun
tries reluctant to receive them, then the inadequacy of gold will manifest itself 
in a very short time.

I agree that it would be unfortunate if the world got into a position such 
that a shortage of gold hampered the process of exchange, and put the world 
on short rations in the matter of credit for commercial purposes. But I main
tain that the surest way to bring about this inadequacy of gold is to follow 
the counsel of the stabilizers, to regard the present level of commodity prices 
as sacred, and to force at all hazards such an expansion of bank credit as is 
necessary to maintain it.

We must look at this problem from the standpoint of both supply and demand. 
We may seek to meet the unlimited demands of excited speculators at low 
rates of interest, or we may stop the unsound tendencies now, cease the exces
sive diversion of bank credit into capital uses and speculative uses, and then 
undertake to supply the legitimate needs of business for an indefinite period 
at rates of interest which correspond to the actual facts of the capital situa
tion—which rates, I venture to suggest, will be substantially higher than the 
artificially low rates of recent years, though, I trust, reasonably lower than 
the rates now prevailing in the United States.
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STABLE COMMODITY PRICE LEVELS AND CRISES

Since commercial crises are usually accompanied by sharp changes in the 
commodity price level, the ingenious theory has been devised that we could 
prevent commercial crises if we should stabilize the commodity price level. 
This doctrine is more dangerous and more fallacious than would be the doctrine 
that we could prevent fevers and chills by preventing changes in the clinical 
thermometer. Movements in the clinical thermometer have no influence on the 
course of fevers and chills. They merely record what is taking place. Move
ments in commodity prices, however, not merely indicate industrial unbalance 
but they also actually tend to correct the industrial unbalance.

Falling prices check the production of goods, which are being produced to 
excess, and increase the consumption of such goods, while rising prices encour
age the production and check the consumption of scarce goods. Such price 
changes are wholly beneficial, and should not be interfered with, and such price 
changes often involve not merely changes in particular prices, but also changes 
in the general price level of a country, if large groups of producers are involved. 
This is particularly likely to be the case in a country where international trade 
is large in proportion to domestic trade, and where a particular type of export 
commodity is highly important—as silk in Japan, nitrate in Chile, grain and 
meat in the Argentine, coffee in Brazil, sugar in Cuba, or diversified manufac
tures, as in England. To resist such price changes is to invite trade stagnation. 
To resist the industrial readjustment and the readjustment of costs indicated 
by such price changes is to prolong trade stagnation.

T H E  GENERAL PRICE LEVEL IRRELEVANT 16 * 18

The general price level is, after all, merely a statistician’s tool of thought. 
Business men and bankers often look at index numbers as indicating price 
trends, but no business man makes use of index numbers in his bookkeeping. 
His bookkeeping runs in terms of the particular prices and costs that his busi
ness is concerned with.

It would be a very stupid undertaking, in a country where agriculture has 
been depressed, and where agricultural prices are beginning to turn upward, 
for the central bank to try to offset the influence of this upon the general average 
iff commodity prices by taking measures which would force the prices of manu
factured goods down to compensate. It is far better that the general price 
level should rise in such a situation.

Satisfactory business conditions are dependent upon proper relations among 
groups of prices, not upon any average of prices. In Bussia, today, for ex
ample, the great difficulties grow, not out of the general price level but rather 
out of the wide discrepancy between the very high prices of manufactured goods, 
on the one hand, and the very low prices of agricultural goods, on the other. 
A downward movement in the Russian price level, growing out of increased 
manufacturing output at lower costs, would be an unqualified boon to the 
Russian business situation.

T H E  FORCED M AIN TEN AN CE OF A PRICE LEVEL

By itself central bank policy cannot control commodity prices. Central bank 
policy, however, in conjunction with a variety of other artificial measures, can 
for considerable periods delay the liquidation of unsound positions and prevent 
the price changes necessary to restore industrial balance. The combination of 
foreign trade restrictions, price-fixing agreements, powerful trade-union organi
zation, valorization credits, Government subsidies and doles, and the like, can 
delay for very long periods necessary readjustments.

TH E  CASE OF JA PAN

Japan was able to push policies of this sort further than most countries 
would be able to do. In early 1920 a few great banks, a few great industrial
ists, and a powerful government, abruptly checked the crisis and liquidation 
that began late in 1919. Aided by all the bank credit that was called for,

16 Price stabilization projects have taken a number of concrete form s, the one discussed
in this paper being vaguer and less carefully thought out than some o f the others. For  
critiques of other projects see the Chase Econom ic B ulletin, vol. V , no. 1. the Gold Stand
ard versus “ A Managed Currency ”  and the Fallacy o f “  The Stabilized Dollar ” , a 
pamphlet issued by the Chase National Bank in 1920.
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the stale position was held over until 1927, with a partial liquidation inter
vening at the time of the earthquake in 1923. Trade stagnation was endured. 
Unearned dividends, and even unearned wages, were paid out of corporate 
reserves, which ought to have been used in paying off bank loans. When the 
final reckoning came in 1927, it developed that not only were many industrial 
firms hopelessly insolvent, but also that important banks were hopelessly in
volved with them. Japan did not gain by enduring 7 years of stagnation in the 
vain hope of averting losses on inventory representing less than a year’s pro
duction. The losses were not averted, but rather terribly intensified, and the 
greatest loss of all was in the prolonged stagnation.

Japan has straightened these things out now, and our Japanese friends are 
very willing that the matter should be discussed if the western world can 
profit by their experience.

WHAT ARE “  RIGHT PRICES ” ?

“ Right prices ” are prices which will move goods and clear the markets. 
Rut nobody knows in advance what prices will do this. Experimentation in 
the markets, with free prices and two-sided competition, is the only way 
known to find out quickly and surely what prices are “ right.”

A p p e n d i x

TH E  FAILURE OF TH E  Q U A N TITY THEORY OF MONEY

The modern version of the quantity theory of money deals with six factors: 
(1) The volume of money in circulation, (2) the velocity of circulation of that 
money, (3) the volume of bank deposits, (4) the velocity of circulation of 
bank deposits, (5) the volume of trade, and (6) the average of commodity 
prices at wholesale." The contention of the quantity theory is that the general 
average of commodity prices is governed by the other five factors. If money 
in circulation or volume of bank deposits increases, this operates to raise prices 
proportionally, assuming that velocities of circulation are unchanged and that 
volume of trade is unchanged. An increase in velocity of circulation either 
of money or of bank deposits likewise operates to raise prices proportionally. 
On the other hand, an increase in volume of trade operates to reduce prices 
proportionally, according to this theory, assuming that the other factors named 
remain constant.

Prices are supposed to be passive, having no casual influence on the other 
factors named; whereas the other five factors, namely: money and bank de
posits, and their velocities, and the volume of trade, are supposed to be active 
causes, all operating on prices.

The doctrine is sometimes formulated in an equation as follows:

M V +M 'V '=PT ,

where M is hand-to-hand cash; V, its velocity; M', bank deposits; V', its 
velocity; P, prices: and T. volume of trade.

The following figures give index numbers for each of these magnitudes, 
based on the American statistics since 1919: 11

11 Quantity theorists differ among them selves 
average. Cassel refuses to admit any others, 
dominated by wholesale commodity prices. For 
m odity price stabilization projects, other factors

as to bringing other prices into this 
Fisher’s average is overwhelmingly  

present purposes, which relate to com
are Irrelevant.
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Year Index of 
M  ‘

Index of
V 2

Index of
M 's

Index of
V ' *

Index of 
P«

Index of
T  6

In d ex of 
M V

Index of 
M 'V '

1919............................... 100.0 100 100.0 100.0 100.0 100.0 100.0 100.0
1920_________________ 112.1 100 112.8 97.6 111.4 108.1 112.1 110.1
1921____ ____________ 100.7 100 104.3 81.1 70.4 87.6 100.7 84.6
1922.......... ............. —  - 91.5 100 108. 5 86.9 69.8 99.9 91.5 94.3
1923............. - ............... 98.9 100 116.7 92.7 72.6 116.8 98.9 108.2
1924........ ....................... 99. 4 100 125.0 93.7 70.8 112.5 99. 4 117. 1
1925...............— .......... 98.7 100 136.2 98.5 74.7 119.3 98.7 134.2
1926............— ......... .. 100.2 100 142.6 97. 1 72.2 125.3 100.2 138.5
1927.— ...................... - 99.5 100 149.9 96.6 68.8 121.4 99.5 144.8
1928------ ------------------- 98.4 100 157.3 103.4 70.5 124.4 98.4 162.6
1929-------------------------- 97.3 100 155.3 121.4 69.6 128.3 97.3 188.5
1930____ _____________ 92.7 90 156.1 97.1 62.3 110.9 83.4 151.6
1931____ _____________ 98.9 70 143.1 80.1 52.7 94.1 69.2 114.6

1 This index is based on revised figures of money in circulation reported by the Comptroller of the Cur
rency at the end of each fiscal year.

2 Hand-to-hand cash in circulation makes less than one-tenth of all the payments made in the United 
States, the greater bulk of our payments being made by check. M V  is thus so unimportant in our cal
culation that a constant velocity of money has been assumed for the period previous to the hoarding move
ment which began in 1930. In estimating velocity of money for 1930 and 1931, the amount of hoarding 
has been taken into consideration.

2 This index is based upon total deposits of all reporting commercial banks as of June 30 for each year 
indicated. If individual deposits subject to check were taken instead, the increase in deposits would have 
been less and the velocity would have been correspondingly greater, and M 'V ' would have remained 
unchanged.

‘ V ', or the velocity of bank deposits, is estimated by dividing the total of bank clearings of the country 
plus Federal Reserve clearings by deposits. For the period 1919-28, inclusive, the results are essentially 
the same if “ debits to deposit account” are used instead of clearings, and the results are also essentially the 
same if clearings outside New York are weighted by 5 in accordance with Professor Fisher’s method as laid 
down in his Purchasing Power of Money. Appendix to chapter X II . It has seemed unnecessary to apply 
these checks to the years 1929-31. ____

5 Bureau of Labor Statistics Index number, with base shifted from 1926 to 1919.
a This index of physical volume of trade is constructed on lines familiar to students of the quantity theory, 

I have criticized this entire procedure in my Value of Money, chapters VIII and X I X , as being irrelevant 
to the simply truism of the “ Equation of Exchange,”  whieh is merely that sellers receive what buyers pay. 
For the purpose at hand, however, 1 am following the procedure of the quantity theorists. (Professor Fisher 
includes sales of securities with his physical indicia, but gives them a weighting of only one out of 24, so 
that practically they do not count. I have not put them in at all.) The index is an arithmetic mean of a 
production index and a transportation index. The index of production is a weighted average of indices of 
agriculture (40), mining (7), and manufacturing (53), the data being drawn from the Federal Reserve Bul
letin and Bureau of Agricultural Economics as quoted in the Statistical Abstract. (The 1931 figure for 
agricultural output is estimated.) The index of transportation is itself an average of the indices for tonnage 
of revenue freight of class I railroads, ton-miles of revenue and nonrevenue freight, and carloadings of 
revenue freight, based on data drawn from the Interstate Commerce Commission and the Bureau of Rail
way Economics.

When the effort is made to apply these indices to filling out values in the 
so-called “ equation of exchange ” , fantastic results appear, as shown by the 
following table: 1

Index of 
(M V +  

M 'V ') =  ‘
Index of 

PT

Hypothetical 
P which 

would justify 
quantity 

theory and 
fulfill

equation of 
exchange

Actual P 
which 

disappoints 
quantity 

theory 
and spoils 

equation of 
exchange

1919_______________________ __________________________ 100 = 100 100 100
1920...........................- ________ _________________________ 110.3 = (?) 120.4 102.0 111.4
1921................... ........................... ............... - ........................... 86.2= (?) 61.7 98.4 70.4
1922......................... ................. ......... ......... ......... ................... 94.0= (?) 69.7 94. 1 69.8
1923_____________________ ______ ________ _______ ______ 107.3 = (?) 84.8 91.9 72.6
1924________ _____ ____________________________________ 115.3 = (?) 79.7 102.5 70.8
1925___________ _____ ______ ___________________________ 130. 7 = (?) 89.1 109.6 74.7
1926_____________ _______ _____________________ _______ 134.7 = (?) 90.5 107.5 72.2
1927_____________ _______ ___________ _________________ 140.3 = (?) 83.5 115.6 68.8
1928________________________ ________ ________________ 156.2 = (?) 87.7 125.6 70.5
1929..*..................................................................... ................. 179.4 = (?) 89.3 139.8 69.6
1 9 3 0 .. .. ................................................ ................................... 144.8 = (?) 69. 1 130.6 62.3

110. 1 = (?) 49.6 117.0 52.7

1 The index of M V + M 'V ' is based on the indicia of M V  and M 'V ' taken separately, weighting M 'V ' 
by 9 and M V  by 1. A  more precise mathematical technique would be called for if M V  wTere quantitatively 
important. But over 90 percent of all payments in the United States are made by check.
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(Whereupon, at 12 :10 p. m., a recess was taken until 2 p. m., 
in the committee room of the Senate Committee on Appropriations, 
in the Capitol.)

A F T E R  RECESS

The subcommittee resumed at 2 p. m., on the expiration of the 
recess, in the hearing room of the Committee on Appropriations 
in the Capitol.

Senator Glass (chairman of the subcommittee). The committee 
will be in order.

Dr. Anderson, you may proceed.

STATEMENT OF BENJAMIN M. ANDEBSON. JR., ECONOMIST, CHASE
NATIONAL BANK OF THE CITY OF NEW YORK, RIVERDALE,
N. Y .— Resumed

Mr. A n d e r s o n . I want to say one thing by way of summary in 
order to give a little clearer answer to a question put to me as to the 
position of banking and money in their general relation to the 
problems of prosperity and depression.

Good business depends upon a good general equilibrium of the 
main factors in economic life. Industries should be in equilibrium 
not too much agriculture, not too little of manufacturing. Railroad 
transportation should be adequate to carry goods. There should 
be good equilibrium among industries. There should be equilibrium 
in foreign trade, exports and imports in proper relation to one 
another; equilibrium in the relations of prices and costs; a sound 
financial equilibrium, which includes the credit situation in quality 
and detail and a lot of other elements. This is merely schematic.

Now. when the situation is out of equilibrium and activity begins 
to flag, and you force the banking system to keep on expanding with 
additional credit in the effort to keep activity going when really we 
ought to pause and readjust, the result is an intensification of the 
evils and a greater smash later.

Neither in medicine nor in economics is it possible to take just 
one factor and regulate everything else by means of it. There is, I  
believe, a school of medicine known as the “ chiropractic school ” , 
which I am told traces all diseases to the spine, and which proposes 
by manipulating the spine to keep health throughout the whole 
organism. Physicians I know do not agree with this type of thought. 
They tell me that to be sure there are some diseases of the spine, 
and rickets is one, but they do not cure even that by manipulation 
of the spine. They cure it with phosphoric acid, cod-liver oil. and 
sunshine. I do not think it is a caricature to describe this type 
.of monetary theory I have been opposing today as chiropractic 
economics. It proposes to make use of money and credit as a 
.cure for everything, to regulate everything, even though the econ
omist who is used to looking at the whole field finds thp rE«Po«P 
centering somewhere else, and-------

Senator Couzens (interposing). It may be in taxes and labor.
Mr. A nderson. Yes; taxes and labor, unbalanced budgets, and 

•everything else. There are pathologies of credit ancT money. 
Irredeemable paper money is a disease of money, and the cure is
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redemption in gold, a balancing of budgets, and a sound financial 
policy. But the effort to use money and credit as a substitute for 
readjustment throughout the general economic system seems to me 
utterly futile and indefensibly dangerous.

Now I come to a very vital distinction which bankers understand 
and which constitutes the very first thing in the training of a banker 
but which this new school of monetary theorists shows very little 
disposition to recognize. That is the distinction between bank credit 
and capital, or the distinction between long money and short money, 
the distinction between liquid and illiquid employments of funds. 
This bill is apparently designed to do away with, or at least greatly 
to lessen, the liquidity requirements both in the assets of the indi
vidual banks and in the assets of the Federal Reserve banks. I  hope 
you will bear with me while I  analyze the sources and nature of 
capital briefly, because it is very vital here.

I recognize five main sources of capital, the first four of which have 
been recognized by economists for a long time back, though some 
economists would not recognize this fifth as a legitimate source of 
capital at all. The first four are thoroughly wholesome, whereas the 
fifth is subject to very grave abuse, though it is wholesome if kept 
within proper limits.

The first source of capital is investors’ savings. A  man with an 
income of $10,000 spends $8,000 and saves $2,000, and uses the $2,000 
to lend to somebody who wants to build a house with it on mortgage 
security, or he buys a bond with it so that a corporation can use it 
for business purposes, or he puts it into the savings bank, which in 
turn buys a bond, or he puts it into his own business.

The second source of savings is business savings, and especially 
corporate savings, turning back part of the profits into surplus. I  
suppose the most striking illustration of this in our time is the up
building of the great Ford industry. That industry, I  think, was 
almost entirely financed not by new capital put in by the outside but 
by turning back profits into the business.

Senator M cA doo. Did you say the Ford industry?
Mr. A n d e r s o n . Yes, sir. Now, this kind of thing has been criti

cized recently as being one of the causes of the crisis, but I do not 
believe it. I think it has been a very wholesome practice. The thing 
that should be criticized in this connection is the issuing of securities 
by corporations in an easy money market for more money than they 
needed and the holding of these funds in liquid form. But I shall 
come to that in connection with my fifth source of capital, because 
there is where the real trouble is.

The third source of capital is taxation for capital purposes, as 
when a public body taxes for the purpose of reducing public debt or 
for other capital purposes.

And right here let me cite an illustration: I remember in my own 
home county in Missouri the people had had a bad experience with 
paying off a bond issue for a railroad that was never built, the bonds 
having been issued right after the Civil War, when most of the white 
men were disfranchised. The farmers would never vote for a bond 
issue again. Our courthouse was getting pretty old. Finally the 
proposal was made to have a special tax levy for 3 years and to build

129688— 3 5 — PT 2------- 9
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a courthouse in that way. They did that, and the county owed noth
ing when the courthouse was completed. That is taxation for capital 
purposes.

Senator Couzens. Did I understand you to say that you did not 
approve that?

Mr. A nderson. Oh, no. I approve that. It was a good thing and 
it is a good thing when a county can afford it. Of course, if it is a 
great big thing it is better to ease that burden off by borrowing for a 
longer period of time. But even then I like rapid amortization. 
That is thoroughly sound.

Senator Couzens. Would that apply to railroads, too?
Mr. A nderson. They are not public bodies.
Senator Couzens. Well, they do not amortize their bond issues. 

They put themselves perpetually in debt.
Mr. A nderson. I should like to see a situation where railroads could 

and would amortize their bonds.
Senator M cA doo. Their only sinking funds are their refunding 

operations. I think to that might be attributed the most of the diffi
culties that confront them today.

Mr. A nderson. That is safe only when you are sure you will have 
indefinite growth. When the reverse situation conies in it is not good. 
Of course, you can never be sure of indefinite growth.

Senator Glass. Y ou may proceed.
Mr. A nderson. N ow , the next source of capital, the fourth source 

of capital, is direct capitalization and does not involve money as 
an intermediary. It is chiefly important in agriculture. For in
stance, a farmer uses his spare time in building fences and barns, 
or a farmer lets his flocks and herds increase instead of selling off 
the increase, or a farmer turns his wheat land into orchard and waits 
8 years for a return instead of getting a return every year.

These first four sources of capital are wholesome, sound, depend
able, and no case can be found, I think, where a country has gone 
wrong by doing these things.

The trouble comes with the fifth source, and that is bank expan
sion running beyond the needs of trade, based on excess reserves, with 
the result that bank money, instead of keeping to liquid, commercial 
paper and other liquid uses, goes into real-estate loans or into specu
lative loans, investments on a great scale in bonds, installment finance 
paper and other loans which look like commercial loans but which 
turn out to be loans against hotel furniture and fixtures and the like.

Now, I do not want to be doctrinaire about this, and I want to 
make some distinctions here. Always a certain amount of slow 
loans, and some real-estate loans, we can stand. The country would 
have blowm up long since if that had not been true. Some loans to 
local industry that a bank expects to carry along for a long time are 
legitimate. The banker has got to be in a position to meet his sea
sonal needs and his emergency needs, however. That wâ s one of 
the things that happened to so many country bankers in this last 
great trouble. Country bankers had always been able to take care 
of themselves in previous troubles, but for 6 or 7 years this expansion 
of credit went on, from 1922 to 1929, and they never had any pres
sure at the peak. Now, the country banker in the old days knew 
this situation: Well, my farmers are going to begin to borrow in 
the spring, and will borrow more through the summer as they make

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



BANKING ACT OF 1 9 3 5 481

their crops, and then as they approach crop-making time will borrow 
more to pay their labor, and I will be borrowing in New York up to 
the limit in order to get money for them, and so on. The country 
banker based on that experience knew that when the crops were 
moved he would get his cash, in the fall, say in December, and he 
kept it liquid, knowing he was going to need it again next year. He 
would not put it out on long loans and consequently he was always in 
good shape. But in the period I have mentioned, of 6 or 7 years, 
that banker had too much money and it ruined him. He tied his 
money up in local loans, real-estate loans, and his money was frozen 
when the pressure came. He just could not get his money.

Now-------
Senator Couzens (interposing). That is not all that he tied up his 

money in, either.
Mr. A nderson. Oh, no; it was in lots of things. What they did 

during that period-------
Senator Couzens (interposing). And they purchased all kinds of 

foreign bonds and all that kind of thing.
Mr. A nderson. Yes.
Senator Couzens. And real-estate bonds.
Mr. A nderson. Yes, sir; and if there was any possible mistake 

they could have made that was not made it is hard for me to know 
about it.

Senator G ore. Mr. Chairman, might I ask a question of Dr. Ander
son?

Senator G lass. Certainly.
Senator G ore. During that period these two parallel movements 

went on, and while I  do not know that they had any connection, 
yet I want your reaction to it. The banks in the country, at least 
in Oklahoma, were urged by bank examiners to call a lot of local 
loans and put the money into what they called a “ secondary re
serve ”, made up of bonds. They were advised that they would be 
liquid, and the bankers had the impression that that word came down 
I think from the office here in Washington of the Comptroller of the 
Currency. Anyway a lot of those little banks in my State put a lot 
of their surplus money into, foreign bonds, at the instance or the 
suggestion of the bank examiners.

Now, paralleling that, these big underwriting concerns were dis
posing of foreign bonds, and they were allotting certain quantities 
to these little country banks, and while, perhaps, they were not com
pelled to take them yet they were expected to take them; and I 
understand that a good many of them were told if they did not take 
them their names would go olf the list. So that while one might 
say they were perfectly free to take them or not, yet it was under
stood if they did not take them their names went off the list of the 
underwriting syndicates. Now, these two things did go on. Was 
there any connection between the two in your judgment?

Mr. A nderson. I think, Senator Gore, with reference to your last 
point, that as to people being on the list and having to go off if 
they did not go along, that the period from 1922 to 1929 was very 
much freer from that than earlier periods. I think the competition 
in underwriting operations had changed in that period so that that 
was not generally true.
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Senator G ore. And the little banker took the word of the big 
banker, often in New York, did he not?

Mr. A nderson. Yes, sir.
Senator G ore. And, if he was told they were good, all right, but 

he did not know. I know of bankers in Oklahoma that had. bonds 
who could not even find the country on the map that had issued 
the bonds.

Mr. A nderson. There were many underwriting houses initiating 
issues which in the period up through 1924, say, had excellent records 
of careful scrutiny of new issues; which, say, down through 1924 did 
careful credit work on new issues, and studied them; and then from 
1924 to 1929 money was so plentiful and there was such an unlimited 
demand for bonds they worked under pressure and put them out 
altogether too fast. And I was worried then, Mr. Chairman, and 
was writing about these things at that very time.

Senator G lass. Yes; and I was talking about it in the Senate, but 
nobody paid any attention to me.

Mr. A nderson. Yes; the trouble was that both commercial bank
ers and investment bankers, used to normal things in the past and 
confused by this great abnormality of unlimited money, lost their 
heads. You cannot have that kind of situation without men losing 
their heads, and sometimes even men going off sound moral stand
ards.

Now, I  do not want to be doctrinaire and I do not believe that 
banks should be limited to commercial loans or anything of that 
sort, but I  do want bank credit to be related to the growth of industry. 
Loans to the securities market have had a very good record in Amer
ican banks. The bank should not lend to the railroad directly for 
the construction of terminals or bridges, or to a business corporation 
for plant and equipment, but, if an active stock market exists, with 
a large body of traders, the bank can safely lend, with a proper 
margin, against the shares and bonds which represent the terminals 
and the bridges or the plant and equipment. But when you get the 
proportions of these things changed, when you get your ordinary 
volume of business going like this, and new issues going like that, 
and a greater rate of bank money going into new issues, it is a 
dangerous pathological thing.

Senator G lass. It is especially dangerous for 16,000 banks to be 
doing that when not one-tenth of them know anything about buying 
stocks and bonds.

Mr. A nderson. It is very dangerous. That notion of bonds being 
a secondary reserve, that is, bonds of the kind that Moody would rate 
as triple A  and that had good records in all our past crises, was 
justified in the past, and may be again. The banker who had a 

triple A  bond could get money on it. But in this period we have 
been talking about it was overdone so badly that I think some such 
bonds sold at times as low as 50.

Senator M cA doo. What would you have as a secondary reserve ?
Mr. A nderson. Personally I want banks to keep short. I  do not 

wTant them to be putting bonds into their portfolios running for 20 
or 30 or 40 years. I look upon 10 years as pretty long for a bank, and 
■would rather keep them down to 6 or 7 years.

Senator M cA doo. Y ou want fluid investments?
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Mr. A nderson. Yes, sir. I  want acceptances and short Govern
ment paper, and for them to keep some money with their New York 
correspondent building up a borrowing equity there.

Senator M cA doo. That is almost a primary reserve.
Mr. A nderson. W e ll, it  is above the requirement.
Senator M cA doo. That is in  effect a primary reserve also.
Mr. A nderson. Yes, sir; except that we used to pay interest on 

those deposits.
Senator M cA doo. But could you find enough of that high-class 

stuff you are talking about to give the banks the necessary field for 
their surplus funds ?

Mr. A nderson. Y ou could always do that down to 1924. After 
that these things happened. Your commercial paper was very much 
reduced because corporations were putting out new stocks and pay
ing off commercial paper. There were acceptances, it is true, but it 
was difficult to get them in adequate volume.

Senator C ouzens. I  take it you would not like to rely upon stock- 
market quotations on railroad bonds and other issues that you re
ferred to a while ago. In other words, if a bank has some surplus 
funds and wants to buy a bond, whether a railroad bond, a utility 
bond, or whatnot, if it was quoted on the New York Stock Exchange 
and traded in freely, wouldn’t that be a fairly good secondary reserve 
for a bank ?

Mr. A nderson. Ten years ago I should have said yes, without 
question.

Senator C ouzens . But you would not say yes now; is that it ?
Mr. A nderson. Well, the bond market is more dependable than it 

was and we are cleaning up this mess we have been through. But I  
myself would not encourage a bank to take anything today over 4 
years.

Senator T ow nsend . What would you put your excess reserves in 
today ?

Mr. A nderson. I beg your pardon?
Senator T ow nsend . If you had excess reserves today, what would 

you buy?
Mr. A nderson. I would buy governments up to 4 years. I  would 

buy corporation notes up to 4 years. I would buy what acceptances 
I could get. They buy almost anything along that line.

Senator McA doo. Do you say governments up to 4 years ?
Mr. A nderson. I am talking about banks now.
Senator M cA doo. And you were speaking of governments. Would 

you buy them for no longer period than 4 years? You mean short
term stuff?

Mr. A nderson. In general; yes, sir.
Senator McA doo. And you would not buy long-time governments? 

What would constitute sound banking in the light of what we have 
gone through ? I  should like to know whether or not there is avail
able a field for the kind of investment for a secondary reserve, or 
for the capital investments of a bank, that would make it strong in 
ways other than what it has been during the last 5 years. It is a 
pretty hard thing to do, is it not ?

Mr. A nderson., Well, the banks that had commercial paper and 
had governments-------

Senator M cA doo (interposing). Long-term governments?
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Mr, A nderson. Even long-time governments, at the worst of the 
trouble in 1932 and 1933, were in very good shape. Long govern
ments went down, as you know\ You saw banks losing on a good 
many bonds, say, the 3 percents that came out, shortly after 1929.

Senator T ow nsend . Because you say governments went down?
Mr. A nderson. Yes. I clo not want banks to have long-time bonds.
Senator M cA doo. Not long-time bonds of any kind, Government or 

municipal bonds or State bonds or corporate bonds?
Mr. A nderson. N o, sir.
Senator M cA doo. Y ou draw a distinction between the investment of 

a bank's capital and the investment of its reserves, do you not ?
Mr. A nderson. Yes. A  bank o f  large capital can afford to have a 

larger am ount o f  illiqu id  stuff, o f  course.
Senator M cA doo. They are sound investments or safe investments, 

we will say, but illiquid.
Mr. A nderson. Yes, sir.
Senator G lass (chairman of the subcommittee). You may continue.
Mr. A nderson. N ow, then, we had a change in this situation be

tween 1924 and 1929, as corporations were able to issue so many securi
ties that they got more money than they needed for years ahead, and 
they paid off their loans at the banks, so that commercial paper actu
ally went down in the banks and the percentage of bank assets devoted 
to the securities market went rapidly up.

Senator G ore. I have seen the statement that when the Federal Re
serve System was established bank loans secured by commercial paper 
was perhaps five times as much as loans collateraled by stocks and 
bonds, but that that ratio has now been reversed. Could you make an 
estimate on that?

Mr. A nderson. I think I may have some figures here that have a 
bearing on that. I have here the national-bank figures from 1890 
to 1920, and commercial loans or so-called “ all other loans ” , and 
that means loans not secured by stocks and bonds, and the categories 
are not very good, because the “ all other loans ” are not exclusively 
commercial paper and because secured loans include some stuff that is 
commercial stuff— crop liens and cattle paper, and things of that 
sort— but take the relation of all other loans to total loans and in
vestments, and you get something of the history of commercial loans. 
Between 1890 and 1900 they went down sharpiy. In 1890 they -were 
62.2 percent of total loans and investments, and by 1900 they had 
gone down to 45.7 percent, very much of it occurring in the period 
1896 to 1900, when we settled the gold-standard question and gold 
was coming rapidly into the country-------

Senator M cA doo (interposing). And that was also because of re
vival of business.

Mr. A nderson. Yes, sir. Then from 1900 down to 1914 the per
centage of commercial paper went up again, and that was true down 
to 1917. Then the war came on and the Government began borrow
ing from banks, which put the ratio down. The ratio in 1900 was 
45.7 percent, and in 1914 it was 48.5 percent, and in 1917 it was 47.5 
percent, and in 1919 it was 39 percent, as the peak of the war paper 
in the banks showed itself. Then with the commercial boom that 
followed it went up again, and-------

Senator M cA doo (interposing). The Government had very little 
paper in the banks at that time.
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Mr. A nderson. It was the paper of customers borrowing against 

Government securities, bonds owned and everything, which was esti
mated at about $6,000,000,000, about the middle of 1919.

Now, then, in-------
Senator McA doo (interposing). The point I wanted to make was 

that it was not an investment by the bankers in Government paper.
Mr. A nderson. N o, sir.
Senator M cA doo. It was collateral-secured stuff, because we had 

the purpose during the war to distribute bonds to the public.
Mr. A nderson. Yes, sir; chiefly.
Senator M cA doo. And keep them out of the banks. Now, of course, 

the man who owned a bond might go to a bank and borrow, but then 
you had his personal responsibility, although backed by security.

Mr. A nderson. Senator McAdoo, looking back on war financing in 
the United States in 1917 and 1918, I want to congratulate you on a 
magnificant piece of sound work.

Senator McA doo. Well, it is very good of you to say that, but-------
Senator C ouzens (interposing). And still he is for the Patman 

bill.
Senator McA doo. I had not intended by my question to invoke any 

such compliment, Mr. Anderson, but you will notice that the Michi
gan Senator is not sound on the Patman bill.

Senator C ouzens. I observe that.
Mr. A nderson. On this question of commercial paper, from 1919 

to 1932 we have a different series of figures, namely, those of the 
reporting member banks. Now, the ratio of all other loans to total 
loans and investments for March 1920 was 52.1 percent. Liquidation 
took it down to 50.6 percent in March 1922. The period of 1922-23 
was the period when the Federal Reserve banks were buying Govern
ment securities on a great scale and bank expansion moved rapidly, 
and it went outside into stocks and bonds, and the ratio dropped to 
46.9 percent by March of 1923. But the next year, to March of 1924, 
the Federal Reserve System was holding back, they sold their Gov
ernments. They got frightened about the boom starting and tight
ened up the money market, and while bank credit as a whole did 
not expand commercial loans did expand, and the banks got money 
by selling some investments, and that ratio went up to 48.4 percent 
again.

Commercial paper will increase if you do not make money too 
abundant. Banks will take commercial paper first. On the other 
hand, if you make money abundant then it will go into other things. 
From 1924 it went down, and it was 39.7 percent in 1929. The per
centage of eligible paper in the banks went down. I was protesting 
against that vigorously early in 1927, and everything is pathologi
cal—

Senator T ownsend  (interposing). Have you any figures after 
1929?

Mr. A nderson. The figures I am giving you are taken from my 
discussion of the book by Mr. Currie, which has gone into the record 
anyhow. These are figures for national banks from 1890 to 1920, 
and for reporting member banks from 1919 to 1932.

Senator T ow nsend . What about 1932?
Mr. A nderson. That is 36 percent.
Senator T ow nsend . All right.
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Mr. A nderson. N ow, among other evils of this is the fact that it 
robbed both business men and bankers of that fruitful, wholesome 
contact between bankers and business men that comes by reason of 
the business man discussing once a year with his banker how much 
money he can borrow; his line of credit. It is manifestly useful to 
both sides. The banker learns what is going on in the business 
world. The business man has his mind sharpened as to unsound 
uses of credit. It may be that he has not enough working capital, 
or it may be that he has too much cash. While the latter does not 
usually bring him to the bank to borrow, yet in any case the bank 
man and the business man get together on the problems of business 
in a fruitful way.

Further I  want to say that during the past 2 or 3 decades com
mercial credit men, commercial bank credit men, have done one of 
the finest pieces of scientific work I have ever seen done in analyzing 
the principles under which you can make loans to particular kinds 
of businesses. First, to business in general and then to particular 
kinds of business, what sort of ratio there should be in each busi
ness between current assets and liabilities, what net worth should 
be in proportion to other things. They have adopted a technique 
of independent audits and it is a very wholesome thing.

I want to see for the future commercial loans grow rather than 
decline. I want the credit policy to be such that commercial loans 
will grow, and the conditions under which commercial loans will 
grow will be that you do not have too much money; that they cannot 
get it too easily in the matter of capital purposes.

Now, then, this leads me to my comment upon the provisions of title 
II  of the bill permitting the Federal Reserve System to loan against at any sound assets.” The Federal Reserve Act allowed member 
banks to go to Federal Reserve banks and rediscount commercial 
paper, and agricultural paper, and borrow against Government se
curities. Commercial paper in the larger banks especially, was, as a 
rule, liquid, particularly under the regulations laid down for the 
Federal Reserve System, and a great deal of the agricultural paper 
was liquid, although not all of it was; and, for that matter, not all of 
the commercial paper was. But, generally speaking, the Federal 
Reserve banks got the cream of the paper that the commercial banks 
had.

Government securities, moreover, were instantly marketable at a 
price— and there was no question about it, the Government-securities 
market needed no artificial support.

Now, these things were the things that were naturally liquid. The 
proposal now is to substitute for natural liquidity a kind of conven
tional liquidity, based simply on the law. The proposal is that every
thing can be made liquid by virtue of the Federal Reserve banks’ 
ability to take it.

Now, there are two main objections here. One, the only assump
tion which can justify this is that the Federal Reserve banks and the 
Government, in combination, are so impregnable that they do not 
have to regard the question of loss of liquidity. The governments 
and the central banks of smaller countries know better. They know 
that they too have limits. In Austria, those limits were reached 
very quickly when you had the illiquid Boden Credit Anstalt unloaded 
on the Credit Anstalt, making it illiquid, then the central bank coming
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to the rescue and being put in jeopardy, and then the Government 
coining to the rescue of the central bank, and finally the whole thing 
going down together.

A  similar episode, carried not quite so far, marked the Japanese 
course from 1919 to 1927.

Senator C otjzens. While on the point let me ask you this question: 
Do you think the guaranty of bank deposits has obviated some of 
the necessity for liquidity?

Mr. A nderson. I f  it leads to a loss of liquidity it is going to lead 
to collapse. The only thing that can make the guaranty safe is to 
watch tiie banks to see that they keep liquid.

Senator C otjzens. Yes; but I meant to ask you whether there was 
the same necessity for keeping liquid with the guaranty of bank 
deposits that there was prior to that time.

Mr. A nderson . There is the same necessity, but the thing can be 
masked longer and the disaster resulting from loss of liquidity can 
therefore be greater.

Senator M cA doo. It does not obviate the necessity for funda
mental soundness in the case of loans.

Mr. A nderson. No, sir.
Senator C otjzens. That is true, but I have not yet secured quite 

the answer I wanted in that much of the need for liquidity occurred 
when runs began on banks because of fear. It is assumed that that 
fear has been obviated to a large extent by guaranteeing bank de
posits, and therefor^ I ask you: Does the same necessity exist for 
liquidity ?

Mr. A nderson. I think that the basic necessity for liquidity— but 
of course you are now talking about the extreme cases, bank failures.

Senator C otjzens. No ; not at all.
Mr. A nderson. I am thinking of what should go on in the ordi

nary course of business anywhere. Banks have seasonal operations. 
W e will say that here is a good bank in an agricultural community, 
and there is a crop failure and the bank must carry the farmers 
over to another season. That bank must of necessity have liquid 
resources in order to be able to do it. Further on the principle you 
are suggesting: I f  banks generally over the country were to say, 
“ W e do not have to be so liquid now because we do not have to be 
afraid of runs ” , you will finally get a frozen situation where the 
deposit guaranty won't work.

Senator C otjzens. O f course that is a possible outcome, but I  
meant under existing conditions, the same fear psychology cannot 
arise, for instance like in Michigan in 1932-33, where hundreds and 
thousands of people went in to get their money, and which necessi
tated a liquid situation such as does not now exist.

Mr. A nderson. May I use this illustration: Say we have a piece 
of blotting paper before us. When you drop water on it you will 
find it will absorb an awful lot of water, but just you try to get some 
of that water back and it will be very difficult. From 1922 to 1929 
we did just that, we let this liquid bank credit go into blotting paper 
and we could not get it back. I f  we carry through these same poli
cies again I  do not know how long it would be before the thing would 
be frozen up. But I would advise any banker going into another 
inflation episode to know where his funds are.

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



488 BANKING ACT OF 1 9 3 5

Senator G ore. One hears a ^ood deal about frozen assets, and a 
good deal about liquidity. You can liquefy air and get frozen air, 
and it is liquid but it is still rather frozen and cannot be handled 
with much freedom.

Mr. A nderson. It cannot be handled with much comfort.
Senator G ore. It cannot be handled with much freedom. Trying 

to liquify these illiquid assets is a good deal like that, I take it.
Senator G lass (chairman of the subcommittee). You may con

tinue your statement.
Mr. A nderson. With our immense resources we could go a long 

way before we got governments and Federal Reserve banks both so 
weakened that our whole financial fabric would collapse. Some 
adherents of this view perhaps might feel that even then we could 
get out of it by printing paper money and letting our exchanges go 
to pieces in the foreign exchange markets. But I do not think that 
either good bankers or responsible statesmen could contemplate this 
kind of way out with equanimity.

The second objection to the change, however, is that it removes 
from the banker, in his daily work, an inhibiting factor of first-rate 
importance. I f  legal-conventional liquidity is accompanied by natu
ral liquidity, if the Federal Reserve bank will take the things the 
banker ought to have anyhow, then the banker has constant pressure 
on him to follow the rules of sound banking and not to make frozen 
loans.

I know that as a matter of experience. During the period from 
1924 on I was constantly working with bankers to get their houses 
in better order, and they would say to m e: These loans are good. I 
have plenty of collateral back of the loan, and the maker has plenty 
of securities in his strong box. But I would say to them: You cannot 
take it to the Federal Reserve bank. I would show them according 
to their own figures that they did not have enough to go to the 
Federal Reserve bank. Then they would listen to that. And if you 
had had this provision “ anŷ  sound asset" in that period from 1922 
to 1929, that boom would have gone very much further and the 
consequences would have been more disastrous. The fact that they 
could not take it to the Federal Reserve bank made it clearer to 
them.

As against these considerations the argument has been offered, and 
doubtless pressed upon this committee, that it ought to be possible 
for the Federal Reserve banks to lend on any sound assets to pre
vent bankruptcy of banks which could otherwise pull through. I 
should be quite willing to have emergency provisions to meet this 
situation. I want to keep the restraints on the banks in ordinary 
times and in boom times, but I am willing to have legislation passed 
which would permit the Federal Reserve Board, by a three-fourths 
vote, for a limited period of time and renewable, to lend against any 
sound asset, but I would not want bankers to have that before them 
in ordinary times.

Senator G lass. W e have that on the statute books now.
Mr. A nderson. But let it be an emergency thing, not a regular 

thing. We are going to have terrific trouble in holding the banking 
community down to anything like sound banking assets when the 
existing gigantic excess of member-bank reserves gets to working,
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when prices begin to rise and people get to feeling good. And it is 
the same with the banker. I know them; I know their magnificent 
elements of strength, but I also know their limitations. The same 
banker who today says he would never do it will be doing it as a 
matter of course when his competitors are doing it and he himself is 
feeling cheerful.

A  similar argument I would like to make about this collateral 
provision, holding it strictly to the rule of Federal Reserve notes 
against gold and commercial paper, including loans against Govern
ment securities.

Senator C ouzens . Would you continue its issuance against Govern
ment securities?

Mr. A nderson. N o ; loans against Government securities; the rule 
as it was before the Glass-Steagall bill.

Senator C ouzens. Y ou would not let them issue Government bonds 
as security ?

Mr. A nderson. Not regularly. The argument is made, and I 
think it has force, that if we ever do get into such a mess again 
as we were in early 1932, it ought not to be necessary for Congress 
to have a spectacular debate before relief can be given. I am willing 
to have it provided in the law that if a special emergency arose, for 
limited periods of time they can substitute Government securities as 
collateral, but not all the time and not regularly.

Senator C ouzens. Y ou mean, as collatera l fo r  notes?
Mr. A nderson. Yes.
Senator G lass. This bill provides that it may be the normal thing?
Mr. A nderson. Yes.
Senator M cA doo. Y ou are speaking of gold. We could not put 

any requirement about gold into existing statutes-------
Mr. A nderson. Y ou could say “ gold certificates.”
Senator G lass. What do they mean?
Mr. A nderson. That was explained to me as I was testifying 

before this committee in connection with the gold bill of 1934. One 
of your colleagues told me very kindly, after I had made a protest 
with regard to gold against the certificate, putting it in the general 
fund, and so on— he said, “ You do not understand about these gold 
certificates. These are not certificates that you can get gold; these 
are certificates that gold has been taken away from you.”

Senator Glass. That was a very logical way of stating it.
Mr. A nderson. With respect to both these points as to collateral 

against notes and loans against any sound assets, what I have in 
mind is this. A  crisis will not be so severe if we have restraints in 
ordinary times. The removal of restraints in ordinary times means 
that we do not have a safe margin for use in crisis times. I f  we go 
through a boom without restraints, first, the boom lasts longer and 
goes to more violent heights; second, when the crisis comes we have 
nothing left with which to fight it.

Senator G ore. N o parachute.
Mr. A nderson. I want that reserve for the last half hour of the 

battle, and I do not want to be over-extended when the last half 
hour comes.

I want to say a word about real-estate loans. I am not going to 
try to discuss the whole bill at all. This is the last point that I am 
going to raise, myself.
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I am very much afraid of this provision.
Senator M cA doo. Y ou mean the provision for amortized loans 

over a 20-year period ? Is that what you have in mind ?
Mr. A nderson. It has been improved in the House bill, but even 

there it goes too far. I would endorse the proposal that Mr. 
Aldrich made, though I want to add something to that. This still 
links real-estate loans to time deposits; 50 or 00 percent, I have 
forgotten which, of these deposits. Now, there is a great difference 
between time deposits at large and savings deposits in a strict sense. 
A  very great part of the expansion of credit that took place between 
1922 and 1929 was in time deposits. They were looked upon as 
savings, and the Comptroller’s reports even spoke of them as sav
ings. They were not savings. They were the product of expanding 
bank credit. Their behavior was very different from the behavior 
of ordinary savings deposits. Savings deposits move rather steadily 
and moderately. These things moved rapidly in the period when the 
Federal Reserve banks were expanding, and they stopped advancing 
when the banks were holding back. I have a lot of evidence on that 
in the discussion of Mr. Currie’s book that I put into the record.

They were owned by rich investors who pulled out of the market 
and were awaiting a chance to come back, or they were surplus funds 
of great business corporations. Very frequently you had a pitiful 
plea from some country bank, Help us out ” , because some big 
business corporation that had been attracted by the high rate of in
terest paid by the country bank on time deposits was drawing funds 
out. The country banks found that was a big percentage of their 
deposits, and they had the funds tied up in illiquid uses and we 
had to help them out. There were also funds of foreign banks and 
even of foreign central banks; anything but the steady, dependable 
thrift accounts of the people.

I hope that you will amend this language— if you pass this bill—  
in such a way as to make the sharpest kind of distinction between 
thrift accounts, savings accounts, and time deposits, and limit your 
percentage provision to 50 percent of the trne thrift accounts.

Senator G lass. It is 60 percent.
Mr. A nderson. Whatever it is. I would say, 50 percent, for that.
Senator McA doo. D o you think we did a wise thing in prohibiting 

the payment of interest on demand deposits?
Mr. A nderson. I am glad you raised that point, Senator. I be

lieve we are going to have to change that law just as soon as we 
approach a normal money market. I think at all events interbank 
interest— interest on deposits of one bank with another— ought to be 
allowed. Here is a great lot of excess reserves in one Federal 
Reserve district which can be used in another section if it is needed. 
They ought to be able to get it by paying for it.

Senator M cA doo. I was speaking more, of course, of demand 
deposits. Do you think we did a wise thing in prohibiting the pay
ment of interest on demand deposits?

Mr. A nderson. I think the only place where a definite abuse ex
isted that needed public regulation was time deposits in smaller 
places. I  think they paid rates much too high, and there should have 
been public regulation of that; but I  think that the practice in New 
York as to interest on demand deposits and interest on time deposits
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under clearing-house regulations was quite wholesome. Some bank
ers did not like it. Some of them welcomed your abolition of interest. 
But I am looking at it as an economist. I  want a good flow of funds, 
and interest is the way to move them.

Senator McAnoo. Suppose, for instance, we had said that we would 
permit the payment of interest on demand deposits on interbank 
transactions; would you still say that we should also permit the pay
ment of interest on customers’ demand deposits?

Mr. A nderson. My view would be “ yes.”
Senator M cA doo. Y ou think that would be wise?
Mr. A nderson. Yes, sir.
Senator McA doo. Y ou know that great abuses had risen out of 

that practice?
Mr. A nderson. Y ou have the power of regulation.
Senator M cA doo. The bidding by banks against each other for 

the deposits of customers who had large deposits and who were 
relatively highly favored while the small depositors got practically 
nothing. It led to unwholesome competition between the banks and 
an unwholesome condition, so far as demand deposits were concerned, 
because the big depositors usually had some knowledge of what might 
happen and they pulled their deposits out when they got scared, 
which weakened the condition of the bank more than the withdrawals 
of a large number of small deposits.

Mr. A nderson. Y ou are thinking now of the case of a small com
munity where some big outsider brings funds to deposit?

Senator M cA doo. I am thinking about any community where that 
condition exists.

Mr. A nderson. I do not think it existed in New York.
Senator M cA doo. In the city of Los Angeles, a city of 1,250,000 

people, with quite a large number of banks, the abuse got to be 
very great, so bankers have informed me. One bank would offer 
a large depositor a very much higher rate of interest than was 
justified, and at the first sign of trouble this large depositor got 
uneasy and withdrew his whole deposit at once, which was a 
very bad thing for the bank, or it might have been, whereas, in 
the ordinary course of business, where interest was not paid on 
demand deposits, and deposits might be more widely distributed, 
less injury might follow from a large number of small withdrawals.

Mr. A nderson. Y ou could have a rule that the rate in each city 
should be the same so that the banks in a particular city are not com
peting by varying the rate against one another. The main thing that 
I have in mind to be accomplished is that if Los Angeles is needing 
money which Chicago has, it should be possible to bring that money 
to Los Angeles at a higher rate.

Senator M cA doo. It was experimental, of course, to prohibit the 
payment of interest on customers’ demand deposits. I f  it has not 
worked well or if it is inadvisable, the question in my mind is 
whether or not it might not be restored with provision for the reg
ulation of the rate of interest by the Federal Reserve Bank of the 
district or by Government authority, just as we permit the regulation 
of the rate of interest now on time deposits.

Mr. A nderson. I would so recommend, Senator.
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Senator G lass. A s a matter of fact, there were various reasons 
why we did that. In the first place, country banks had what they 
call standard rates of discount. It is almost impossible ever to get, 
them to depart from that standard rate of discount. They would 
rather bundle up their surplus funds and send them to the money 
centers at a nominal rate of 2 percent than to give the merchants 
of the town or the industries of the town or the locality the benefit 
of an abundance of money and an abundance of credit.

Senator M cA doo. A n d  at a more reasonable rate.
Senator G lass. Yes. They never reduced their standard rate. 

They have always taken the silly position that if they once reduced 
it they never could restore it. They could restore it for exactly the 
same reason that they could reduce it. When money was tight their 
rate would and should be high, and when money was free the rate 
would and should be low. But it resulted in the withdrawal of all 
the interior funds of the country banks and the transferring of them 
to the money centers for speculative purposes. That was a major 
reason why we prohibited the payment of interest on demand 
deposits.

Senator McA doo. And also for another reason, that where we were 
requiring the bank to pay a premium to insure any part of their 
deposits, to relieve them of this payment of interest on demand de
posits we gave them an additional means by which they could pay 
premiums upon insurance.

Mr. A nderson. With these very low interest rates now prevailing 
the banks are moving very rapidly to protect themselves anyhow. 
We have abolished interest on time deposits in New York because 
we cannot afford to pay it. We don’t want money that we have 
to pa}̂  for.

Senator G lass. The Government is in direct competition with 
banks all over the country.

Senator M cA doo. Why do you not lend this money out now
Mr. A nderson. Come up, Senator, and we will talk business with 

you.
Senator G ore. A  banker in Oklahoma City stated that one of the 

acute and precipitating causes of the trouble in that region was 
the withdrawal bv banks of their accounts which resulted from the 
withdrawing of deposits from the banks in Kansas City. Did you 
observe any movement of that sort?

Mr. A nderson. In times o f  wild panic, which there was in early 
1933, I suppose that every single normal thing that ever was done 
looked bad and went wrong and you regretted having made a per
fectly good loan. I am very glad to be able to say that we were 
loaning up through the last day.

Senator G ore. I was wondering whether you thought it would be 
wise to vest authority in some agency to regulate or control inter
bank deposits?

Mr. A nderson. Oh, no. I f  a bank owes anything on demand it 
is the business of that bank to be ready to pay it. I f  a bank has 
customers who have a borrowing equity, the right to expect a loan, 
it is the business of the bank to make the loan, and if it cannot make 
it, something is wrong.

What I want is such a general handling of this credit situation 
that the banks will always be able to meet deposit withdrawals and
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