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. The following report’of the Joint Economic Committee was prepared

and approved unanimously by the Subcommittee on Foreign Economic
Policy composed of Representative Bolling (chairman), Senators
Douglas, Fulbright, and Flanders, and Representative Talle. The
findings and recommendations presented are based upon the sub-
committee’s hearings and study of defense essentiality, using the
watch industry as a case study. The report of the subcommittee was
approved for transmission to the Congress by the full committee on
July 18, 1956, and will be given further cousideration during the com-
ing months in connection with preparation for the committee’s report
on the 1957 Economic Report of the President. Some members of the
full committee who are not on the subcommittee wish to point out
that while they have approved the transmission of the report to the
Congress they do not necessarily agree with all the conclusions of the
report.

I. REASONS FOR THE STUDY

The Subcommittee on Foreign Economic Policy was created pur-
suant to the authority contained in the March 14, 1955 report of the
Joint Committee on the Economic Report (pp. 4 and 5). It held
hearings in November 1955, reviewing a wide range of considerations
affecting our foreign economic policy. During the course of those
hearings, limited attention was given to the argument that trade

1



2 DEFENSE ESSENTIALITY AND FOREIGN ECONOMIC POLICY

restrictions may be required for reasons of national defense. The
testimony received on this subject was in part so contradictory that
the ensuing report of the Joint Committee to the Congress on January
5, 1956, stated (p. 28):

It is also evident that much greater study is required of the
very concept of the mobilization base. There is question
whether the present tests of defense essentiality reflect
realistically the changing nature of war. * * * Differences of
opinion among witnesses make clear that further study of
these problems is required in the light of new conditions.

The recommendation of the report was (p. 31):

Further study is required of the whole concept of defense
essentiality if it is not to dominate over other necessary
factors in trade policy. Not only should impartial criteria
be discovered, but the whole concept of the mobilization base
in the light of evolving military strategy should be reviewed.

It is important to state the general findingJofjthe subcommittee to
the effect (p. 28):

There is a valid argument in favor of trade restrictions
to aid national defense, but the case requires careful qualifica-
tion.

-This makes clear that the problem was regarded by the subcom-
mittee with an open mind combined with a degree of skepticism
toward some of the arguments which had been presented up to that
time. .

The Congress in 1955 made a part of the Trade Agreements Act a -
section 7 which provided the Office of Defense Mobilization with the
authority to advise the President to take such steps as are necessary
to modify trade policy as the pational defense may require. It is not
within the purview of this subcommittee to make a specific study of
that piece of legislation. But the law did provide a new rationale
whereby some industries, denied other forms of relief from foreign
competition, might advance a ‘national defense” argument as the
next resort to the solution of their problems.

The Office of Defense Mobilization to the present time has taken
few overt steps to change trade rules. On April 5, 1956, that office
announced that it was starting a study, as its first under the authority
of the Trade Agreements Act, on the domestic watch and clock
industry, with the initial phase of that study limited to the jeweled
lever segment of the watch industry. By early May 1956, as many
industries had applied to the Office of Defense Mobilization for relief
from foreign competition on the grounds of defense essentiality as
there were pending applications before the Tariff Commission for
relief under the escape clause.

The combination of these events and the continuing’interest of the
subcommittee made clear the desirability of a study of the defense
essentiality arguments being advanced. Previous governmental deci-
sions regarding the watch industry have given rise to such controversy
that it seemed a timely and valuable industry to select as a case study.

Accordingly, letters of inquiry on the analytical approach used by
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various agencies of the Federal Government in studying defense
essentiality were sent out, and public hearings were held in the period
of June 4 through June 8, 1956, to explore general concepts and the
details of microprecision manufacture so important to modern warfare.
The Director of the Office of Defense Mobilization appeared before
the subcommittee to interpret the views and procedures of the execu-
tive branch of the Government in meeting mobilization base problems.

This report summarizes the highlights of those hearings, to bring
into as sharp focus as possible the contrasting views of various wit-
nesses, to identify what questions still remain, and the points which
it was possible to resolve. This summary of the latter points should
not be construed as a prejudging of .any actions which the Tariff
Commission, the Office of Defense Mobilization, and other parts of
the executive branch of the Government, or the Congress may take
in the future, for it has not been possible to resolve all doubts in so
short an inquiry. But it is our hope that our painstaking review of
a considerable body of evidence will ease the difficulties of the several
agencies which will have occasion to study our published record of
the hearings for the light which they throw on problems of defense
essentiality and foreign-economic policy. As Dr. Arthur S. Flemming,
Director of the Office of Defense Mobilization, stated:

* * * T feel that the committee is to be congratulated on
developing plans for a hearing of this kind. I am confident
that the testimony that has been presented to this committee
will be of real help to us in considering various matters that
we will be called upon to consider in this area.

The report which follows accordingly concerns itself with an analysis
of changing world conditions, the implications for military strategy,
and the problems of choosing the right economic environment for the
protection of national security. aving offered these observations
based on expert testimony, the general principles which emerge are
tested against the problems associated with the watch industry.
Choosing a specific industry illustrates that general principles can be
used in a particular case, but that they are casily obscured in the com-
plexities and irrelevancies which inevitably are associated with any
concrete example surrounded by historical antecedents and by strong
pressure interests. It is not always easy to identify the national
interest.

We have deliberately included in the discussion major points brought
forth by witnesses who felt their views should appearin the record even
though many of these points relate to side issues and other battles than
those of defense essentiality. Their inclusion will suggest the atmos-
phere within which responsible executive and congressional agencies
must make their decisions for the national good.

As persuasive as some of these subsidiary arguments may be to the
reader, we will make every effort to keep these points in proper per-
spective to the whole subject. No directly interested party will be
satisfied with our treatment of their favorite views, but we hope
others will find this report instructive.
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II. Crireria For DEFENSE ESSENTIALITY
A. THE NATURE OF POSSIBLE WARS

Although it can be hoped that the terrible costs to human welfare
which wars bring can be avoided, ordinary prudence requires that all
nations including our own consider the range of potential threats and
their implications for national security. It is clear that no one can
read the future with accuracy, nor prepare to meet every possible con-
tingency. National strategy, first having in mind basic objectives,
therefore, consists of assessing various potential threats and the re-
sponses which should be made considering the relative probability of
the threats, their relative seriousness to national survival, and the
relative costs, broadly conceived, to our national resources and well-
being in meeting these challenges.

For purposes of convenience, and symptomatic of the range of eco-
nomic requirements and policy determinations which may be called
for, we can identify (without reference to the likelihood of each oc-
curring) the following alternative conditions of national existence in
the modern world:

(a) Stable conditions with no likelihood of war as we have known
it because of a widespread desire for peace and the means for inter-
national guaranties of such peace, including -a foolproof system for
inspection against danger of surprise attack.

(6) No military war, but intensified efforts by competing states or
blocs of states to obtain economic, political, and ideological advantage
through such means as expanding trade relations, providing foreign aid
and investment, and the stimulating of nationalistic ambitions in third
countries. Subversion and propaganda efforts are additional devices.

(¢) Elements of (b), plus civil strife and other localized wars which
may represent an economic and social drain, but do not call for use of
full-scale mobilization or major weapons.

(d) The peripheral war which is still limited geographically, but
which requires a fairly heavy commitment of men and materiel, and
which may or may not include tactical use of nuclear weapons.

(e) General war which engulfs much of the world but which for some
reason does not include significant use of nuclear weapons or toxic
warfare against the main industrial centers of the contending big
powers.

(f Virtually unlimited war with such combinations of thermo-
nuclear, radiological, chemical, and biological attack as seem worth
attempting by the contending forces.

Finally, it should be noted, the logistics requirements and economic
consequences of several of the foregoing conditions can vary consid-
erably with the geographic areas of the world involved, the identities
of the combatants and neutrals, and the scale of operations.

B. DEFINITION OF NATIONAL SECURITY

National security refers to the basic survival of the people of the
country and their important institutions. Broadly conceived, we
tend to include not only physical existence in the absolute sense but
we are also concerned with our spiritual well-being, social welfare,
economic prosperity, national sensibilities and such personal comfort
as may be important to us. »
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The national security can be viewed as defended by two general
approaches: the first often labeled ‘“continental defense,” and the
second, “international cooperation.” There was a time when the
former might have been considered seriously, because there was a
possibility of making this continent impregnable against major attack,
and commitments to allies were thought merely an added burden.
In any case, if we did become involved in foreign wars, our homeland
could become the “arsenal of democracy.” In fact, of course, nearly
all of our wars have involved close relations with other nations for
material and moral support.

Now we have frankly and openly adopted the course of interna-
tional cooperation, both in peace and war, because no other route is
offered to us. There is no longer a choice, for changing conditions
have made it sheer necessity. Our own vital interests extend into
many parts of the world, and the fate of other nations in any case
ultimately will affect our own, if they fall under the control of ruthless
and ambitious rivals. Outlying bases and allies are necessary in a
mutually supporting effort to warn against sudden attack and to
stage most effectively any massive counterblow. These same needs
for world links ‘are present to guard against and to wage peripheral
wars as well as general conflicts. And clearly, if the cold war has
turned toward intensified economic competition rather than immediate
warf.mie with military weapons, many international ties are equally
crucial.

Let us examine in greater detail elements of concern in defending
the nation, whether viewed from the popular though incomplete and
impractical continental defense, fortress America, viewpoint, or from
the broadec view of international cooperation. For clearly, the
security of the United States and of other nations willing to live in
harmony is of the greatest importance to all of us, and is of the highest
concern to this subcommittee. Consistent recognition of the realities
of the choices of strategy open to us in turn will have profound effects
on the decisions taken to protect the national security.

" The national security is defended by the elemental factors of geo-
graphic conditions and man-taken measures of protection such as
air-warning, internal policing, and various intelligence operations,
plus. more positive military preparations when force has to be used as
an instrument of policy. Oceans, Arctic wastes, and mountain ranges
are a part of our geographic defense together with such important
facilities as air and naval bases in parts of the world remote from our
shores. Similarly, internal policing to maintain law and order must
be supplemented by worldwide flows of intelligence information to
anticipate and nip in the bud many difficulties before they become
unmanageable. Our positive military preparations even in a period
O{l intercontinental bombers and missiles are predicated upon having
allies.

Protection of nationai security is based upon long-term and short-
term factors, both of which are important. In a world of rapid tech-
nological development and political surprise, the relative importance
of different elements is subject to considerable change, and requires
constant review. Thus our geographic position and resources may
seem to be relatively fixed, but even their roles clearly change. The
formerly impassable Arctic has become an air bridge, and rarc materials

S. Rept. 2629, §4-2——2
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found in remote parts of the earth have assumed a new importance
in advanced technology.

Our industry, commerce, and financial system are even more
dynamic, and their growing complexity is both a strength and a
weakness. The comparative level of technology and "availability of
manpower skills in competing countries are increasingly important
factors in national security. In the short run, it is forces in being
which count, but equally important is the long-run assessment of
where we are going in our abilities to create the instruments of military
power and of peaceful influence. Our political and social institutions
are added important elements in national security as are our national
spirit and our cultural heritage. Clearly where it is possible to
quantity, the absolute levels and the rates of change of these natural
and human resources are important to national security; in any event
we must consider the adaptability of all tangible and intangible factors
which affect our security. _

We have said national security relies upon weapons and forces in
being, and upon the industrial and manpower base required for logistic
support. But true, too, national survival may depend upon many
additional elements. As one example, firm roots in American trad -
tions of liberty and individual worth, and a developed, mature
philosophy toward life on the part of our people may be one safeguard
against destruction of our institutions by subversion or simple neglect.
Another example may be found in measures to stimulate the spirit
of hope and progress in other countries, through growing economic
relations and cultural interchanges, so that the countries whose
governments are predicated on individual freedom and worth may
develop a feeling of unity sufficient to offset the danger of piecemeal
surrender to totalitarianism through loss of hope. We need to en-
courage economic and cultural relationships with other powers so that
their territories, airbases, resources, and manpower do not come under
the control of military rivals, and do remain available to the cause of
freedom. This would be true either to stave off thermonuclear war
or to prevent or win a peripheral war. (No contestant would win g
thermonuclear war, even though it could be lost.)

It seems particularly important to repeat and to emphasize that
national security is broader than continental defense and military
force. Isolation might have been considered once but now almost
every policy must be judged. in light of our interdependence with the
rest of the world for resources, markets, technical advances, and
finally for sufficient understanding and good will to refrain from mu-
tual annihilation through weapons of unparalleled danger to the
continuance of life on the planet

Indeed it is this broader view of national security which must
prevail under the conditions of the modern world that is the justifica-

- tion for the Subcommittee on Foreign Economic Policy making such
a study as this. Continental isolation either in peace or war will not
work, and this is the balance of judgment which carried us to lend-
lease, World War II, the United Nations, the Marshall plan, Greek
and Turkish aid, NATO, the Korean war, and the many other pro-
grams of the last several administrations. In general there has been
bipartisan support for the thesis that a vigorous and growing world
economy, with a strong community of interest among nations, repre-
sents the best opportunity for the world to avoid war and for this
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community of nations to be equal to winning wars against aggressor
states when they start wars.

C. THE MOBILIZATION BASE

It is a part of national prudence, while hoping for the best, to be
prepared for the worst. This is & responsibility of any government
which is not to flirt recklessly with national disaster. Some of the
measures are immediate in applicability. Others are longer range in
nature. Radar and sky watcher warning systems and strategic air
forces capable of dealing strong retaliatory blows are obvious imme-
diate necessities. Of longer range importance are measures to keep
our total national productive capacity high, as well as able to produce
at the time required and in the quantities needed items incorporating
the most advanced technology. This objective requires adequate
absolute levels and good growth rates in industry, effective research
and development, and a fresh flow of manpower highly educated and
trained for military and essential civilian activities. With these
general principles there can be little disagreement.

The mobilization base concept is not new, but received serious
attention at the time of World War I because we were so poorly
prepared then by readiness and experience to turn ourselves into an
arsenal of production for the Allied cause. In the years thatfollowed,
preparedness thinking was carried on by a few specialists until the
outbreak of World War II once again made our productive might,
located safely across the oceans from the main areas of combat, the
factor which turned the tide against the Axis and brought victory.
In both of those wars, this country was late to join, and had the
opportunity to convert its industry. In the second of the wars, our
tools of control and allocation were more highly developed.

It was natural that the experience of these two wars should en-
courage defense preparations based upon mobilization plans which on
signal would allow seclected industries to change to the production
of military goods, and that logistic planning should become a bighly
developed science. This study and foresightedness is commendable
as far as it goes, but it is not fully adequate to the needs of today.
The changes which are occurring are partly technological and partly
world political.

Any mobilization base concept must be given constant review if it
is to Keep pace with changing world conditions and national needs.
Clearly, the classes of international existence identified in this report
call for different economic prescriptions to meet each one, and it would
be the height of foolhardiness to risk destruction of the Nation by
simply picking either 1 or 2 possible emergencies, and tailoring all
mobilization plans to meeting those limited cases. The obvious
answer would seem to be that we must marshall our resources to meet
any eventuality. This of course implies that we shall have the time
to convert our peacetime industry to the production of war goods,
an increasingly unlikely situation. But let us assume this 18 still
possible. Restricting the discussion for the moment to primarily
industrial capital and manpower requirements, one can conceive of
an attempt to direct resources so that we have a base to meet all
possible eventualities.

However, even the strongest nation on earth is limited in its ability
to organize itself against all eventualities. We have had to limit
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our forces in being to the point where the individual branches of the
armed services must compete for limited resources of men and mate-
rials. Every aircraft designed must make compromises among
the factors of speed, range, maneuverability, armaments, navigation
equipment, armor, ease of construction and repair. We want to
give our crews every advantage, but we forego some improvements.
This does not mean that the human crew is regarded as less important
than economy. On the contrary, for each potential use for an aircraft,
the design represents that compromise which will give the best
chance for the plane to accomplish its mission and bring the crew
home. An all-purpose, all-protective aircraft could become so heavy
as never to leave the ground. The mobilization base concept also
must involve compromises. The economy of the Nation, in a sense,
does have to be all-purpose, but if it is to be viable, it must be based
upon a sound rationale of the tasks to be carried out and the means for
accomplishing them. This implies a system of relatives and the
necessity for decision making to establish priorities, based not alone
on ‘probabilities but upon the seriousness of the consequences of
miscalculation.

Consideration of plans for a mobilization base cannot be foregone
just because there are conditions under which it might not be impor-
tant. But it does not follow either that a mobilization base tailored
after the pattern of World War II and the Korean conflict can be
accepted uncritically. The probability that in a major war the big
powers would use nuclear weapons is very great, and cannot be com-
pared with failure to use stocks of poison gas in World War II.- No
one kas found a clear way to distinguish between military and civilian
targets in an all-out effort, and no power has the technology yet to
blunt a determined nuclear attack sufficiently to save that country’s
national identity. This is why many students of the problem believe
our economic and industrial effort must be based upon a threefold ap-
proach, not one of which is the traditional mobilization base concept.
One part must be to keep our industrial system so.strong, flexible, and
expanding that it can help win the economic-political world battle
without resort to arms, except as policing actions ocecasionally put
minor demands upon our production. A second part must be to build
our forces in being to such a state of readiness as to act as an effective
deterrent until workable international controls are accepted. The
final part should be a more realistic facing of the immensity pf the
survival task if unwanted general war should arrive.

Some authorities have hopefully suggested that even if thermo-
nuclear war should arrive, that first destructive phase in which we
might easily lose half our population and two-thirds of our industry
would still be followed by a ‘‘phase two,”” in which traditional mobiliza-
tion base planning has a role as we would rebuild our forces to carry
a long, conventional war to enemy shores. It is very hard to accept
this view as either a fair interpretation of military strategy as it would
evolve after thermonuclear attack, or that any industrial preplanning
would be able to anticipate postattack needs adequately. The real
task for any country which has been exposed to such attack would
‘be to try to save some small part of human civilization for those who
survived both the initial attack and the chaos following in the wake

of such a breakdown of community services and economic and social
life.”
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D. MANPOWER SKILLS

Perhaps the greatest asset of any nation is its people. No resources,
no location automatically give productivity or military defensive
strength, particularly as transportation overcomes previous barriers
to movement. Numbers of people are important if the labor force
is to be capable of manning a diverse and specialized interdependent
economic system, and if the military forces are to have their personnel
requirements filled. In & military contest between major powers,
their absolute population levels, their population pyramids, and their
net reproduction rate trends are of significance.

But of overriding significance are the qualities of the people. Their
aspirations and their steadfastness are important, together with
their native intelligence and their physical fitness. So, too, is leader-
ship, whatever form of government and social organization is adopted.
Our interest now, however, centers on the acquired skills of the work
force of the population. This is a paramount consideration in an age
so dependent upon advanced technology and in which this revolution
is proceeding at breakneck pace.

Requirements for skills can be viewed in short-run and long-run
terms. In the short run, we must have the pilots and the radar
technicians to fill military billets. We must have the production
workers with their background of experience and training to perform
the current manufacturing and transporting work the economy
requires. Recruitment for immediate needs depends upon the avail-
ability of people with experience for the more difficult jobs and with
good aptitudes for the jobs which take less training.

The long-run meeting of manpower needs is both more difficult and
requires a greater ability to foresee complicated relationships among
. policies. The most critical of the manpower skills are ones which re-
quire the greatest foresight to provide. They require the acquisition
of a wide range of basic skills and knowledge. Without minimizing the
importance of humanistic education, which is important to the
preservation of our institutions and our traditions, we must in this
context center our attention oa scientific and engineering skills. They
are the key to continued technological progress, and technological
progress may very well determine our national survival. Clearly,
we cannot create good scientists or pursue basic research on a crash .
basis and expect optimum results therefrom. Only long-range pro-
grams starting early in the school career, guided by good teachers and
supported by proper equipment, are going to yield adequate results.
So, too, must basic research be supported without regard to shifting
international relations or economic conditions at home. Finally, in
the applied field, there must be opportunity for teams of scientific,
engineering; and toolmaking talent to work together and to develop
capabilities for meeting fresh challenges brought by rapidly evolving
technical requirements.

The Joint Economic Committee has studied the problems of auto-
mation, and has found that automation is an extension of processes
long underway in our industrial society. The newer aspects of auto-
mation not only are accelerating productivity in industry, they are
also changing manpower requirements qualitatively. Now more than
ever, the scientist and the engineer, and the highly skilled tool and
die maker are the controlling factors in attaining production goals
for advanced military hardware items and essentia% civilian products.
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The rapid obsolescence of existing weapons and equipment, and
the great variety of challenges we face all emphasize that no pool of
skilled workers can be frozen in a stockpile and then necessarily
satisfy the highest priority of national needs. The constant develop-
ment.of versatility and the expanding capability to meet fresh chal-
lenges are of greater importance.

This suggests that the business and social environment in which
skilled workers find themselves may be important to maintaining and

-expanding both numbers and skills, as well as providing incentives for
performance at a very high level. Our system looks to competition
and the desire for material and social well-being as the means for
attaining these ends, rather than either compulsion or complacency.
We do not threaten people with penal servitude for failure to reach
production goals, but neither do we get best results from those largely
sheltered from competition. This i1s parallel to the situation where
an industry feeling some pressure from rivals is more likely ‘to be
progressive than one which has a guaranteed market. Scientists and
engineers are encouraged to work by individual financial incentives,
and these should not be neglected. But these professions also require
the status and general level of rewards which will insure that some of
our best potential talent will elect work in sciences and engineering,
and that the highest grade of graduates are available for teaching
staffs. We must see that those of high ability have the opportunity
as well as the incentive to acquire the training the country needs.

E. GUIDES TO SELECTING CRITERIA

In the preceding subsections of this report there has been brief
analysis of the meaning of national security, of the nature of war, of
the mobilization base, of manpower skills. Perhaps most of the points -
made find general acceptability in this country. But general prin-
ciples need implementation, and then specific and very complex issues
must be faced and resolved. This requires both understanding and &
machinery for decisionmaking. The understanding must come to
the general public and the Congress as well as to those officials of the
executive branch who control the particulars of individual situations.
Everyone concerned must appreciate the importance of a well-
thought-out program of long-run building of national abilities both
in industrial capacity and in manpower skills. Everyone concerned
must appreciate that policy is based upon balancing requirements,
that each choice made will have consequences favorable and unfavor-
able. The plea for any single program of military or industrial
strength cannot be judged alone on its individual merits, but must
likewise take into account a very broad range of short-run and long-
run repercussions. This is not easy, and usually the repercussions are
difficult to identify, which does not in the least minimize their
importance.

When this understanding has been reached, probably the most
difficult part of the job is done. What remains is to create a machinery
for cataloging our requirements and our facilities, and to have ade-
quate statistical and analytical tools in Government and in business
. for assessing policy alternacives and implementing those selected.
The intangible factors should not be neglected. A decision based
upon resource accounting alone might not take into account suffi-



DEFENSE ESSENTIALITY AND FOREIGN ECONOMIC POLICY 11

ciently dynamic consequences at bome or important relations abroad.
And certainly policies related to national security, mobilization, and
defense essentiality must be coordinated at the very highest levels of
Government. Every department must be working from the same
premises if the actions of all are to fit into a meaningful pattern.

It seems very clear that there have been obvious conflicts in pre-
vious considerations of the problems of foreign economic policy and of
national security. There have been conflicting priorities and means
used for making policies effective. This is a type of difficulty which
must be resolved, for too much is at stake to allow these differences.
It is our view that these conflicts can be settled if a proper understand-
ing is attained of the issues. In the watch industry which we have
taken as a case study, it is clear that a narrow view of the mobiliza-
tion base and the broad objectives of foreign economic policy have
clashed, and this study is designed to minimize that danger in the
future for both that industry and similar ones which will cause dispute
as their individual situations are reviewed.

This subcommittee is convinced that a meaningful pattern very
_definitely must extend beyond any narrow continental defense con-
cept of the industrial mobilization base. National security has broad
international aspects both in time of peace if useful trade among
nations is to stave off war, and in time of war, if our strategy is not
to fight alone, but with allies to share the responsibility for our col-
lective security. Any lingering doubts that we are all involved as a
part of the human race must surely have been dispelled by Army
testimony in June 1956 that thermonuclear attack on the Soviet
Union could result in heavy casualties in Western Europe or the Far
East from the fallout. Preserving national security in this kind of
world requires the very broadest consideration of all aspects of par-
ticular policies.

In effect, as particular industries ask for special treatment in the
name of national defense, we must ask ourselves these questions:

(a) How unique and essential is this industry to our military
strength and are their skills in short supply?

(b) Will trade restrictions actually help the industry to keep its
skills and does its civilian production aid our defense, or is it seeking
a rationale for its own commercial advantage?

(c) What repercussions will such restrictions have in other indus-
tries; will fresh burdens be thrown on them?

(d) What alternative approaches to preserving the capacity of a
critical industry have been sought and weighed?

(¢) Finally, and not least, what will be the repercussions generally
on our allies and on other friendly countries whose prosperity is also
important to our national security?

III. Warcaes as A Case Stupy

A. ARGUMENTS FOR ESSENTIALITY OFFERED BY DOMESTIC JEWELED-
LEVER WATCH MANUFACTURING PROPONENTS

(1) Essentiality of the American watch industry has been well estab-
lished and does not need further review. Domestic producer repre-
sentatives placed in the record copies of selected previous govern-
mental decisions which leave the impression of unanimity of opinion
that the watch industry is essential to national defense because of
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its production of horological devices and of precision military equip-
ment. Constant reopening of the question is upsetting to the industry.
The view was voiced that the Congress cannot establish defense
essentiality criteria, and such matters should be left to the executive
branch of the Government.

Subcommittee commentary—Continued controversy surrounding
watches clearly shows this is not a closed matter. We would be
neglectful of our responsibilities not to seek an understanding of
what is meant by defense essentiality, how it is applied, and what the
consequences are of such applications. Congress cannot act intelli-
gently on the wide range of matters delegated to it by the people
unless it studies major problems as well as delegating authority to
the executive branch.

Other congressional studies have taken a limited view of the prob-
lems of the watch industry in keeping with their responsibilities. At
no other time has a committee brought together the economics,
foreign relations, and preparedness aspects of the industry in a com-
prehensive study. -

The preceding section of this report emphasizes that needs do
change, and that constant review of mobilization base priorities is
required. :

(2) The interest of the domestic producers of watches in restricting
watch tmports is primarily patriotic, not commercial. The combina-
tion of defense contracts, other manufacturing, and importation of
Swiss watches is sufficient to keep these domestic companies in healthy
financial condition. This establishes their present concern with de-
fense essentiality as genuinely patriotic. But the importers with
their interest in increased trade are willing to sacrifice the national
security. Trade should not dominate over security.

Subcommittee commentary.—We were left with the impression that
both domestic manufacturers and importers have an equal concern for .
the welfare of the United States. Differences of views on both sides
seemed compounded of sincere interest in national security which can
be advanced in alternate ways, and of commercial considerations
which also may be quite respectable. Trade and national security
‘are not necessarily exclusive alternatives, and indeed the preceding
section of this report establishes their vital connection.

(3) Even with the H-bomb, a war could last many, many years.
Nearly all past wars have lasted longer than people expected they
would at the time. This emphasizes the importance of the mobiliza-
tion base and the watch industry as a part of that base.

Subcommittee commentary.—It is not safe to conclude that history
always repeats itself. For example, never before has the survival of
life on the planet been threatened by weapons of unparalleled destruc-
tiveness. Our views on the mobilization base have been presented in
the preceding section of this report. .

(4) The watch industry promdes a pool of critical skills for defense.
For approximately 200 years the essential characteristics and design
of watches have changed very little. They have been made by skilled
craftsmen, with many of the production secrets remaining something
carefully guarded, to be passed on from father to son. But gradually
greater reliance has been placed upon machine production, once the
proper design for a particular model and its tools for close tolerance
work have been attained. By progressive stages, machine production
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has carried watch manufacture closer to what is popularly called
automation. Some of the assembly line jobs can be learned fairly

uickly by those who show aptitude for the close work entailed.
gupervisory, tool adjustment, and related skilled jobs, however, may
require several years to acquire, and a handful of most critical jobs in
a watch factory are occupied by those with more than a decade of
experience. If a new watch plant is to be successful in less than a
decade, it requires under today’s technology people of long experience
in watch production to do the overall designing and coordinating of
production for a complete watch. Watch spokesmen claim no other
industry can match these microprecision abilities in mass production.

Subcommittee commentary.—There is no doubt that some of the skills
of key personnel in a watch factory take years to acquire, but prob-
ably not as great a proportion of jobs are truly critical as the domestic
producers imply, and job training times can be reduced, if the exper-
ience of other industries has any relevance. Most skills are presently
acquired by the slow accumulation of experience rather than through
carefully organized and intensive instruction by modern techniques.
The experience of one watch firm in establishing a branch plant is a
case in point. In any event, we recognize that a modern watch factory
which takes advantage of the latest production techniques and which is
energetic in research and development represents desirable production
capacity both for making horological devices and for making other
precision items in & national emergency. We are not convinced, how-
ever, that such factories are the sole repository of precision skills in
industry.

(5) Waitches are needed in war. We live in an age in which we are
governed by time. In transportation, in all military tactical opera-
tions, and 1n most production processes, accurate time is of key im-
portance to the efficient functioning both of our organizations and our
machinery and vehicles. Broadly conceived, timing devices include
more than wrist watches and clocks: they include a great variety of
special mechanisms which rely upon horological principles. The mili-
tary forces have provided estimated requirements for a variety of
watches and clocks, based upon certain assumptions as to the kinds
of emergencies we may face. The Commerce Department also has
provided estimates on essential civilian uses for watches, such as for
civil defense, nurses and doctors, and production workers in factories
and mines. Clearly the efficient functioning of our economy in peace
and war depends upon a large number of watches and clocks with
sufficient accuracy in some uses as to insure close coordination of sep-
arate operations. This is particularly true in aviation, railroading,
front-line fighting, and naval operations. The British, French, and
Soviet Governments recognize the importance of watchmaking by
their special efforts to expand their home industries. Furthermore,
the industry must produce at a certain level to exceed the break-even
point, regardless of the size of critical needs.

Subcommittee commentary.—There is no denying our increasing
dependence in peace and war upon timing devices. Particularly in
fixed installations, electric clocks are supplying many services formerly
provided by mechanical clocks, and for some purposes, electronic
radiations, as in the use of loran for navigational information, can
replace some previous requirements for mechanical timepieces. The
Department of Defense feels that there was some overissue of watches

S. Rept. 2629, 84-2——38
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of a higher quality than actually required in World War II, and it
now estimates sharply reduced requirements in & possible 3-year war.
Foreign governments’ decisions to create horological industries are
compounded of several elements in addition to defense needs. How
we are to fill our needs for watches is discussed later in the report.

(6) The possibility of jamming electronic fuzes by ECM (electronic
countermeasures) makes especially vital the place of the mechanical
time fuze which is based upon horological principles of construction.
Proximity fuzes and radar-guided missiles both have been shown vul-
nerable to a variety of electronic emissions. Therefore clockwork
movements for timing and missile inertial guidance are important if
ammunition and missiles are to reach the intended destinations and
to perform as programed.

Subcommittee commentary.—This is not disputed, but it should be
noted that our relative dependence upon electronics of all kinds is
growing, and we cannot afford to neglect these versatile potentialities,
either. This report has emphasized the speed and variety of tech-
nological changes, and new breakthroughs at any point may alter the
importance of specific products, so that our whole industrial structure
must be prepared to exploit changes.

(7) The watch wndustry is an important source for military end items
which require precision and skill. The microprecision skills of the
watch industry have found an important place in the production of
military component items which require close tolerance work on small
pieces. Typical is the work on aircraft instruments, mechanical time
fuzes, rear-fitting safety devices, electronic proximity fuzes, guidance
components in missiles, and small gyros for a variety of other military
purposes. Some watch manufacturing tools are convertible to turning
out nonhorological devices, and clearly a skilled work force both on
the production line and in the collection of toolmakers, tool designers,
and engineers is an important asset for these other tasks, if they are
called upon to turn to this work. Some watch manufacturers contend
that only watch manufacturers can produce the types of military com-
ponents assigned to their companies if the job is to be done with
precision and speed, in large volume, and at low cost.

Subcommittee commentary.—Watch companies have made notable
contributions to national defense production as have many other
companies. They should be p&rticu})arly well fitted to produce several
types of microprecision items, particularly of a horological nature.
But there is considerable evidence that other companies can produce
microprecision items in quantity too, and that their contributions have
been equally important to defense. The Department of Defense
reported there is no fuze component which is produced exclusively by
jeweled-lever watch companies, and only a small part of the total fuze
program is currently programed for mobilization assignment to that
segment of the industry. The research and development activities
of watch companies in the military field are of growing importance
and need the same encouragement given similar efforts elsewhere in
the economy. It is not clear that watch production as such is making
a large direct contribution to the military research; their research
divisions tend to be separately organized and staffed.

(8) It is the wage differential between Switzerland and the United
States which makes it impossible for the American watch manufacturing
industry to compete with vmports, not any technological lag. One United
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States producer who also operates a factory in Switzerland contended
that comparing production methods in his two plants, a clear com-
merical advantage lay with the Swiss plant because of lower wages
in Switzerland. ‘

Subcommittee commentary.—All trade is based upon a difference in
costs, and absolute comparisons of efficiency are neither practical nor
helpful from a national policy point of view. Our reasoning was
developed in our report on foreign economic policy of January 1956.
This is not to deny that the domestic watch producers do not find
Swiss price competition very keen. But this is not in itself a reason
for ending this trade until we have found a higher consideration than
price competition, namely defense essentiality, should give reason for
interfering with the private business system. Despite lower Swiss
costs, American manufactured watches are able to compete in some .
foreign markets.

(9) Swiss watch exports to the United States are a relatively small
part of the Swiss national income, and consequently little harm would be
done to that country if the United States takes measures to protect the
domestic industry. In any case, because Switzerland is determinedly
neutral, we have little occasion to worry about the repercussions of our
policies in Switzerland. The scare talk that higher duties on watches
will hurt United States export sales to Switzerland is not based on
facts. '

Subcommitice commentary.—There is no doubt that Switzerland is
likely to remain a neutral. It is also true that the Swiss are a demo-
cratic people, and this is a time when such values are especially im-
portant. Our only commentary on the effect of reduced imports of
watches is to refer to the foreign economic policy report of this sub-
committee made in January 1956. Any reduction in imports (dollar
expenditures) is likely to have repercussions on exports (dollar
receipts), and the burden of trade restrictions is likely to fall upon our
export industries. '

(10) The Swiss watch cartel poses a threat to the American manu-
facturers, and hence harms an essential industry. American producers
of watches contend it is the purpose of the Swiss manufacturers to
destroy all foreign production of watches to create a complete monop-
oly for themselves. If this is the case, and they are successful, the
dependence of at least the non-Soviet world upon this tiny neutral
country remote from our shores could be a very critical matter. It
would take many years to reestablish a jeweled-lever watch industry
based on conventional designs. During a war of limited duration
it would be almost impossible. A neutral Switzerland would be
under no obligation to supply us, and if it were either surrounded or
overrun, that production capacity would be lost to us.

The cartel might approach its goal of market domination by several
means. It might sell in this country at dumping prices below the
regular level elsewhere. Alternatively, it might sell at prices related
to production costs appropriately marked up at retail level, but be-
cause of the efficiency of the Swiss industry and the translation of
costs, including wages, at prevailing exchange rates, they would
underprice their American rivals. The cartel could of course try to
maintain its prices at artificially high levels, and the Department of
Justice has charged it with restrictive practices designed to accomplish
this. The cartel has been charged, too, with using its organized
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ingenuity to find tax avoidance routes around the protection of the
American tariff, and these will be discussed in the next subsection of
this report. Finally, the cartel is charged with attempts to limit the
export from Switzerland of their specialized know-how in the form of
plans, machinery, engineers, .and skilled workers. All of these
possibilities and actualities, the domestic producers charge, represent
threats to American security.

Subcommittee commentary.—There is no real evidence that the Swiss
have attempted to sell in their most important market at a dumping
price and consequently there has been no move to assess antidumping
penalties against watch imports. If the Swiss have held their watch
prices to artificially high levels, this affords an umbrella of protection
to American producers with higher costs. If the Swiss are able to
undersell American producers on the basis of efficiency in produc-
tion, sales acumen, and price advantage brought by exchange rate
translations, it is hard to see why this by itself makes the cartel
harmful to this country, for these are not factors related to the cartel
form of organization. Swiss cartel attempts to limit the export of
technical know-how and machinery are more serious charges if the
United States industry is less efficient than the Swiss and needs
Swiss innovations in order to catch up.

This country does not like the cartel form of organization, but can
not dictate to the Swiss in this matter. - Many Americans believe
that cartels tend to limit production, raise prices, and become back-
ward in product improvement and cost savings. Considering Swiss
preeminence in horology, it would be difficult to prove the general
complaint in this instance.

We agree that the fate of the American watch industry should be
determined by its ability to meet fair competition and by the needs of
our people for specialized essential products not available elsewhere.
Maneuvers of a foreign organization operating through restrictive prac-
tices should not be allowed to determine the fate of American watch
production. On the other hand, no convincing evidence to substantiate
charges against the Swiss of cartel interference with our defense were
presented, and the attempt of domestic watch producers to make this
topic the central one of the entire hearings is judged to have had
little relevance to the real problems of defense essentiality.

(11) Watch upjeweling in this country and the importing of quality
watches marked ‘‘unadjusted” are two means used by importers to
avoid taxes levied on imported watches for the purpose of protecting an
essential American industry. The domestic producers of watches feel
that the Congress intended that watches of high jewel counts and ex-
ceptional precision be made in this country, and for that reason extra
duties are imposed on watches which are ‘‘adjusted” for accuracy,
and a very high duty on all watches with more than 17 jewels is
assessed, irrespective of other features. Watch importers on a small
scale now, but perhaps potentially on a much larger scale, convert
some imported watches to a higher jewel count or add imported self-
winding subassemblies to watches which are imported as 17-jewel
watches in running order. The domestic producers also contend that
modern watch construction methods create watches which no longer
need individual adjustment, but are still the equivalent of “adjusted”’
watches within congressional intent, and they contend therefore that
an indeterminate number of adjustment fees should be assessed against
these watches upon importation.
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Subcommittee commentary.—This would seem to be another matter
not particularly germane to the problems of defense essentiality. It is
not within the province of this subcommittee to pass on pending bills
related to either of these technical matters. Only to the extent that
these tax avoidance measures, if they deserve that label, threaten
American security can they even be discussed.

Whether upjeweling is, as the domestic producers claim, a way
around the law or, as the importers insist, the normal right of any
concern to remanufacture after importation is not for us to say. It
does seem as if some of the difficulties are an outgrowth of the curious
1930 decision that watches of more than 17 jewels require markedly
different tariff treatment, and of the new consumer preference for high
jewel counts which has been fostered by high power advertising and
by the desire for special features. We found in our investigations no
technical reason for drawing this arbitrary distinction.

Similar complexities surround the relation between the congressional
intentions on watch adjustments expressed in 1930 and the situation
today when advancing technology has made it possible to build a watch
which no longer needs as much manipulation for it to keep good time
under varied conditions.

If domestic watch manufacturers are convinced that their industry
needs protection from foreign competition, their several attacks on
importers are consistent with that objective, however diverse the
reasons offered. Already they have won the withdrawal of tariff
concessions through the escape-clause action of 1954, and have found
the results from their point of view did not go far enough to restrict
imports. If they can win a processing tax on upjeweled watches, and
an indeterminate number of adjustment fees on watches which do not
need the type adjustments made in 1930 but which have similar accu-
racy, they hope to strengthen their market position compared to their
importer rivals. Since there seems no opportunity to prove that the
cartel has dumped watches here, even though Swiss watches compete
in price, they can be pleased to see the cartel attacked for holding up
prices and for limiting foreign watchmaking activities of Swiss manu-
facturers even though these restrictions help much of our domestic
watch industry. Now section 7 of the Trade Agreements Act of
1955 offers the opportunity to add a variety of restrictions if the
Office of Defense Mobilization and the President can be convinced
that national security requires these.

Certainly our watch tariff problems could be simplified if we
applied an ad valorem duty on all watches, regardless of jewel count
and form of construction or adjustment, perhaps setting absolute
lower and upper limits to this ad valorem rate. Such a tariff would
not vary so much in its protective effect with changes in price levels,
and by setting at least a minimuimn rate, the work of customs appraisers
would be greatly simplified. This would save us from controversies
over the present rules, and attention could be refocused on the main
issue of whether the industry does or does not need protection, and
whether if required this should be done through the tariff or by other
means. However, as a practical matter, this is not the time to amend
the 1930 Tariff Act.
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B. ARGUMENTS AGAINST ESSENTIALITY OFFERED BY IMPORTERS OF
WATCHES AND THEIR SUPPORTERS

(1) Government findings on watch requirements have been inconsistent
and inadequately supported by clear-cut criteria. The escape clause
action was supposed to be based upon the faltering commercial
position of the industry, but the President seems to have been influ-
enced by the report on defense essentiality of the industry made by
the Interdepartmental Committee on the Jeweled-Watch Industry
of the Office of Defense Mobilization in the spring of 1954, There
are good reasons for being troubled by the logic or lack of logic on
the part of that committee in arriving at its decision.

The Department of Defense made a very complete study of military
requirements for watches and other products of a military nature

roduced in part by the jeweled-lever watch companies. The

epartment of Defense concluded that the need for jeweled-lever
watches in any future 3-year war would be nominal, and that if it
were necessary, sufficient watches could be stockpiled in advance.
This report was not made public until almost & year later, even
though the original report was prepared in a way which would have
allowed its declassification at the time.

In contrast, the Department of Commerce concluded in its study
made for the Office of Defense Mobilization that annual production
of at least 3 million movements was required to meet the very minimum
of essential civilian needs in wartime. This, it should be remembered,
does not refer to direct military requirements. The Department
based its estimate on the apparent shortages and inconveniences of
World War II, and then scaled upward the estimates on new require-
ments to match the growth of population and economic activity.
It is curious that the Department of Commerce minimum has been
exceeded only 2 years in our history.

The Interdepartmental Committee on the Jeweled-Watch Industry
seems to have rejected much of what was concluded by the Depart-
ment of Defense report, but accepted in scaled-down form the
Department of Commerce estimates. The Committee finally sup-
ported the figure of 2 million movements a year.,

This movements figure seems at best g very crude measure without
any particular inquiry into the composition of the work force required,
the number of watch designs to be produced, the number of com-
panies to be supported, all of which would have a bearing on the
preservation of critical skills. In fact, it looks like compromise
figure, roughly equal to the Department of Commerce estimate cut
in half and added to the Department of Defense estimate. Now if
the Department of Commerce was correct, it was wrong for the Com-
mittee to compromise on a lower figure, simply to get agreement.
On the other hand, the Department, of Commerce presented no evi-
dence that its findings were anything more than a scaling up of
purported watch requirements of World War II and the Korean
emergency periods. There was no evidence of an analytical process
to show whether the production of 3 million watches a year in war
would have a deleterious effect on other essential production. If the
skills of the jeweled-lever watch industry are so great, it would seem
likely that as in previous emergencies, their abilities would be too
lmportant to use in manufacturing watches instead of fuzes, gyros,
relays, and many other important devices,
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While the details of the Department of Defense study were still
kept from the public, that same spring of 1954, the new Assistant
Secretary of Defense for Supply and Logistics testified that the
jeweled-lever watch industry was essential. When the study was
finally made public, long after the escape-clause action, it was hard
to reconcile the declassified study and the public statement, despite
the assurances of the Secretary of Defense that the position of the
Department had not changed.

There is left a strong suspicion that the decision of the Interdepart-
mental Committee was dominated by domestic commercial con-
siderations rather than either defense needs or foreign policy effects.

Subcommittee commentary —Careful reading of the Department
of Defense report on watches of 1954 and the press release of the
Secretary of Defense in 1955 makes it hard to accept that the Depart-
ment has not shifted its position. The report stated, “* * * no
special or preferential treatment for the [jeweled-lever watch] industry
is necessary.” 'The press release of a year later stated these words
meant the jeweled-lever watch industry is equally as essential as the
pin-lever industry, both of which are important.

Considering that watches are likely once again to have a low
priority for manufacture in light of the reserve already available in
stores and private possession and the need for all precision skills in
the country for making more critical military items, it would seem
better for the Interdepartmental Committee to have studied that
aspect of the problem more completely. Then it would be possible to
explore whether watch production in peacetime is necessary to pre-
serve a pool of skills needed in war to make devices other than watches.
Tt would be desirable to study whether singling out the watch industry
for special treatment would do more to advance the general level of
precision skills available in the country than would more general
efforts in research and education and training. Certainly it is im-
portant to inquire whether special treatment of the watch industry
is likely to harm other critical industries in the United States.

(2) Other producers are equally capable of performing microprecision
manufacture essential to defense. Only the jeweled-lever watch pro-
ducers in this country are prepared to produce jeweled-lever watches,
and it would take many years to start from scratch to manufacture con-
ventional jeweled-lever watches if those plants did not exist. But
when one reviews the uniqueness of their skills for doing close tolerance
work on small items in general, the evidence is that an increasing num-
ber of other firms are also capable simply because there are increasing
demands for such products both in time of peace and in time of war.
The four jeweled-lever watch companies do not begin to have the space,
the machinery, the production line personnel, the skilled toolmakers,
or the engineers to carry the total burden of such microprecision manu-
facture for the Nation. Nor did they ever have in any past period
capacity equal to meet needs of today’s magnitude. Even if they could
be so equipped, the country could not afford to concentrate strategic
and vital production to that degree in a few vulnerable plants of a
single industry. The Department of Defense has made clear that it
does not regard the abilities of the jeweled-lever watch industry in
defense production as unique, even though the industry has valuable
capacity. No major military production component 1s made exclu-
sively by the jeweled-lever watch industry, and only a small propor-
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tion.of total fuze and rear-fitting safety device orders are programed in
the future for production by the jeweled-lever watch industry.

Importer spokesmen noted that although evidence was produced
for the record which showed that companies other than jeweled-watch
producers had production difficulties which in some instances were
overcome with help from these watch companies, this was not the
whole story. Once new firms mastered unfamiliar production prob-
lems, many of them did very well. There was evidence offered, too,
that in some instances, the domestic watch companies have been
underbid and outdone on defense work by other domestic firms, in-
cluding plants operated by importers of watches who were able to
do well without the benefit of simultaneous domestic production of
jeweled-lever watches. Nor did the watch companies volunteer for
the record any information about some of their own previous produc-
tion difficulties and rejection problems while trying to master new
products, even of a horological nature. A labor witness did allude
to watch company difficulties in producing ships’ chronometers, but
there was no elaboration in the hearings. What it comes down to is
that today the demands for accuracy, speed, and large volume produc-
tion are very great, and the best of firms are hard pressed to meet
requirements.

so striking is the changing nature of defense needs. Not only
have our methods of production moved toward automatic production
within tolerances beyond the capability of the individual skilled
worker to meet, but the rapid obsolescence of military equipment is
presenting fresh challenges. Typical today is growth of miniaturized
electronic equipment used in bombs, shells, missiles, and aircraft.
In this work, many newcomers and companies outside the horological
industry will have important contributions to make to microprecision
manufacture. Twenty years ago, it was uncommon for microprecision
work to be required outside the horological industry. By World
War II, the picture had begun to change, and since that time each
passing year is markedly in the direction of such skills becoming more
and more widespread.

Subcommittee commentary.—During the hearings, a representative
of the jeweled-lever watch industry conceded equal importance to
defense for the pin-lever watch and clock industry. The pin-lever
industry, according to evidence in the record, like everyone else, seems
to have had its share of production triumphs and failures.

We do not want to minimize the importance of microprecision
skills in manufacture required for defense purposes. Watch com-
panies have a long tradition of experience in this field, and undoubtedly
can do some operations better than their rivals. But at the same
time they cannot do everything better, and can be more than matched
in & number of vital fields. Emerging technology will pose very great
challenges on all manufacturers, whether they are watch companies
or clock companies, or outside the horological industry. Some will
do well, while others will have production difficulties. Many of the
existing engineering and toolmaking teams will continue to be in-
valuable, but newcomers will be needed, too. Some of their results,
if the past is any guide, will give the established concerns a good run
for their money.

(3) There is only a limited need for more watches in war. A labor
-representative at the hearings contended that fuze production was the
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least important work of the jeweled-lever watch industry, that funda-
mentally the basis for preservation of the industry was the production
of jeweled-lever watches. Obviously, accurate timepieces are essential
in many military operations, and the jeweled-lever watch companies
are undoubtedly the concerns best able to make such products, al-
though the importance of pin-lever watch production should not be
minimized. But the importer representatives questioned whether
watches are needed in the quantities implied by domestic watch manu-
facturers. Granted for the moment that they are, there should be
enough watches in the hands of jewelers and in the possession of the
public that could be requisitioned to meet any foreseeable needs for
watches even in a war lasting several years. Probably enough ships’
chronometers are already in storage by the Navy to meet those needs,
too. There is a further question of relative priorities. Granted that
watches are important to the conduct of war and essential civilian
operations, it does not follow that we can afford to manufacture them
in wartime. Probably most watch company facilities would be re-
quired to fulfill higher priority needs, just as was true during World
War I1. Swiss production might again be available as it was in that
war, because no limited war would be likely to cut off that country.
The Swiss are likely to be.cut off only in the kind of grand holocaust
which would leave in doubt any mobilization plan.

Subcommittee commentary.—1t is the ability of the jeweled watch
companies to do fuze and other defense work which leads us to suspect
that most of their capacity in an all-out emergency would be diverted
from watch production. This ability, of course, is shared with other -
good firms in this country. It would seem that some of the require-
ments for watches in time of war have not been based on any real
assessment of relative priorities as urged in an earlier section of this
report. Air navigation requires high accuracy iu instruments, but
nurses will harm few patients if they use pin-lever watches and electric
wall clocks for taking pulses and timing medication. We were im-
pressed by some of the pin-lever watches shown at the hearings.
Many of them would provide a sufficient degree of accuracy for most
purposes, and are enough cheaper to manufacture that even if they
wear out after a few years, their purchase price approximates the cost
of cleaning a good jeweled watch, let alone purchasing the jeweled-
lever one initially.

(4) Technical changes in watches will outmode some present concepts
of their essentiality. As has been pointed out, for about two centuries,
watches have been altered very little in design, except to make them
smaller and thinner and more stylish. Manufacture has changed,
and is changing through standardization of parts and automated pro-
duction. Self-winding watches have been made in Switzerland since
1880, and one American company now makes such watches. Calendar
and other special-feature watches are not new, but are of growing
popularity. Improvements in pin-lever watches in this country and
in Switzerland are opening up new markets of considerable size which
are only partly competitive with American jeweled watch production.

Of considerable interest for the future are the potentialities for revo-
lutionary changes in watch design. These changes may be such that
much of present watch technology will be of limited significance to the
competitive position of different watch companies. Electronic firms
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not now engaged in watch production may very well have the advan-
tage in the production of new devices of this type. Already one watch
company in this country has announced an electric watch, and the
witness from another wore an electric watch to the hearings. Testi-
mony from an importer at the hearings suggested the time is not far
distant when electric watches may in turn be replaced by purely elec-
tronic watches bearing no relation to the present watch mechanisms
except to tell time.

Such products are not yet a marketing reality, but there is little
reason to doubt that in a few years they will be. When that time
comes, any estimates in the watch industry on the size of facilities,
and manpower pools required for defense will clearly have to be re.
viewed. It suggests that the defense contribution of the watch com-
panies which is real is concerned with the production of military end
items, not watches. These defense skills should be considered on their
own merits, together with similar skills of nonhorological companies
which may be judged worth preserving. But the traditional way of
producing watches may prove in time of less importance than is true
today.

Su};)committee commentary —It is premature to judge what the spe-
cific effect on the watch industry will be of technological changes which
are now under development and may come in the future. Certainly
these possibilities stress again the importance of versatile and high
caliber engineering and tool and diemaking talent. We must be sure
that governmental policies encourage this versatility and do not
freeze our capacity in processes which will become outmoded. '

(5) All industries - become essential in a major war effort.  Any
maximum logistic effort will require all the machinery, skill, and ex-
perience which can be converted to saving the Nation. Shortages of
such talent will be general. It follows that if the defense essentiality
argument is to be allowed any one industry as an excuse to interfere
with legitimate peacetime trade, so too may all other industries make
pleas for protection. If such grants were to become commonplace,
we would retreat rapidly into expensive autarky and an unworkable
isolation. The pleas of individual industries cannot bé taken too
seriously because they lack any common set of criteria, and view their
own contributions in a parochial way. .

Subcommitice commentary.—There is the danger in some quarters
that because all industries are essential in war, any and all pleas for
trade restrictions might be entertained uncritically. We would not
go so far as to believe any part of the Government would be so naive.
We need impartial criteria which may help us to find genuine dif-
ferences in the degree of essentiality on which policy determinations
can be made and which will protect the national interest. Every
industry feels itself essential to defense because it knows that ifs
facilities would be employed in an all-out emergency. But there must
be selectivity on the part of Government in identifying the more
critical, bottleneck industries for special treatment, if we are not to
abandon the system of market-price allocation of resources (free
enterprise) for a centrally controlled and planned society (totalitarian-
ism). The responsibility for substituting bureaucratic judgment for
market forces cannot be taken lightly, and defense considerations must
be truly overriding.

(6) A practical test of defense essentiality might be Jound in the
willingness of the Department of Defense and the armed services to
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carry the costs of cerlain industries, including waiches, as part of their
military budgets in the form of direct subsidies. There is no reason
why consumers should have to pay a high price for watches to support .
a so-called essential watch industry. Further, if watch industry
research on guided-missile components is essential, the costs of such
development work should be a part of the military budget, not
obscured as part of a minimum base concept of skilled watch workers
maintained through trade restrictions. We do not ask duck hunters
to subsidize an ‘ammunition program or the owners of television sets to
pay the costs of the DEW line’radar screen.

Subcommitiee commentary—It -is quite likely that fewer military
figures would come forward to volunteer that their organizations pay
subsidy money for making civilian watches in order to maintain a
mobilization base than now come forward with generalized endorse-
ments of essentiality. This may not be the whole answer to the
problem, as implementation might prove difficult in some respects, and
more study is required. However 1t is paid, special treatment for an
essential industry does have its cost, and if the purpose is-to aid
defense, it is a defense expense.

(7) Fresh restrictions on importation of watches justified on the basis
of defense essentiality may have repercussions which are overlooked or
disregarded by those advocating thais approach to solution of domestic
watch industry problems. Most obvious is that a reduction in the
value of imports requires adjustments in the balance of payments.
Swiss purchasing power is reduced, and will be evident in lower
purchases either from the United States or in third countries which
deprived of dollar exchange will themselves have to cut purchases from
this country. To sustain the level of exports might require a heavier
burden of foreign aid to offset dollar earnings lost here. It is.the
multilateral balance, not just Swiss trade with this country, which
is affected.

Secondly, fresh trade restrictions can be followed by reprisals, and
it matters little whether these are considered vindictive or merely
adjustments to a new situation. There is danger of starting a new
vicious circle of mounting controls which could be very damaging to
the goal of strengthened economic relations with friendly countries.

Subcommittee commentary.—These points are easy to accept in
principle but harder to prove statistically in particular instances
because of the complexities of economic and political relations. But
we would go a step further. Whether individual acts seem to be
justified or not within the limits of consideration reviewing authorities
have used, we sense from worldwide editorial comment, travel, and
discussion, a cumulative harmful effect which cannot be measured in
quantitative form by any regular review process. Our Government’s
actions on watches, bicycles, and procurement of generators for public
power dams have been viewed apprehensively by all our friends abroad
even when they were -not directly affected by the decisions taken.
Aid for the domestic industries concerned may be required, but if it is,
a much more determined effort must be made in the future to avoid
measures which can only bring comfort to unfriendly rivals.

(8) Restrictions on imports taken to aid the domestic watch industry
will not have the effects hoped for, at the same time that they make trouble
for us in our forewgn relations and add an unnecessary burden on other
home industries and consumers. The 1954 decision to raise the duty
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on imported watches did not solve the problems of the domestic
watch industry, nor is there any reason to suppose that further duty
hikes or other restrictions on imports would be beneficial. Consumers
will not buy expensive domestic watches which lack advanced features
in sufficient quantities to sustain a growing American jeweled-watch
industry. For the person who owns a quality domestic watch in
good working order, and who wants to buy a new watch with self-
winding or calendar or other special features, the chances are good
that such a Swiss purchase is not competitive with domestic watch
products. There are several consequences which follow from these
Import restrictions, existing and proposed. In very expensive watches
the watch movement is a small part of the price anyway, and duty
changes will not affect their market appreciably, or if they do, they
are such a small part of the total market as not to affect the general
prosperity of the domestic producers. In cheaper watches, the market
would simply be lost. Many people unable or unwilling to buy an
imported watch at a low price for gift purposes will buy products other
than watches, or will buy services, to meet their gift needs. The choice
in a gift is not always between a $20 imported watch and a $35 domes-
tic watch, but more often between the $20 watch and a bracelet, or a
short train trip, or a chemistry set. Furthermore the growth of foreign
travel by Americans is becoming so great that there are a very large
proportion of people able to buy directly or through g friend a watch
purchased outside the United States tariff jurisdiction. Smugglin
of watches is not difficult either, and a high duty gives increaseg
incentive for tourists and transportation company personnel to bring
back watches for resale in this country.

Subcommittee commentary.—Certainly past restrictions on watch
imports have not increased the share of the market held by domestic
watek producers, and a heavier tariff burden on the higher jewel count
watches may have been a factor in the shift to the importation in larger
quantities of cheaper watches causing some difficulties for domestic
pin-lever watch manufacturers. This is arguable, but still is indicative
of the complicated results of implementing defense essentiality meas-
ures. Both a witness from the jeweled-lever watch industry and the
Department of Defense concede that pin-lever watch producers are
equally essential to defense. So we note that any increase in duties
has the tendency to shift a burden to other parts of the economy, parts
which may not previously have needed protection. But with their
position made precarious, they may be forced to ask for protection, too.
If wholesale adoption of such policies were to be the rule, it would be
an admission of a policy of virtually complete self-sufficiency which
is not in the national interest. Therefore all changes in rates should
look beyond the immediate product affected to these other industries.
Whether smuggling becomes more of a problem or whether watches
are brought back by tourists not only from Switzerland but even
from nearby Canada and Mexico, it is probable that many Swiss
watches will continue to reach the United States.

(9) There are several alternatives to trade restrictions which would
offer more long run hope for improvement of the position of the American
watch manufacturing industry. Perhaps most important would be a
concerted drive to increase horological knowledge in this country.
Although watch repairing is taught, there is no university which
offers work in the horological sciences, in contrast to Switzerland



DEFENSE ESSENTIALITY AND FOREIGN ECONOMIC POLICY 25

where numerous institutions carry on both training and research.
The United States industry has been dependent upon Switzerland for
many of its tools and technicians and skilled workers, as well as for
jewels which are used in watch manufacture.

American actions to restrict Swiss trade in watches increases Swiss
reluctance to allow the export of their machinery and technicians not
only related to watches but in other advanced fields of technology and
engineering as well.

There is the real danger that the American industry, if it feels it
will be protected from progressive rivalry abroad, will grow com-
placent and have even less incentive for keeping up with the Swiss who
are the acknowledged leaders in advancing watch technology.” Ameri-
can producers might come to expect with each Swiss advance, that
they could return to our Government for further protection.

Subcommittee commentary.—The watch companies are now in the
process of expanding their military research activities. It might be
desirable for them to make more comprehensive plans for horological
research as well, if they feel that watch production is an important
part of their defense contribution. Swiss cooperation could be im-
portant to this effort, and would be more likely to be forthcoming if
the present feuding could be ended. :

(10) The real attack by the American producers of waiches is not so
much upon the Swiss as upon other American businesses. The importers
imply this when they point out that only about 15 percent of the
selling price of an imported watch goes to pay for the Swiss movement.
The amount paid in taxes to our Government is in excess of the price
of the movement. The greater part of the price is spent for the total
of delivery charges, taxes, the case, the strap, and various markups
by dealers and retailers.

Subcommitiee commentary.—This is & minor point, although the small
place of the cost of the movement in the retail price of a watch is
worth noting. In general though, whether most of the price goes to
other ‘Americans or to the Swiss is not particularly germane to the
defense essentiality discussion, and should not have too much bearing
on trade policy. The subcommittee’s discussion of the balance of
payments in its January 1956 report makes clear that dollars spent
abroad tend to be as useful to the domestic economy as do dollars
spent at home, and in fact, if the reason for buying abroad is based on
international division of labor, our well-being under peaceful condi-
tions is enhanced. In passing, we note the 15 percent estimate prob-
ably understates the typical Swiss share.

(11) The real basis of Swiss competition is in the superior technology
and marketing abilities of that watch industry, not low wages of Sunss
workers. Much of the American industry seems to have stagnated,
and concentrated its efforts on winning new trade restrictions or
putting research money into defense items rather than better watches.
In contrast, the Swiss have made horology a major technical science,
establishing many institutes and courses of study devoted to improve-
ment of watches. Most of the major innovations in watch design and
in watch production methods have come from the Swiss. Because
their workers are among the highest paid in Europe, it is not proper to
credit their price advantage to low wages. The Swiss also have tried
to market products which people want. They have developed a large
new market in low-priced watches which American jeweled-lever
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watch companies do not seem interested in developing. They have
also developed very expensive watches with advanced features that
the public wants and American producers have not been willing to
build into their products.

Subcommitice commentary.—Neither the domestic producer view
that Swiss labor is cheap compared with ours, not the Importer view
that this Swiss labor is the highest paid in Europe can be taken as
especially pertinent to the decision on essentiality. '

More to the point of competitive relations is whether the Swiss turn
out products which consumers in this country want and cannot obtain
at home either at so low a price or at any price. From an economic
point of view there is no reason why our people should not be allowed
to buy what they want. It should be noted, of course, that neither
the “escape clause” nor the “defense essentiality clause” have any
reference to the consumer interest. Escape-clause actions put the
interest of the producer ahead of the consumer, and defense essential-
ity asks the consumer to carry a part of the burden of national defense
in higher prices or less desired products. . '
. The subcommittee established its views on comparative wage rates
in its January 1956 report on foreign economic policy. It recog-
nized further that a case can be made for the escape clause, but that
its use can have undesirable consequences. It is establishing its
position on defense essentiality with this report.

(12) The American jeweled-lever watch industry is prosperous despite
its complaints about watch imports, and therefore is not threatened with
extinction. Most if not all of the domestic watch companies have
shown a general upward trend in earnings and assets. The company
which has had the most difficulties could not blame those troubles on
imports, and feels it has made progress in overcoming those other
difficulties now. The domestic watch companies may be having
trouble meeting Swiss competition in watches simply because they
are so busy diversifying their efforts and spreading top management
thin over military research and various other outside activities.
All of the domestic jeweled-lever watch companies are also engaged in
marketing imported watches under their own labels and some sell addi-
tionally under the labels of subsidiary companies.

Subcommittee commentary.—Both the importers and the domestic
producers seem to be agreed that the American companies will keep
their corporate identities and be able to make money. The domestic
companies claim they face serious threats from Swiss competition
because their share of the market has declined. The importers tried
to establish that although watch sales fluctuate, the domestic com-
panies have not lost ground in absolute terms, and that share of the
market is a test open to several interpretations, of which the domestic
companies have not picked the correct one.” Prosperity of watch
companies of course may not guarantee their ability to do defense
essential work. : ‘

C. OBSERVATIONS ABOUT WATCHES AND THE WATCH INDUSTRY

(1) The significance of jewel bearings in watches

Although the facts are not new, the hearings did develop some
information about watches which are not common knowledge to the
public. The importance of very high jewel counts has been exag-
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gerated in the advertising of some watch producers. A finely ma-
chined watch is quite likely to have a considerable number of jeweled
bearings, which help to maintain the initial performance of the watch.
But beyond 15 or 17, in a conventional watch, added jewels have
little significance. .The remaining points at which they might be
placed are not those at which great friction is encountered. And some
very poor watches may also have high jewel counts so that this count
is not a guaranty of quality. In fact, added jewels, particularly in
small watches, may detract from their time-keeping qualities. In any
case jewels cost from 2 to 5 cents each and hardly can be much of a
factor in the price of a watch.

(2) Relation of costs of watches to their retail pricing

The retail pricing of watches bears little relation to the cost or the
quality of the movement. Watches with identical movements and
with cases and straps that cost substantially the same sell at markedly
different prices. This makes it difficult to understand the precise
effect on sales of a change in the tariff, unless the tariff rate is pro-
hibitive. This suggests that some importers probably will stay in
business short of a prohibitive tariff or embatrgo, and that the domestic
industry cannot expect guaranteed sales through hikes in the tariff,
prohibitive or otherwise.

(8) Statistical assessments of the waich industry and imports

There is great difficulty in drawing firm conclusions from the statis-
tical claims of either watch importers or American watch producers
as to how the market is divided between them and what the effects
of various tariff changes have been.

While there is no complete statistical proof that tariff hikes have
hurt Swiss sales in this country, still the test of logic would suggest that
such increases in duty have cut into the profits of importers and that
because the demand for watches has some elasticity, there must have
been some cutback in quantity sold, other things being equal. The
drop which did occur in sales after the President raised the tariff could
have been related to a need to cut inventories in the recession of that
year, or might have been a reaction from overordering in anticipation
of the escape-clause action, but logic would suggest the longer range
effect of the duty in any case would be adverse.

On the other hand, it is not any clearer from the statistics that
raising the tariff in 1954 resulted in improvements in the sales of the
domestic companies, although they could argue that they would have
been in poorer position but for the hike. Improving business condi-
tions in 1955 probably would have brought some boost in sales anyway.
Whether it was the tariff or happenstance, the increased importation
of pin-lever and Roskopf movements occurred as 17-jewel watches fell.
These results again suggest that higher duties on watches for adjust-
ments, and a processing tax for upjeweling would make no measurable
contribution to the strength of the domestic jeweled-lever watch
industry to aid national defense. .

So long as there are several overlapping and only partially com-
petitive markets for watches and no set of existing statistics are capa-
ble of measuring the exact components of these markets, it will be
possible for the importers and the domestic producers of watches to
disagree as to the state of the market, and neither group of claims can
be disproven, even though they come to conflicting conclusions. The
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statistical significance of comparisons on share of market are impor-
tant, though, for they bear on the question of purported Swiss domi-
nation. By selecting appropriate series, it is possible to demonstrate
either that the Swiss have about 85 percent of the market for jeweled
watches, or that they have less than 50 percent of this market (by
excluding (a) special feature watches which consumers want and
domestic manufacturers are unwilling to make, and (b) cheap watches
which may contain some jewels but which in fact in quality and price-
should be grouped with domestic pin-lever watches, and are non-
competitive with either domestic or imported quality watches).

IV. Concrusions AND RECOMMENDATIONS
A. GENERAL

1. National security depends upon many factors, not the least of
which is a community of economically healthy nations devoted to
living in harmony and tied together by mutually beneficial trade.

2. Mobilization thinking must encompass the possibility of many
types of wars; each class of possible emergency puts different demands
upon the economy. Mobilization thinking must go far beyond
outmoded ideas of continental defense to encompass our worldwide
interests. Furthermore, it must be adapted to the changing effects
of burgeoning technology and shifting international relations.

3. Resources are not great enough to allow for preparations to meet
every eventuality; therefore, it is incumbent upon us to allocate our
limited resources to meet the highest priority demands based not
only on the likelihood of certain events taking place, but also on the
seriousness of these events. This suggests different degrees of essen-
tiality for industries in accordance with the priority of their roles.

4. It is safest to assume that never again will we have time to
convert our industry over a period of years from a peaceful orientation
to a military one; friendly forces in being and supplies ready for use
where they will be needed throughout the world should dominate our
readiness planning.

5. Thermonuclear war would destroy civilization and possibly
mankind everywhere. It must be avoided; but until acceptable
controls are available, our primary economic defense effort must
include (@) immediate readiness to fight such a war as a deterrent
to its ever being needed, (b) survival measures of shelters, food,
medical supplies, microfilmed libraries, self-contained power sources,
and other steps to save human life and civilization if. such a war
should come despite our best efforts to avoid it, (¢) worldwide contain-
ment measures, both economic and military, positive as well as
negative, to minimize the loss of our strength through attrition by
totalitarian forces which ultimately might encourage resort to a total
war of annihilation against us. ‘

6. Wars short of thermonuclear annihilation can best be prepared
for and prevented by keeping strong striking forces of naval and
airborne units capable of reaching the scene of any peripheral out-
break soon enough to bring it under control before the conflict spreads
into general war. Economic support of this effort implies current
production and stockpiling of material needed rather than massive
conversion of industry; it also implies allies and available overseas
bases.
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73If ourjmajor effort includes a building of economic as well as
military containment measures, the need for using weapons may not
arise on any large scale; but such an economic effort implies closer
trade relations with other countries free of mutual suspicions of
attempts to export depressions or to insulate noncompetitive industries
from progressive rivals.

8. The economic strength of our Nation both for peace and war
requires continued capital investment in modern plants drawing
increasingly upon the new techniques of automation, and backed up
by substantial work in basic sciences plus applied research and
development. '

9. Even more criticalfis the need for a continuing and growing
supply of skilled manpower capable of meeting these new requirements.
Wise manpower policies must raise the basic level of skills by proper
long-term methods with a minimum use of short-term makeshift
solutions which in the future will prove the more costly. We must
see that those able to master these skills receive their basic training
in proper schools with the best of instructors, providing both a good
grounding in key subjects and also a breadth of understanding in and
beyond their fields of specialization. This is because adaptable en-
gineering and toolmaking talent now counts for more than slowly
acquired production-line skills.

10. National economic and industrial policy must include a system
for judging relative degrees of priority and essentiality in those fields
where public decisions dominate resource allocation. In the private
economy, we rely upon the price mechanism to make these choices as
a reflection of consumer interests. In military affairs, pricing devices
encourage efficiency but do not answer directly the major strategic
questions which require conscious judgment.

11. Freezing neither industrial capacity nor skilled manpower in
set patterns is a wise approach to insuring national security even in
the narrow sense of continental defense in an age of accelerated tech-
nological change. . '

12. In the very limited number of cases where-the balanced assess-
ment of all factors reveals a few industries need special treatment in
the name of defense and if these are industries whose manipulation
would have international repercussions, the alternative means to aid
these industries should be weighed carefully in each individual case.

(a) Tariff increases, direct and indirect, should be eschewed for
the burden they throw on other industries, on consumers, and on
foreign trade essential to our system of world alliances, and for the
reduced incentive to the domestic industry to increase its efficiency
or improve its products.

() Quotas have the same disadvantages as tariffs plus the addi-
tional difficulties of rigidity in application and favoritism in assigning
shares.

(¢) Subsidies have many of the same effects as tariffs but are likely
to throw a smaller burden on consumers and to require budget con-
trols to provide for an annual review of their costs. This latter
feature is a useful one. :

(d) Stockpiling of durable items not subject to obsolescence but
difficult to manufacture or to import in time of war represents a solu-
tion to some situations. But just.as the tariff should not be used to
hide a military cost, neither should military stockpiling hide a de-
pressed industry relief cost.
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(e) Standby facilities have a limited role: existing facilities which
cannot be put to current alternate use might be preserved if there is
some prospect of their being needed in an emergency; but in industries
which depend mostly on a high level of active skills, standby is not a
helpful solution.

() Expanded research and development is something which should
be undertaken without regard to temporary shifts in the cold war; only
a sustained effort over many years can reap the full benefits of such
an approach.

13. Since our involvement in World War II, this country has been
committed to a policy of participation in world affairs as the only pos-
sible one for a great power in an age of interdependence and of rapid
communication over all distances. This requires a foreign policy
which frankly and consistently recognizes these realities, and which
builds national security not on an outmoded and unworkable conti-
nental defense, but rather works actively to prevent war and unrest
anywhere in the world, and if war comes works to keep it as far from
our shores as possible. This requires our consistent application of -
principles designed to encourage economic growth and progress through-
out all the like-minded nations of the world; whereas a timorous and
inconsistent policy with principle sacrificed to temporary expediency
will weaken true national security.

14. It is both encouraging and ominous that the Office of Defense
Mobilization has announced that the mobilization base is stronger
than at any time in our past and that studies for fighting a war which
will not touch our shores are virtually complete, but that study of
the effects of attack on this country is still in an early stage. This
can be paraphrased to mean that we are in better shape to fight the
last war than ever before, and this is a charge which has been made
against governments and military leaders many times in the past.
That such studies have been completed on one kind of war is com-
mendable, but we are disturbed that defense preparations still lag for

other classes of emergencies.

© 15, If the Office of Defense Mobilization were capable of assessing
all mobilization requirements speedily and accurately, there would
be no necessity for industries to make individual applications to that
agency for relief under section 7 of the Trade Agreements Act of
1955, for the ODM already has the authority under that same section
to recommend to the President restrictions to meet these needs
spontaneously. However, there is something to be said for main-
- taining an avenue for redress and petition where it is suspected that
mobilization decisions are not being made in accordance with recog-
nizable, uniform criteria by the Office of Defense Mobilization and its
interdepartmental committees. There is, on the other hand, the real
danger that once the way is shown, trade restrictions in the name of
defense will really be manifestations of commercial advintage made
sacrosanct against criticisms by the aura of patriotic need, even
though the real effect is to weaken national security.

B. WATCHES

1. Watches can be made best by firms experienced in their produc-
tion, and horological devices are widely used in military operations,
but finding the best role for watch manufacturing companies and pro-
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viding timing devices for the military services do not necessarily bring
us to recommending restrictions on importation of watches. Importa-
tion can stimulate the ingenuity and efficiency of the watch industry.

2. Watches are not Jikely to be produced in this country in any war
in which Switzerland is cut off from us. Under such circumstances
it is likely then that factories in both countries would be destroyed; or,
if they were not, certainly our plants would have higher priority assign-
ments to fulfill than the production of watches.

3. Failure to produce watches in wartime is unlikely to cripple us
because watch requirements of the military forces even in a 3-year
war have been markedly reduced below World War II standards, and
essential civilian requirements, even if they are as high as the Depart-
ment of Commerce claims, could be met by importation from Switzer-
land or alternatively by requisition from private citizens.

4. Although the concerns that make jeweled-lever watches have al-
most a unique ability to manufacture quality watches in a short period
of time, their greatest contribution is to the general pool of managerial,
engineering, and production-line skills in the manufacture of micro-
precision military end products; this skill is valuable, but it is not
unique, for an increasing number of other concerns are showing an
ability to work to equally close or closer tolerances, and to develop
complex weapons systems employing such components.

5. Protection of the watch industry by trade restrictions in the
name of defense is unwarranted because first, it will not be effective
in preserving the domestic industry, and second, it represents an un-
due burden on other industries as well as consumers. The burden on
other industries and on the trade of the free world will detract from
national security.

6. Attempts to restrict watch imports whether it is done directly
by raising duties or indirectly by reinterpreting upjeweling and adjust-
ment rules and by attacking the cartel are likely to have undesirable
side effects on our worldwide trade relations and hence on national
security far beyond any narrow gain in domestic watch production.

7. Judgments of American interest in the Swiss watch cartel should
be in terms of whether it provides our consumers with products at
lower prices and of better quality than would home or other foreign
producers; we have no valid reason for dictating the form of internal
business organizations in a foreign country.

8. Undue emphasis in advertising and in legislation on high watch
jewel counts ignores the nominal cost of jewels and small additional
benefit if any which jewels in excess of 17 confer to the maintenance
of accuracy of a watch; the consequence is complication and con-
troversy in the administration and enforcement of trade rules as well
as misleading the public.

9. The 1954 decisions on watches by the Department of Commerce,
the Interdepartmental Committee of the Office of Defense Mobiliza-
tion, and of the President were not accompanied by completely devel-
oped analysis of defense essentiality. The industry appears to have
been studied in isolation from other industries and any set of recog-
nizable criteria. We urge that new decisions taken this year be sup-
ported in the public record with a full analysis of why the decision is
taken, regardless of whether that decision is to call for more or less
restriction of the watch imports.
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10. We do not believe it is correct to emphasize the present figure of
4,000 workers engaged in producing jeweled watches as the measure
of essential skills which are being preserved. In the first§place, this
reveals no fixed percentage of the critical skills requiring long training
within the industry; and secondly, it ignores all the thousands of
workers employed by watch companies who are doing defense work
today. These latter workers are more obviously contributing to
defense and maintaining defense skills than those concerned primarily
with routine work on conventional watches for the commercial luxury
trade. Our goal should be to expand skills, not to restrict trade, for
the latter, negative policy will not contribute positively to American
strength or world security essential to us.

11. Two-thirds of the large requirement for jewel bearings is
occasioned by the number needed to manufacture 2 million watch
movements a year. If the watch-movement figure can be questioned
as a wartime necessity, then too, the need for jewel bearings may be
grossly exaggerated.

Additional comment by Senator Flanders:

On the whole I conceive the preceding paragraphs to
express reasonable conclusions drawn from the testimony.
_There are, however, additional conclusions which could
only have been reached by the visits made to actual watch-
making plants. Of these, the most pertinent seems to me
to be the unique skills of the mechanics and- technicians on
whom the watch industry depends.

In no other industry are to be found mechanics who can
build machinery of such small size and precision as is required
for the making of watch parts. In no other industry can
be found toolmakers who can produce the microscopic
cutters, taps, etc., that are fitted into these machines. )

The essentiality of such skills will, I believe, become more
evident as the months go by. The replacement of the big
vacuum tubes by the little transistors, the replacement of
large electrical relays by the tiny cartridge type, are leading
to more and more compactness in the control mechanisms
which are entering into so many phases of defense work. The
watchmaking industry is our nursery for these skills. - From
this standpoint, I conceive it to be an industry essential to
the full development of defense equipment.

For many years past I have been disturbed about the lack
of enterprise in an industry which 50 years ago led the world
in the commercial production of accurate timepieces. In
the last 50 years, however, by lack of enterprise it has sur-
rendered this leadership. In my judgment its essentiality
alone entitles it to consideration.

While there are general considerations applying to essen-
tiality, yet the case of each product and of each industry
must still be considered on its own merits.

Additional comment by Representative Talle:

I feel constrained to comment on a few aspects of the
report.

It is somewhat difficult to comprehend the timorous and
despairing conclusion reached by the report in its considera-
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tion of the mobilization base. The report states that it is
difficult to accept the conclusion that an attack on this
country would be followed by a ‘“phase two,” in_ which
traditional mobilization base planning would have a role, i. e.,
we would be rebuilding our economy and our forces to carry
on the war with the enemy. The entire approach of the
report seems to be that we should do everything to deter or
prevent a war. But, if such war shoull(iy come and if we
should be attacked, we should forget what we are fighting
for and against whom we are fighting. This is so, the report
continues, because if we were attacked we would have to
devote all our efforts to try to save some small part of
human civilization for those who survive. Presumably those
who survive would surrender unconditionally-to the enemy.

I would like to point out that when Dr. Flemming testified
before this subcommittee he did not in any way disagree
with the subcommittee’s conclusion that our first efforts
after an attack would be devoted to survival efforts. He
stated:

“Under such circumstances we must be prepared, during
the period immediately following the attack, to provide the
resources which would be essential for survival and rehabili-
tation.”

However, at that point, he did not throw in the towel and
recommend that we reconcile ourselves to defeat. On the
contrary, he continued: “and then, during the second phase,
we must be prepared to resume our production of military
end items.”

Referring to these two “‘phases” he stated:

“These will not be sharply defined phases.

“(1) For example, during the first phase we should be in 2
position where, for whatever period of time that phase may
last, we can complete the production of at least a few essential

_ military end items—items that might represent the difference
between success and failure in that first phase. .

“(2) And certainly, whenever the second phase starts, we
will still be engaged in survival and rehabilitation activities.

#(3) Nevertheless, primary emphasis during the first phase
must of necessity be placed on survival and rehabilitation.

“Each of these phases would require both facilities, equip-
ment, materials, and services in being and the capacity to
produce more of them.”

In other words, we must have a mobilization base for sur-
vival and rehabilitation activities and for the second phase of
a war. It is not “either or’—it is “both and.” Any other
approach is essentially defeatist.

As the subcommittee well knows, the Office of Defense
Mobilization acts in cooperation with interdepartmental
committees both at the staff and policy levels. All the
resources of the Government are put to work in producing
data on which judgments are based. Surely it must be
apparent that the conclusions of the Office of Defense Mobili-
zation should be given very careful consideration.

I am also pleased to point out that the record shows that
the Officeof Defense Mobilization has not only concluded

33



34

DEFENSE ESSENTIALITY AND FOREIGN ECONOMIC POLICY

that there will be a second phase, but that also it has under-
taken several programs to solve problems associated with it
which in its words are ‘“‘incredibly more complicated and less
subject to accurate prediction.”

I would like to state that in my opinion it would be ex-
tremely harmful for and detrimental to the defense of this
country if our mobilization base planning were to be predi-
cated on the watered-down concept described in the
subcommittee report.

In its conclusion No. 14, the subcommittee states that it is
both¥encouraging and ominous that the Office of Defense
Mobilization has announced that the mobilization base is
stronger than at any time in our past and that studies for
fighting a war which will not touch our shores are virtually
complete, but that study of the effects of attack on this
country 1s still in an early stage. It concludes that it is
disturbed that these latter defense preparations still lag.

The Office of Defense Mobilization is to be highly com-
mended for the extensive program of expansion and stock-
piling which has been undertaken during the past few years
under its direction. That our mobilization base is stronger
than at any time in our past should be a matter of reassurance
to all of us.

Considering the tremendous day-to-day changes which
have taken place in the development of nuclear weapons and
the relatively short time in which it has been possible to plan
and prepare for attacks of this type on this country, the
progress and advances in mobilization planning which have
been made in this area have been notable.

To test the adequacy of peacetime planning for mobiliza-
tion, and to provide a training program for the executive
reserve, the ODM has been developing mobilization readiness
exercises Or War games.

. In June 1954 an initial test -was conducted in connection
with the Federal Civil Defense Administration’s nationwide
Operation Alert 1954. The second test was conducted in
November 1954. It was designed as a command post
exercise where some 25 to 30 key mobilization agencies tested
relocation and communications facilities for 6 hours.

During Operation Alert 1955, the third in this series of
exercises was held. Spanning a 3-day period, June 15-17,
Operation Alert 1955 was conducted with considerable suc-
cess. Several thousand key officials and employees relocated
during the test.

In April 1956 it conducted a test of a readiness plan, in-
volving mobilization without an attack on this country.
This test was conducted in cooperation with all the depart-
ments and agencies of the Government primarily concerned
and provided a firm basis whereby the agencies can continue
to review their programs in the light of common assumptions.

Operation Alert 1956, scheduled to begin July 20, 1956,
will be a continuation of this program on a more extensive
scale to test our most advanced plans in this area.

In those parts of the report dealing with the case study on
the watch industry the subcommittee has reached several
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conclusions the firmness of which is entirely inconsistent
with its own admonitions as to how the relative merits of
domestic defense essentiality and foreign trade should be
weighed. The report states flatly that trade restrictions
on watches in the name of defense are unwarranted and that
such restrictions damage national security by hindering our
foreign trade and imposing burdens on other domestic
industries. In the light of the subcommittee’s own advice
that mobilization needs and defense essentiality must neces-
sarily be subjects of constant review and that the effects of
imports on both foreign trade and the mobilization base
must be currently weighed by the high level officials re-
sponsible for the conduct of those programs, the decisiveness
and simplicity with which we settle the complicated watch
question are likely to raise some questions about the sound-
ness of our overall recommendations.

It appears that the 1954 opinion of the ODM’s Advisory
Committee on the Watch Industry with respect to the neces-
sity for preserving manpower skills was reached, after careful
study and consideration of the various national objectives
involved, by high level officials of the Departments of State,
Defense, Treasury, Commerce, and Labor and the Office of
Defense Mobilization—the kind of forum that we have
recommended for such purposes. No evidence received by
the subcommittee from representatives of these agencies has
indicated any change in that finding. Our only Govern-
ment witness, Mr. Flemming of the Office of Defense Mo-
bilization, was not queried .on the past activities of the
executive branch on this point. For this subcommittee,
without receiving testimony from those agencies, to reach a
flat conclusion that that finding was then and is now in
error puts this subcommittee in a questionable position.

ODM’s Advisory Committee on the Watch Industry is a
continuing body charged with the responsibility for current
reviews of the effect of imports on the industry from the
viewpoint of national defense. Such a review is now in
progress so_that before long we should have for our con-
sideration the latest facts and defense findings on this com-
plicated subject. The representation on that committee
would seem to insure that the results of that study will
represent a careful assessment of the various national security
considerations for which the departments of the executive
branch are responsible. Under these circumstances I believe
it is extremely unwise, both from the viewpoint of our own
interests and those of the public, to include in our report
determinations as to the defense essentiality of the watch
industry.

)
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CONFLICTING OFFICIAL VIEWS ON MONETARY
POLICY: APRIL 1956

TUESDAY, JUNE 12, 1956

Coxcress oF THE UNITED STATES,
SuBcOMMITTEE ON EcoNoMmic STaBILIZATION,
Joint CommrrTEE 0N THE EcoNomic Reporr,
Washington, D.C.

The subcommittee met, at 10 a. m., in room P-38, United States
Capitol Building, Washington, D. C. )

Present : Representative Wright Patman, chairman, presiding.

Also present: Grover W. Ensley, executive director; William H.
Moore, staff economist, and John W. Lehman, clerk.

The Cramrman. The subcommittee will be in order.

The Joint Economic Committee and its Subcommittee on Economic
Stabilization have a continuing responsibility to watch carefully the
workings of monetary policy, since it is one of our chief instruments
for advancing the objectives of stabilization and growth, as called for
by the Employment Act of 1946.

Moreover, as I have said in releasing the correspondence which is
the subject matter of this morning’s hearing, the workings of mone-
tary policy, through its effect upon interest rates and the availability
of credit, intimately affect the lives and fortunes of every business,
every homeowner, every farmer, and every citizen.

As is generally known, the Reserve System authorities on April 13
again took steps to raise the rediscount rate. Within a few days there-
after, stories began to appear in the press, with indications that the
step had been taken contrary to the judgment and wishes of various
Cabinet members, specifically Secretaries Humphrey, Mitchell, and
Weeks, and Dr. Arthur Burns, Chairman of the Council of Economic
Advisers. '

For the purpose of getting the record clear as to precisely what had
taken place, I wrote to these officials, along with Chairman Martin, of
the Board of Governors. For some reasons which I hope will be
clearer after this morning’s hearing, the replies we received from.
Chairman Martin, of the Board of Governors, and from the Secretary
of the Treasury fell short of being wholly responsive to the few simple, .
d.ié'ect questions which we had asked respecting this particular in-
cident.

“Had these replies been more responsive, there would have been little
need for this morning’s hearing. The occasion for this hearing is
consequently the desire of the subcommittee to obtain orally the record
which the correspondence failed to achieve.

As I have previously indicated, it is our hope that the hearing this
morning can be confined as far as possible to the several specific ques-
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tions propounded in my letter of May 10. The intention is that this
brief hearing at this time can avoid, so far as possible, going into the
merits and economic consequences of the action taken in raising the dis-
count rate and otherwise pursuing a tight money policy over the past
year or more.

I think it is only fair to say that these substantive aspects and the
pros and cons of the tight money policy, including this April 13
action, are subjects which are clearly within the investigative powers
of the Congress, since the Reserve System itself is an instrument to
which Congress has seen fit to delegate a portion of the powers ex-
plicitly assigned to Congress under the Constitution. The authorities
of the Reserve System must accept the responsibility for their action
under this delegation and, I must say, I have no reason to feel that
they want or try to shirk that responsibility.

That responsibility, however, cannot and ought not to be shared
with others in the executive branch. Nor ought the responsibility of
an agent be allowed to become diffused by the action of a principal too
constantly looking over the agent’s shoulder. This is not to suggest
that in due course an accounting for stewardship is not to be expected
and insisted upon from an agent such as the Reserve Board and Open
Market Committee are. The time and place for that accounting will
come later after we have more evidence as to the wisdom and foresight
demonstrated by the System in continuing the tight money policy by
its April 13 action.

Since the proceedings this morning are directed primarily at pro-
viding a clear public record as to the consultations, views, and differ-
ences of opinion which have been the subject of so much recent press
comment, I would like to include at this point the memorandum which
was sent to members of the Joint Economic Committee on May 23,
transmitting the correspondence in question.

Without objection, that will be included.

(The memorandum and letters referred to follow :)

[For release morning of May 23, 1956]
CONGRESS OF THE UNITED STATES
JOINT COMMITTEE ON THE ECONOMIC REPORT
MEMORANDUM

To : Members of the Joint Committee on the Economic Report.

From: Representative Wright Patman, chairman, Subcommittee on Economic
Stabilization. -

Subject : Correspondence respecting recent monetary developments.

The workings of monetary policy, through its effect upon interest rates and

the availability of credit, intimately affect the lives and fortunes of every busi-
ness, every homeowner, every farmer, every citizen.
. It is not surprising, therefore, that many people are disturbed by widespread
press stories and whisperings of conflicting opinions at responsible and official
levels concerning the wisdom of the recent action of the Federal Reserve System
in raising the rediscount rate.

On May 10, I accordingly advised members of the Subcommittee on Economic
Stabilization that I was writing the Chairman of the Federal Reserve Board
and various members of the executive department, for the sole purpose of
getting the record clear precisely as to what lies behind these press stories. The
inquiry was not intended to question the judgment of the action itself, the
internal procedures of the System, nor the propriety of outside consultation,
but merely to learn something of the conditions under which the action was
taken. The questions were specific and sought nothing more than simple, factual
replies.



CONFLICTING OFFICIAL VIEWS ON MONETARY POLICY 3

I am disappointed, therefore, and I may say, vexed at the unresponsiveness of
the replies which have been received from the very agencies which should be
most interested in providing a clear public record. The general professions of
mutual respect and best wishes for each other contained in the letters from the
Secretary of the Treasury and the Chairman of the Board of Governors are
only too obviously intended to avoid answering the 3 or 4 simple, easy-to-
answer questions concerning the specific incident which has aroused recent
public concern. From the marked similarity in the two replies one might al-
most infer that the vaunted pattern of consultation applies to the problems of
dealing with congressional mail, as well as to policy matters. The evasiveness
of Secretary Humphrey’s letter is all the more remarkable since, when ques-
tioned 2 days later before the Senate Finance Committee, he admitted: “If it
had been my responsibility I would not have made-this last move.”

A reading of the questions and the replies is the best evidence of this avoidance.
For that reason it seems appropriate that the full text of the exchange of cor-
respondence be released to speak for itself.

Certainly the hope expressed in the letters to the agencies, namely, that by
their replies the necessity for public hearings could be avoided, is given no
encouragement or support by the unresponsive answers. A date for hearings
will be set in due course.

CONGRESS OF THE UNITED STATES,
JoiNT CoMMITTEE ON THE EcoNoMIC REPORT,
May 10, 1956.
Hon. WiLLiaAM McC. MARTIN, JT.,
Chairman, Board of Qovernors of the Federal Reserve System,
Washington, D, C.

Dear MR. CHAIRMAN : You are no doubt aware of the press stories which have
appeared in recent days indicating exceptions taken by various members of the
Cabinet, specifically Secretaries Humphrey, Mitchell, and Weeks, together with

" Dr. Arthur F. Burns, Chairman of the Council of Economic Advisers, to the
recent action of the Reserve System in raising the rediscount rate.

While it is perhaps too early to judge the merits of the conflicting viewpoints,
and it is not my intention in this letter to pursue the arguments for and against
the prevailing restrictive money policy, I am deeply concerned about the forces,
governmental as well as other, to which the Board is subjected in the perform-
ance of its duties. The record which has given rise to these press comments
should be made accurate and clear.

Preparatory to consideration of the matter by our Subcommittee on Economic
Stabilization, as chairman I am writing to the several administration officials
and to yourself. I would like to have your answers some time next week to the
following questions :

1. Is it a fact, to your knowledge, that the decision of the Board of Governors
went against the wishes of administration advisers? If so, whom?

2. What communications and representations from executive department
officials or their subordinates did the Board have before it at the time of reaching
its decision?

3. How and by whom were these representations made, to you as Chairman, to
other members of the Board, or to the Board as a body?

4. Have you or the Board had any subsequent communication, through official
or unofficial channels, from members of the Cabinet or their responsible sub-
ordinates criticizing the action which the Board has taken?

I hope that your answer, together with those from the several administration
officials, will sufficiently illuminate the facts so that we can avoid the necessity
for public hearings. .

In asking you these questions, I want to assure you that we are not now seeking
to probe into the judgment of the Board in the exercise of its responsibilities.
Nor are we asking for information as to the Board vote or discussions which led
to the decision. Since, however, the Board does act as an agent in carrying out
the powers delegated to it by the Congress, I feel that it is not only proper but
necessary that we should inquire as to the nature of the influence brought to bear
upon it.

Sincerely yours,
WRIGHT PATMAN,
Chairman, Subcommittee on Economic Stabilization.
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[Same letter to Secretary Sinclair Weeks, Department of Commerce, Secretary James P.
Mitchell, Department of Labor, and Chairman Arthur F. Burns, Council of Economic
Advisers]

CONGRESS OF THE UNITED STATES,
JoiNT COMMITTEE ON THE EcoNoMic REPORT,
May 10, 1956.
Hon. GEORGE M. HUMPHREY, :
Secretary of the Treasury,
Department of the Treasury, Washington, D. C.

Dear M. SECRETARY : Beyond referring to questions at recent press confer-
ences by the President, it is certainly not necessary here to call your attention
to the number of press comments in recent days which have noted the existence
of differences of opinion between certain administration officials, including your-
self, and the Board of Governors of the Federal Reserve System in respect to the
Board’s action in raising the discount rate. I am sure you are also aware of the
widespread public concern, both before and since the so-called accord of 1951, in
the independent role of the Federal Reserve System as an agency carrying out
the delegated powers of the Congress.

It is perhaps too early to judge at this time the merits of the conflicting view-
points as to the prospects for further inflationary or deflationary pressures, and
the appropriate monetary policy in the circumstances. The record which has
given rise to this public discussion should, however, be made accurate and clear.

Preparatory to considering the matter by our Subcommittee on Economic
Stabilization, as chairman I would like, therefore, to have your answer some time
next week to the following questions:

1. Did you, and for what reasons, disagree with the action taken by the Board
of Governors?

2. Did you or your associates, and by what channels—telephone conversations,
memoranda, or meetings—communicate your views or make representation to
System officials, either Chairman Martin, the Board, other members of the.
Board, or staff members? .

3. Subsequent to the action taken by the Board, have you or your subordinates
communicated your criticisms to representatives of the Board other than through
the press stories purporting to state your views, either publicly or privately
expressed ?

I hope that the answers which we receive from you, the other officials, and the
Board itself will sufficiently illuminate the facts so that we can avoid the neces-
sity for public hearings.

As I have told Chairman Martin in writing to him, we are not now concerned
with probing into the wisdom of the Board’s decision but feel, however, that the
Congress is entitled to and must of necessity know the forces brought to bear
upon its agency in carrying out delegated powers constitutionally assigned to
the Congress.

Sincerely yours,
‘WRIGHT PATMAN,

Chairman, Subcommittee on Economic Stabilization.

BoARD OF GOVERNORS
oF THE FEDERAL RESERVE SYSTEM,
Washington, May 16, 1956.
Hon. WRIGHT PATMAN,
Chairman, Subcommittee on Economic Stabilization,
Joint Committee on the Economic Report, Washington, D. C.

Dear MR. PATMAN ; This is to acknowledge your letter of May 10, with regard
to the recent action of the Federal Reserve System in raising rediscount rates.

The directors of each of the 12 Federal Reserve banks who initiated this
action, with the subsequent approval of the Board of Governors, voted for
increased discount rates prior to publication of the press stories to which
you refer. The decisions to increase discount rates were taken separately
at each of the 12 Federal Reserve banks by their respective boards, consisting
all told of 108 directors.

As you know, the Treasury and the Federal Reserve work as partners in
discharging their responsibilities. To this end there must be and there is
constant consultation and cooperative discussion between them with respect
to economic and related problems with which both are concerned. Similarly
the Federal Reserve, in keeping abreast of developments in the economy, nec-
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essarily maintains contacts with branches of the Government other than
the Treasury. Such consultations do not, however, mean any loss of independ-
ence by the Federal Reserve in discharging the responsibilities delegated to
it by the Congress.

From time to time there are bound to be differences of judgment, of emphasis
and timing. It would be astonishing in a democracy if this were not so and
indeed it would be reason for grave concern if precautionary action had to wait
for unanimity. .

There has been no departure now or at any time during my chairman-
ship from the procedure of full and frank discussion between members of
this Board and staff and officials of other interested Government agencies with
a view to discharging public responsibilities in accordance with the best ob-
tainable judgment and the independent exercise of that judgment.

Sincerely yours,
WM. McC. MagTIN, Jr.

THE SECRETARY OF THE TREASURY,

Washington, May 15, 1956.
Hon. WRIGHT PATMAN,

Chairman, Subcommittee on Bconomic Stabilization,
Joint Committee on the Economic Report,
Congress of the United States, Washington 25, D. C.

Dear MR. CHAIRMAN : I have your letter of May 10 and am glad to answer your
questions. :

As I have testified before your committee, the Treasury recognizes fully the
independent responsibility of the Federal Reserve System for its decisions, and
as long as I have been here we have never encroached on'its domain.

However, as I have also testified before your committee, I believe it is in the
best interest of the people of this country and Government operations as a whole
that there should be the fullest consultation and cooperation between the Treas-
ury and the Board. To promote this, Mr. Martin and other members of the
Board and various members of the Treasury Department, including myself, make
it a continuing practice to keep in the closest possible touch with each other to
discuss fully current conditions and prospective trends in order that each of us
may be posted as to the other’s thinking and appraisal of the various influences
affecting the economy both currently and prospectively.

It is, of course, only natural that we often have some differences of judgment
arising from varying appraisals of the timing and effect of economic trends. We
both are glad to have the benefit of the other’s views, as well as the views of
nany other people in trying to help us reach our own independent judgments.

There is nothing in the events to which you refer that is at variance with our
regular practice.

Yours very truly,
G. M. HUMPHREY,
Secretary of the Treasury.

THE SECRETARY OF COMMERCE,

] Washington, May 15, 1956.
Hon., WRIGHT PATMAN,
Chairman, Subcommittee on Economic Stabilization,
House of Representatives, Washington, D. C.

Dear Mz. CoNGRESSMAN : I have yours of May 10 and following are my answers
to your questions:

1. I did disagree with the action taken, but my disagreement was more in the
realm of “timing” than otherwise.

2. Neither I nor any of my associates have had any communication with the
Reserve Board—collectively or individually—on this subject.

3. I have not communicated any criticisms to representatives of the Board.
In fact, I actually did not criticize the Board’s action in my press conference
to which you have made reference.

In this respect the press asked me the following question :

“Do you have any information on the recent increase in the discount rate’s
impact on housing particularly ?”’
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My answer follows and I’'m sure you’ll agree that it was not voiced in a critical
but in a factual vein.

“Of course, that is a field I don’t move into very much. I leave that to the
Treasury and the Reserve Board. Money is tight today and money is short,
and that may prove to be a handicap as we move along here.”

I think this answers your three questions.

Sincerely yours,
SINCLAIR WEEKS.

DEPARTMENT OF LABOR,
OFFICE OF THE SECRETARY,
Washington, May 16, 1956.
Hon. WRIGHT PATMAN,
Chairman, Subcommittee on Economic Stabilization, Joint Commitiee on the
Economic Report, Congress of the United States, Washington, D. C.

DEeAR CONGRESMAN PATMAN : This is in reply to your letter of May 10 in which
you request my answers to the questions regarding the recent action of the
Board of Governors of the Federal Reserve System in raising the rediscount
rate.

I did not communicate my views or make representation to System officials,
either Chairman Martin, the Board, other members of the Board, or staff mem-
bers; and to my knowledge neither have any of my associates, either before or
after the action taken by the Board.

Sincerely yours,
JAMES P. MITCHELL,
Secretary of Labor.

THE CHAIRMAN OF THE COUNCIL OF ECONOMIC ADVISERS,
Washington, May 18, 1956.
Hon. WRIGHT PATMAN,
House of Representatives, Washington, D. C.

DEAR CONGRESSMAN ParMaN: I am writing in reply to your inquiry of May 10.

In keeping with its duties prescribed by law, the Council of Economic Advisers
keeps constantly in touch with the departments and agencies of the Federal
Government that are principally concerned with economic matters. The Coun-
cil’s efforts in this direction have been described in its annual reports to the
President, which have been published in recent years as appendixes to the
Economic Report of the President.

I find it necessary and important to discuss the economic situation and govern-
mental economic policies fairly frequently with Chairman Martin, among others.

You have inquired about the Federal Reserve Board’s recent action with
respect to discount rates. In view of somewhat conflicting tendencies, partic-
ularly the divergent movements that have occurred of late in retail trade and
capital expenditures, I doubt the timeliness of this action. However, it must be
recognized that some uncertainty inevitably attaches to judgments on a matter
of this type.

The conversations that members of the Council have with officials of the Fed-
eral Reserve Board do not, of course, involve or raise any question concerning
the independence of the Board. This is entirely clear as a matter of both law
and policy.

Sincerely yours,
ARTHUR F. BURNS.

The Cramryan. With this background, I should like to turn to my
letter of May 10 to Secretary Humphrey of the Department of the
Treasury, and ask him to respond now to the specific questions which
I asked at that time. Mr. Humphrey, if you will identify yourself for
the record, it would be appreciated, sir.
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STATEMENT OF HON. GEORGE M. HUMPHREY, SECRETARY OF THE
TREASURY

Secretary HumpHrEY. George M. Humphrey, Secretary of the
Treasury.

The Caarman. Would you like to make any preliminary comment
of your own, Mr. Humphrey ¢

ecretary HusmpHREY. No, Mr. Patman. I wrote you and I thought
that I had answered your questions. If you did not feel they were
responsive, I am glad to add to them in any way, and try to answer any
questions you may have to suggest.

The Cuamryan. That is f%ne, sir. I would like to ask you, then,
first, did you, and for what reasons, disagree with the action taken by
the Board of Governors on raising this discount rate of April 13,
1956%

Secretary Humparey. I thought that before it was done, that it
was unnecessary to take that action. I thought that the situation was
sufficiently in balance, and the trend was toward a sufficient balance
without taking that action, and in our discussions, as we have discus-
sions continuously, and we hear what the members of the Federal Re-
serve feel about things, and we tell them how we feel about things,
we go over the situation frequently, very frequently, together, look-
ing forward to trying to balance out how their opinions of things are,
and ours are, and we are very frank in expressing our opinions to each
other in order that each may have the benefit of the other’s feelings in
determining our respective responsibilities and determining what ac-
tion we will each take for which we are responsible.

In those discussions, those conversations that we had, I had the
feeling and expressed it that no further action was required just at
that time.

The Cuairman. You expressed your feeling in advance of the order

being issued, I agsume ?
"~ Secretary HumpareY. I did. We talked about it for a number of
times, and over a rather extended period before action was taken, but
it wasn’t just with respect to this. We meet frequently and we talk
about how things are going and get each other’s views as to present
conditions and what future trends are.

The Cuamrman. Now, there were, I believe, four other increases
before this one.

Secretary HumMpHREY. Yes.

The CralRMAN. Over a period of what time, say?

Secretary HusceHREY. Over a period of several months.

The CuatrMan. About 12 months, I believe, is that right?

Secretary Husearey. About that.

The Cramman. Did you agree to those increases, the other four
increases?

Secretary Humearey. I didn’t agree with them. I mean there is
no such thing as agreeing from the point of view of influencing the
action. I thought their action was wise when they took it.

The CHAIRMAN. You did not object to them?

Secretary Huompurey. I did not.

The Cuamryan. Well, this time, when you did not agree, it some
way got in the press. How did it get to the press? Did you give
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it out, Mr. Humphrey, that you were not in agreement with this par-
ticular action of the Board? ' )

Secretary Humperey. 1 have forgotten, Mr. Patman, how we did,
what the first word about it was. Of course, it is always news if
there is a disagreement on any subject, and I really have forgotten
just how it did arise. )

The Cramyman. What caused me to wonder about that, is that
so far as I know you did not advise the press at the time you favored
the other four increases. On those occasions there was no publicity.

Secretary Humrarey. Idon’t know as anybody asked me. Strangely
enough, it doesn’t seem to be news if people are in agreement and it
does seem to be news if they are not.

The Cramman. Well, I agree with you about that, Mr. Humphrey.

Did you or your associates, and by what channels—telephone con-
versations, memorandums, or meetings—communicate your views or
make representation to System officials, either Chairman Martin, the
Board, other members of the Board, or staff members?

I believe you have answered that. You did communicate your
views? :

Secretary HumprrEY. Idid.

The Caamrman. To these different people. .

Secretary Humprrey. On a number of occasions, and over a rather
extended period.

The CrAIRMAN. Subsequent to the action taken by the Board, have
you or your subordinates communicated your criticisms to represen-
tatives of the Board, other than through the press stories purporting
to state your views, either publicly or privately expressed?

Secretary Humpurey. We have continued our discussions fre-
quently, and just as we have always done ever since we have been
here, and as we expect to continue as long as we are here. We have
discussed these matters currently, and we keep doing it currently, and
we expect to continue doing so.

The CHamman. You feel that you are communicating with them
as to the extent necessary to get your views over?

Secretary HumrureY. Not to get our views over at all. We ap-
prise them of what we think, and we will have the benefit of their
thinking. We each are entitled to have the benefit of the other fel-
low’s thoughts in this very important field.

The Cuarrman. Iagree with you.

Secretary HumpHREY. We not only have the benefit of each other’s
thoughts, but we seek and we welcome the benefit of any other person’s
thoughts, who is qualified and in whose judgment we have confidence.

The Cmarrmaw. This action raising the discount rate of course
meant an increase in interest rates across-the-board, did it not ?

Secretary Hompurey. Well, T don’t know that it was this action or
not. As a matter of fact, I rather think this action followed the pres-
sure toward the increased rates rather than preceding it.

The CrarrMAN. As Secretary of the Treasury, Mr. Humphrey, do
you consider it your duty to keep the rate as low as possible on the
national debt ?

Secretary HuarpaREY. No, I don’t think so. I don’t think that it
would be good for the country or good for the people in it if the rate
on the national debt was depressed to an unduly low level. :



CONFLICTING OFFICIAL VIEWS ON MONETARY POLICY 9

The Cuamman. What factors did you consider in agreeing to an
increase in the discount rate, as you agreed in the four instances pre-
ceding the last one? )

Secretary Humprrey. You keep saying “Iagree.”

The Cuamyan. Well, you did not object.

Secretary HuapHREY. This. is not a matter of a deal between us.

The Cramman. I know that. )

Secretary HumprREY. It is a matter of my feeling as to whether it
is wise or not.

The Caamuman. I didn’t intend to leave the impression that I sus-
pected any “deal.” In any case, it is not your responsibility. )

Secretary Humprrey. Not my responsibility, and I don’t agree to 1t.
If they do it, and I think it is wise, or I think it may be unwise, I feel
perfectly free to express my opinion either way.

The CrammaN. Don’t you think interest rates generally over the
country have gone pretty high, Mr. Humphrey? Aren’t you concerned
just a little bit about the great increase in interest rates across the
board?

Secretary Humpurey. I don’t know, Mr. Patman. Interest rates,
of course, fluctuate as they should. And I think properly so, with
demand for money and, after all, you know, I think that to have
interest rates too low and over a long period of time could be a very
serious thing in this country.

‘We have to have, we have to try to provide in this country, have to
try to have developed—the Government does not provide 1t, but we
have to have—we hope that it will develop in this country that there
will be opportunities for jobs for about a million more people a year
and that 1s an increasing amount.

Now, in America today you cannot get a job and earn the kind of pay
that Americans earn unless somebody has saved and invested a matter
of somewhere from $10,000 to $20,000 to buy the things, to buy the
tools, to buy the other things that are required to afford the facilities,
the transportation, and all of the things, the power and all of the
things that are required to make a job to permit an American to earn
the kind of money that he now gets.

I think we went through a period in this country where the emphasis
on saving was entirely wrong, where there wasn'’t sufficient emphasis
on saving, and I think that it was time that that emphasis was changed,
as it has been changed, and that there should be and there will have
to be in the future a continuing emphasis on saving.

We have to obtain savings, to have savings, to buy the tools that
make the jobs that give people work in America, and I am talking
about not just factory employees, but everybody. We have to have
capital investment in order to give them the opportunity, in order to
have the facilities in the country available for them to have their jobs.

In order to have that saving, two things have to be pretty well
assured :

First, that the savings, if made, will not be destroyed, will not be
stolen by inflation. And second, that there will be some return on
those savings which induce people to save for that return rather than
to just spend their money currently, because it isn’t worth anything
to save 1t.
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So that I think this country requires over-a long period of time a
renewed emphasis on the security of savings, and efforts to preclude
inflation, to avoid inflation, and the theft of the savings in that way,
and the incentive to save by having their savings worth something in
interest that will be paid to them if they save it.

The Caamrman. You have mentioned.two things which I think are
very important, namely, savings and inflation. The reason you did
not oppose the four increases in the discount rate preceding this last
one, was I assume because you thought there was some evidence of in-
flation that needed to be dealt with.

Secretary Humerarey. You have continually, Mr. Patman, in this
country, and it is good that you do, you have continually changing
conditions with varying pressures—inflationary pressures on the up-
side and deflationary pressures on the downside. The ideal situation
has been, or is, when those pressures are fairly evenly balanced. That
is when you make your most progress in this country, and that is
when conditions are the best.

If inflationary pressures prevail to too great an extent, and you de-
press the value of your money and you destroy the value of savings,
you set in motion a whole chain of events which are detrimental to
the future of the country. If you let deflationary pressures prevail to
too great an extent, you set in motion a whole chain of events that are
unfortunate for the country. ’

So you want to go along as nearly as you can toward a balance of
the two.

The CraTRMAN. You are just as anxious to prevent deflation as you
are to prevent inflation? You want an even balance and an even keel,
if possible.

Secretary HuMpaREY. Absolutely.

The CramrMaN. You mentioned both savings and inflation in one
of your statements. I think it is important that we explore that just
a little bit, if you please.

If you want to encourage savings, don’t you think a mighty fine
way would be to allow more interest on time deposits? If you were to
take off the limitations under existing laws and rules of the Board of
Governors, and permit time deposits to receive as much, say, as four
per cent on savings, don’t you think that would have a tendency to
retard inflation and also to encourage savings?

Secretary Hompurey. Of course, anything that pays for saving
money, any incentive toward that is a good thing to have; but actually,
what we want to do is to encourage people’s savings in all ways, in all
forms, and to just pick out one, as to whether a relatively minor action
in one field is desirable or not, you have to balance them all out.

The CHARMAN. Mr. Secretary, you know more about this in a min-
ute than I do in a week or a year but it really concerns me a great deal
that you don’t feel obligated to keep the interest rate down on the
national debt.

Now, if you do not feel obligated as a representative of the people
and of the United States Government to keep the interest rate down,
who does represent the people in that capacity? Whose duty is it to
keep interest cost on the Federal debt down ?

Secretary HumprREY. I just got through telling you, Mr. Patman,
that I don’t think it is to the advantage of the people to have the
interest on the debt too low.
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I think it would be disastrous in this country if we could borrow
}riloney for an eighth of 1 percent. I just don’t think we ought to

ave it.

’I(‘ilhe CuamMmaN. You mean of course for short-term paper, like we
used to.

Secretary HumpaREY. Long-term paper at half of 1 percent. If
that was your interest rate, just let’s illustrate it by an absurdity. I
think it would be just as absurd to get the interest rates too low as
it would to have them too high. You would be in trouble either way.

The Cmamrman. Aren’t you now considering factors which are
primarily within the purview and the duties of the Congress and
the Federal Reserve Board. I am not criticizing you for running
your business like you want to, Mr. Humphrey, but it seems to me
like you should keep your eye on the interest rate in the interest of
the taxpayers.

Secretary HumpareY. I am very glad to have this chance to ex-
plain to you, Mr. Patman

The Cratrman. Let the Federal Reserve and Congress look after
the general economic policies dealing with the whole country.

Secretary HunrHREY. why I think your views are wrong, and
why I think they are unduly narrow.

It is my job also to raise the money to pay the bills of the country,
and it is my job also to collect in our taxes, and if we don’t have
suitable times in the country, if we don’t have good employment in
this country, and reasonably good times in this country, we won’t
have any money with which to pay our bills. :

Now, if I took your attitude and kept my eye solely on one item
of trying to knock the interest rate down on the debt, I might get
the interest rate down on the debt, but even if it was half of 1 per-
centél, if we didn’t get taxes in enough to pay, it wouldn’t do us any

ood.
£ So it is a much broader field here to watch, to be watchful over,
and my responsibilities cover a much wider field than your question
indicates. You have to keep it all in mind, Mr. Patman. You have
to keep it all in mind.

The CrarmMaN. But the weighing of economic advantages and dis-
advantages, the effect upon the general welfare, the people, and the
general economy are factors that the Federal Reserve Board is ex-
pressly charged with; don’t you agree.

Secretary Humparey. The Board has certain responsibility, and
the Treasury has certain responsibilities. 'We both have them, and
it is well that we both try to do the very best we can with respect to
them, and it is particularly good that we cooperate in our thinking
with respect to them.

The Caamrman. All right. Now, don’t you think your answer was
rather unrealistic when you suggested that we shouldn’t have a long-
term interest rate of one-eighth of 1 percent? We never had that in
this country.

Secretary Humerrey. I was trying to illustrate the absurdity of
your position.

The CrarrMan. But that is using as an illustration a situation that
has never existed in this country.
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Secretary Humpmrey. That is the way to illustrate when the posi-
tion is taken—you can illustrate it better by carrying it to an absurdity
than in any way I ever knew of.

The Caamyan. We had one-eighth of 1 percent on very short-term
securities, 30 or 60 days, but we have never had any long-term rate
less than about 2 percent ; have we?

Secretary Homerrey. 1 don’t know. -

The CrArMAN. I do not recall any long-term rates lower than 2
percent.

Secretary Humpurey. But when you say that I should be con-
cerned to try to push it down

The Cratrman. To a reasonable level.

Secretary Humprrey. You didn’t say that.

The Cuamrman. That is what I mean to imply. Naturally, I
wouldn’t think about a devastatingly low level, or anything like that.

Secretary Humerrey. Perhaps our difference then can be as to what
is a reasonable level, and what is a reasonable level depends very
largely upon times and conditions. What is reasonable today might
not be reasonable tomorrow. So that you and I would move back and
forth and if you stick to a reasonable level, and reasonable under the
conditions existing, we wouldn’t be far apart.

The Cramman. T have always had the feeling that since the rate
on long-term Government bonds, is more or less the basic, wholesale
rate of interest—the cost of money—that 214 percent is a reasonable
rate, and probably should not go beyond that.

Secretary Humrurey. I don’t believe you can pin a figure that is
continuously and always a reasonable rate for money any more than
you can for the price of pork or beefsteak or eggs.

The Caarrman. That is the reason I was shocked when you set the
rate of 3 percent on a bond issue early in your administration. If you
don’t mind, how did you arrive at that 3 percent rate, Mr. Humphrey ?

Whose counsel an(i’ advice did you seek, if you did seek the counsel
and advice of other persons in arriving at that 8 percent, rate.

Secretary HumpHREY. You mean on our long-term issue?

The Crarraran. On the long-term issue.

Secretary HumrHrey. As I think I have explained to you before,
Mr. Patman, we don’t make interest rates. The market makes the in-
terest rates. We have securities to sell, and we sell our securities.
We sell our securities as nearly as we can at what the prevailing
markets are.

The Cramrman. Do you really believe, Mr. Humphrey, that we have
a free money market in this country ?

Secretary Huaearey. You try to sell something, and you will find
out.

The Cramrman. I wish you would answer my question. Do you be-
lieve that we have a free market ? .

Secretary HumpHrEY. Certainly we have a free market.

The CrHATRMAN. In Government bonds?

Secretary HumpaREY. Certainly. Certainly we do. No question
about it. %Ve went for a long time under Democratic rule, when we
didn’t have.

.The Crarraan. Of course, I am not bringing any politics into this
because I think this goes beyond politics. We are looking into the
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future over a long period of time. But in arriving at this 3 percent
rate, with whom did you confer ?

Secretary Humpirey. Well, when that was—that was a year and
a half ago, or something like that. I can’t tell you exactly. We at-
tempted to get all the information we can, as to market conditions cur-
rently. We have committees that we confer with. We have all sorts
of meetings for learning whatis going on in the financial markets, and
we get the very best information that we can as to what the facts are,
and as to what the trends are. :

We seek information, as I said before, everywhere that we can get
it, from sources in which we have confidence.

The Cratemax. All right. Let me see if I can get more specific in-
formation from you. You confer with representatives of the Ameri-
can Banking Association ? :

Secretary HuMPHREY. Yes.

The Cuamman. You confer with representatives of the Invest-
ment Bankers Association?

Secretary Homerrey. That’s right.

The CrAIRMAN. You confer with representatives of the life-insur-
ance companies?

Secretary HumpHREY. Yes.

The CuamrmMaxN. Do you confer with representatives of the Stock
Exchange?

Secretary HomearEY. No.

The Cramrmax. Of speculative boards?

Secretary Homparey. Oh, we know a number of people. I know
a lot of people, and Burgess does—we all know a lot of people that—
for example, the president of the exchange drops in the office every
once in a while.

The CratrMAaN. But those three groups are the ones that—-

Secretary Huapnrey. Oh no; we confer with a lot of people. We
know a lot of business people. We confer with a lot of people, and
we confer with everyone we know of in whom we have any confidence
in their judgment with respect to money markets and money-market
conditions.

The CrarrMaN. Being more specific, Mr. Humphrey, don’t you call
these people in when you are trying to arrive at a rate, like the Ameri-
can Bankers Association, and the Investment Bankers, and the life-
insurance company representative? You confer with them in -your
office ¢

Secretary Hunmpurey. That’s right.

The CratkmaN. Here in Washington ?

Secretary HumpareY. And a lot of others.

The CrarMAN. You have a formal meeting for that?

Secretary HuMPHREY. They come down here, and we present to
them our situation; we present to them what it is that we propose to
do, the amount of financing that is required at some time in the near
future, and we get their opinion about conditions.

The CHATRMAN. At this meeting, do you have any representatives
of the Board of Governors of the Federal Reserve System ?

Secretary HumprRrEY. No. These meetings are all separate. We
meet with different groups and groups separately.

The CrarrMman. At different times.

79011—56——3
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Secretary Humparey. At different times. But we also talk to the
Board at the same time. .

The CraIRMAN. After you have this meeting with the groups I have
indicated here, the three in particular, did you know that——

Secretary Huspurey. We meet with others right at the same time.

The CramMan. Do you know that the representatives of the three
groups go out and confer with Mr. Martin of the Federal Reserve
Board, and before they make their recommendations to you as to what
you should— '

Secretary Humparey. I don’t know who they talk to. I don’t know
who they talk to. .

. Thg CramrMaN. They come back and make their recommendations
ater? .

Secretary HumpaREY. Yes.

The CrAlRMAN. On setting this 3 percent rate, how many of those
3 groups agreed to the 3 percent rate?

Secretary Humearey. Now, Mr, Patman, you have asked us to
%?medhere to talk about a matter between us and the Federal Reserve

oard.

The CrarMAN. That’s right.

Secretary Homparey. Now you are talking about something a year
and a half ago. Now, let’s get back to what we are talking about.

The Cramman. I think the committee has a little something to do
with that, Mr. Humphrey.

Secretary Humearey. We will be perfectly glad to talk about the
other if you will tell me you want to do it, but that isn’t what we are
here for now.

The CualrmaN. You are talking about interest and savings. This
goes into it, relates to it.

Secretary Humprrey. That isn’t what we are here for now. You
asked us to come on this specific subject, and that is what we are
here for.

The CrarMAN. I want to confine it more or less to that.

We expect to have another investigation later on. We hope to go
into all of this.

Secretary HompaREY. All right.

The CuammawN. Including the three and three-quarter

Secretary Humprrey. I will be glad to refresh my recollection and
tell you specifically who said what a year and a half ago, if you will
tell me ahead of time you want to know it.

The CrarmMaN. And the 334 percent, too?

Secretary HumpareY. Yes. If you will tell me specifically. I will
get out the files and look them up and——

The Cmareman. I don’t know that T will ask you to name names.

Secretary HumpaREY. You just did.

The CmarMAN. I am talking about the several groups: insurance,
investment bankers, and——

Secretary Humprrey. Well, Mr. Patman, let me say this: T don’t
know ever—it may have occurred some time, but almost never have
any of these groups been unanimous in their feelings. Almost always
there is a difference of opinion among the groups themselves. They
act—they are not acting as groups. They don’t vote as groups. We
get, their general expressions of opinion of 20 men, and I, as a rule, ask
every one of the 20, or every one of the 30, his individual opinion, and
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almost invariably there is a difference of opinion in that 20 or 30 peo-
ple on specific items that we are talking about, and we are glad to have
that difference, and we are glad to have the feeling of the different
people in order to measure them and to have them in mind when we
reach our own decision as to what we will do. When we decide what
we will do, it is our decision, and it isn’t anybody else’s. L

The Crarrman. Mr. Humphrey, there is some information in the
press to the effect that if this discount rate works out all right, you
won’t say too much about it, and it will be all right. Butifitis devas-
tating to the country and slows up business and everything, you will be
in a position to blame the Federal Reserve with it, and that it is a Dem-
ocratic Federal Reserve Board, and Mr. Martin is a Democrat.

. Secretary HumerrEY. Mr. Patman, I never passed the buck in my
ife.

The CralrmaN. Beg pardon?

Secretary HumpEREY. 1 never passed the buck in my life, and T am
not going to start now.

The CraRMAN. You recommended the appointment of Mr. Martin ?

Secretary Homerarey. I did.

The CramrmaN. His reappointment.

Secretary HuMpPHREY. Yes, Sir.

The CrARMAN. You announced it yourself, didn’t you?

Secretary Homprrey. And I would recommend it again today. Mr.
Martin is the best qualified man, in my opinion, in the United States
for his job.

The CrarrMaN. Did you have the authority from the President of
the United States to make this designation ?

Secretary HumparEY. Make what designation?

The CuamrymaN. As Chairman of the Board of Governors of the
Federal Reserve System ?

Secretary Humpurey. I didn’t designate him. The President of
the United States did.

The CHAIRMAN. It is for a 4-year term as Chairman?

Secretary Humerrey. I don’t remember what it is.

The CramMaN. I believe you said down at the Press Club the other
day that one of the first things you did when you were appointed Sec-
refary of the Treasury was to ask Bill Martin if he would continue.
He had tendered his resignation, but you asked him if he would con-
tinue as Chairman. According to a transcript of your remarks, you
said “I did it for one reason. I did it because I thought then, and I
think now that Bill Martin is the best qualified man in the job. He
consented and took the job.” I shall incorporate the full transcript of
your remarks in this connection at the conclusion of your testimony
this morning.

If this turns out in a way that is not in the interest of the country,
you are not going to blame the Federal Reserve Board, and you are
not going to blame Mr. Martin?

Secretary Humparey. I have never blamed anybody for——

The CHATRMAN. You are not going to blame the Democrats for hav-
ing the Board composed mostly of Democrats?

ecretary Hompurey. If I found a way, I would be glad to.
[Laughter.%

The CHAIRMAN. Are you alarmed just a little bit about the tightness

of the money market now, Mr. Humphrey ?
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Secretary Humprrey. No, I am not.

The CramrMaN. You don’t think that the layoffs in the automobile
industry, and the failure of the automobile dealers to sell their cars has
anything to do with the tight money market?

Secretary HoumpHrey., Well, 1 think their difficulties arise from a
number of things, and I think perhaps credit had something to do with
it.

On the other hand, I think that as you look at it now, conditions are
proceeding in a very satisfactory way, and I believe that over a rela-
tively short term some of these inventory difficulties will be behind us,
and we can forget them.

The Caamrman. Mr. Humphrey, I would like to have your opinion
on this question: Interest rates have been raised more than 1 percent
the last year, generally. I think you would agree to that?

Secretary Husmenrey. Well, I guess that’s right.

The CHarMaN. More than 1 percent. I think that is a very safe
estimate. Well, a 1 percent interest rate across the board in a coun-
try whose aggregate debt, including public and private, is more than
$700 billion, would amount to about $40 per capita each year increase,
so during the last month we have had a $40 per capita increase in the
interest rates.

Now, in a family of five that is the equivalent of $200 increase in
interest rates.

Now, don’t you think that by increasing these interest rates, and
thereby diverting purchasing power, $200 from a family of five, from
buying automobiles and refrigerators and appliances and other needed
comforts and conveniences of life, to the payment of interest, don’t you
think that has something to do with slowing up our economy ?

Secretary Humparey. Mr. Patman, you are just as wrong as you
cah be. )

The CrarMaxn. T hope T am.

Secretary HoumpHREY. Now, just let me show you how ridiculous
that statement is.

The CrarMAN. I would like to be proven. )

Secretary Humpurey. This debt, the great bulk of this debt is over
a term. It doesn’t all expire today, and a change in interest today
doesn’t change it all today.

The CuarrMaN. Very true.

Secretary HumMeHREY. Bonds are out for 20 years and 30 years, and
there are bonds out for 40 years, and bonds that are out for 10 years,
and a change in the interest rate doesn’t affect them a penny.

So you haven’t had anything like what you say in the change of in-
interest, anything like it. And it can’t come that way, and it is very
fortunate that it cannot, because you don’t have these wide swings.

An interest rate change affects only the current borrowing at the
moment. The borrowing next week 1s at a different rate from this
week, and the week after that is at another rate, and all the debt which
is outstanding in the meantime which is what you are talking about is
not affected a penny because it is out at fixed rates, so you don’t have
anything like what you are indicating. Your premise is completely in
error.

The Cratrman. Let’s bring it down a little closer. You will have to
admit it will affect installment buying immediately, won’t it ?
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Secretary HuarpHrey. I think that installment buying has slowed
somewhat, and I think it is very good for the country that it has.

The Cuairman. Now, you are going into something else.

Secretary HumpHREY. You asked me if I thought it would do it,
and I said 1t would, and I thought it was good.

The Cuarrmax. It is slowing up installment buying?

Secretary Husprrey. I think that is good.

The Crairman. Of course, I don’t think so, but you have as much
right to your opinion as I have to mine.

Secretary Homearey. That’s right.

The Crarraran. But on installment buying, that is something where
the increase in interest rates is reflected quickly, isn’t it, right now?

Secretary HumrHREY. Yes.

The Cuarraan. Therefore, the poorest people in the country who
represent a large part of the purchasing power, the increase in interest
rates slows them down right quick. :

Secretary Huspmrey. Only as to new stuff they buy. It doesn’t
change the interest rate on what they bought last week. Certainly
not. So you are not talking about that at all.

The Cuarman. But the installment buying, you see, the terms there
are not so long—12 months, 18 months. .

Secretary Humeparey. That’s right. The downpayment may be a
little more, and therefore the new commitment isn’t quite as readily
made as this week, as it was last week.

And I think that is good. I think that it was good that some of
these installment buying, that payments on it should catch up, and
it has been catching up.

The Cratrnax. How do you determine whether or not installment
buying, the aggregate amount, is too high ?

Secretary Husparey. That is a very difficult thing, and I don’t
think anybody can tell you whether it is too high, or whether it isn’t
too high. I think that you can get into periods that you can see where
excesses are going on, and it is well to restrain excesses. It is good,
Mr. Patman—one of the things that slows business down and puts
people out of work in this country is the accumulation of inventory.

Now, inventory can accumulate in the hands of the public, just as
well as it can accumulate in the hands of the intermediate manufac-
turer, or somebody else. It is total unpaid inventory, total inventory
not in use.

Now, if inventory geis too great, then people stop and begin to use.
They stop buying new and begin to use that inventory. They begin
to use that inventory, the new manufacture slows down. That means
people are out of work.

So that one of the things we don’t like to see, and that isn’t good for
the country, is an accumulation of unused inventory. That is one of
the things that credit helps to restrain. That is, inventory accumu-
lates. IT credit becomes a little tighter, it helps to restrain your ac-
cumulation of more inventory. If we just do these things, I think I
told you a couple of years ago, and Senator Douglas, that if we can
just restrain some of these excesses early, the earlier they are re-
strained, the less effect it has, the quicker they are corrected.

It is when you get to a great excess one way that you are forced into
a great excess the other way.
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If we can have, as we go along, a rolling readjustment, an adjust-
ment here and there, and in the other place, one at a time as we go
along, this country can continue at a high level and with lots of
employment.

If we get into great excesses in any direction, there will be a day
when there will be a lot of trouble. That is what we are seeking to
avoid.

It is by restraints, when restraints are required, and by assistance,
when assistance is required, that you try to level out and to keep a
rolling readjustment going, rather than to get into a difficult posi-
tion—you know, the higher you go the harder you fall. It is just
that simple.

The CrATRMAN. We should guard against falling down, too, as well
as up; because deflation is just about as destructive as inflation.

Secretary HumpHREY. Just exactly. The reason we don’t want to
get too far up is because we don’t want to go too far down.

The CrairMaN. I remember a time in this country when automo-
biles were not selling, and people were saying it is overproduction
when, looking back, it was underconsumption. People just didn’t
have the purchasing power.

Secretary HumpHREY. I read in the paper the other day that Chevro-
let automobiles were within 1 percent of the same number of cars sold
up to June 1 this year as they were last year.

The CuairMaN. I am not keeping up with the exact amount.

Secretary HomeHREY. That isn’t very much of a fall-off.

The CratrMAN. In regard to this interest rate being reflected slow-
ly, in the entire economy, I think you must admit, Mr. Humphrey,
that it is reflected rather quickly among the masses of the people who
are the low-income groups. T{ley are the ones who buy on the in-
stallment plan all the time and charge accounts, and in addition to
that where they have home mortgages they have to refinance them
every now and then, and in refinancing they have to pay this increased
interest charge. I think that you must admit that our economy is
affected more seriously among those groups by an increase in interest
rate than the other groups are, and by reason of that would have a
tendency to slow up the economy quicker.

Secretary Homparey. Well, increased interest, increased tightening
of credit terms does tend to restrict activity. There isn’t any ques-
tion about it. .

The Cramrman. Do you know anything else that unbalances every-
body’s budget except increased interest rates?

Secretary HumpHREY. Yes, a lot of things will unbalance them a
whole lot faster than that. You lose your job——

The CraRMAN. You are talking about individuals?

Secretary HumMpHREY. Sure.

The CrairMaN. I am talking about throughout the Nation, do you
know of anything else that will unbalance everybody’s budget im-
mediately except——

Secretary HumpHREY. Interest wouldn’t unbalance the budget im-
mediately.

The CrARMAN. When they have to pay more interest——

Secretary Humpurey. They don’t have to pay more interest unless
they make a new——
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The CEarMAN. They are spending less.

Secretary Huyprrey. They don’t pay more unless they make a new
loan. Itonly affects the fellows that make new loans.

The Cmarryan. They are making new loans all the time, and in-
crease in interest rates, that unbalances the Federal budget, the States,
the counties, cities, political subdivisions.

Secretary Husparey. Only when they borrow the new money.

The CHATRMAN. Every corporation, every public utility, every part-
nership, every person, every family budget in the Nation is imme-
diately unbalanced by increase in the interest rates.

Secretary Humerrey. That is where you are just as wrong as you
can be, and if you leave out the word “Iimmeditaely” and put in 20,
30,40 years, I will agree with you. -

The CuaIRMAN. But people look into the future.

Take, for instance, in the city where interest rate is going up, they
know that means increased taxes. They begin to plan for it. They
know that the telephone company is going to ask for an increase in
rates because they are paying higher interest. The gas company and
the electric utility, they inow that all utilities are going to come in
and ask for an increase in rates because they are having to pay higher
interest.

Secretary Homrarey. Well, Mr. Patman, I think this is about the
same line of talk you gave me 214 or 3 years ago, at the time we put out
those 314 percents, when you prophesied all these dire things, and we
have had a two-tenths of 1 percent change in the cost of living, so it
hasn’t happened in the last couple of years.

The CrarrMaN. Let’s analyze that briefly, Mr. Humphrey. Where
has the cost of living gone? The farmer hasn’t received it. While
industrial prices were going up, farm prices had to go down to keep
the cost of Iiving on an even keel.

Secretary Homrurey. Very small adjustment either way.

The Cuarrman. If farm prices had gone up in the same way that
industrial prices went up, you couldn’t say that you would be within
that 2 percent.

Secretary Homerrey. 1 didn’t say 2 percent. I said two-tenths of
1 percent.

The Crarrman. You can’t say 2 percent, or 5 percent, either. If
lemlrm prices had gone up in proportion to industrial prices, so, after
a
g Secretary HumprareY. Now, wait a minute. Have you made those

gures

The CrarrmMaN. Wait just a minute. After all, this stable price
level, if you want to put 1t that way, is at the expense of the farmer.

Secretary HunpureY. No.

The CeaIrRMAN. Because as industrial prices went up, farm prices
had to go down, or that cost level would have gone up, too.

Secretary HumpaREY. No, no. If you made up the figures, Mr.
Patman, you will find it would be a very small difference.

The CrarrManN. Concerning interest rates and looking into the fu-
ture, people in our country in the Southwest are not voting bonds for
Eub]ic schools and roads and public improvements like they have been,

ecause of this high interest rate. They are having to pay up to 314
and 4 percent interest on securities. Now, that is a pretty high tax-
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exempt interest rate. Doesn’t that disturb you a little bit, Mr.
Humphrey, that people have to pay 314 percent on tax-exempt bonds?

Secretary Humerrey. No.

The Caarman. How much do you think they should pay?

Secretary Humprrey. I don’t know. And what they should pay
now may not have anything to do with what they should pay 6 months
from now, or what they paid 6 months ago. It will vary. But I
think this, Mr. Patman, that we are at the highest level of employ-
ment in this country that this country has ever seen. Never have
there been as many people working in America for as high wages
as they are today. We have never had anything like it before. We
have a relatively full employment in America, a very high employ-
ment in America. We have shortages and have had over the past
several months, shortages in a great many commodities. You are
just on a balance, and 1t is hard to get a great many commodities.

Now, if when you are at that extremely high level, extremely high
level both of manpower and materials, you still keep moving up, what
happens is that you just bid against each other for the same things,
and you don’t make more things; you just raise the prices.

So that when you get up to a very high level, and you have got
your head against the ceiling, it is well to just have it hesitate a little
bit, and not keep pushing forward to a point where all you do is in-
crease the price and not the commodities. And that is what is going
onnow, and I think it is very good and very wholesome.

The CraRMAN. But we have to expand every year to do what you
said a while ago.

Secretary Huyerarey. Sure. '

The CrarMAN. To just take care of these million people.

Secretary HumerrEY. We are expanding. We are expanding.

The CaarMaN. I guess about two-thirds of them each year are new
people coming on the market and about one-third of them just dis-
placed in some way or manner.

Secretary Humrarey. That’s right, Mr. Patman, and real wages in
terms of what money will buy, and real employment in terms of peo-
ple employed are higher today than they have ever been in the history
of this country.

The Cuamman. What I can’t understand is how we can keep on
having this degree of prosperity in expansion if we keep on increasing
the interest burden on the people unnecessarily and get more and
more, taking more and more out of their pay envelope for increases,
thereby making it impossible for them to buy more and more of the
things that they actually need. :

In other words, it is diverting purchasing power, and I think there
will be a limit to it, and I think our whole economy will suffer from
it. Ihope it doesnot.

Secretary Humerrey. That is exactly what you told me 3 years ago,
when you were talking about the 314 percent, and for those 3 years
you have been wrong all the while.

The CraIRMAN. I don’t know whether I have been or not. Talking
about inflation, the farmers are still suffering ; the small-business man
is suffering. The small-business man, X think, is in worse shape than
he has been in for a long time in this country, and I think it is one
thing that is due to the fact there is no credit available for him.
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Now, for the big man you have got the specialists, those who oper-
ate in other countries; we have the World Bank, where we put up
our part of the money, about a third ; with the Export-Import Bank—
it has billions of lending power, and we put up all the money there.
We have the International Finance Corporation that you so ably rep-
resented to us to be such a thing before the Banking and Currency Com-
mittee.

Those three agencies can take care of the big concerns. But we
have no way of helping the little man, and the little man is suffering
more now than he has ever suffered.

He has had no inflation. There is no inflation among the farmers,
no inflation among the small-business men, no inflation among the
home builders.

Secretary HumpaREY. There isn’t any inflation anywhere I know of,
and I hope we don’t get it.

“The CramrMan. That is the matter I am talking about: Why then
all these interest rate increases ?

Secretary HompaREY. They are helping to restrain inflation.

The CrATRMAN. To restrain inflation ?

Secretary HumrHREY. They are helping to restrain it; yes, sir.

The CaammaN. Don’t you think we should keep in mind the needs
to restrain deflation, too? :

Secretary Humreurey. I do; very definitely.

The Cramman. Well, Mr. Humphrey, you have been very kind to
come up and answer these questions today. I wish you had answered
them more fully in your letter at first. But, of course, that is your
prerogative, and you have a right to do anything you want to aubout it.

I would like to reserve the right, as I have before, if I have over-
looked some question I would like to ask you, I would like the privilege
of sending it down to you and ask you to answer it for this record be-
fore the record closes, if you please.

Secretary HumpHREY. Mr. Patman, I will be glad to try to answer
any questions you want at any time.

The CHamrMaN. You have always been very cooperative, and I
thank you.

Secretary HumprrEY. I thank you very much.

(The excerpts previously referred to follow:)

ExceERPT FROM THE TRANSCRIPT OF REMARKS BY TREASURY SECRETARY HUMPHREY
AT PrEss CLUB LUNCHEON, MAY 24, 1956

* * * Knowing the Press Club’s habit of thinking up the most embarrassing
questions they can to present, I thought maybe I would feel that I would ask my-
self some questions first, taking my own questions that I would ask and perhaps by
the time I got through answering them you would either be so tired listening, or
it would be so late the chairman would adjourn the meeting and it would be
all over.

% * * = * * &

This is my last question: Is there a controversy between the Federal Reserve
System and the Treasury?

You must admit that I have tried to ask questions that are at least subjects
of discussion.

The Federal Reserve System as a whole spreads out all over the United States.
It is made up of boards of our best citizens, a majority of whom are businessmen
in the various communities, and these communities cover the entire United States.

When you are talking about the action of the Federal Reserve System, you

79011—56—4
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are talking about a widespread system of information, of opinion, of examination
of what is going on, and of knowledge of conditions in this country. .

The Federal Reserve System, under our laws, is an independent system 2_llld is
responsible for certain areas of action. At some previous times in our history
the question of its independence has come into discussion. There have been
times when perhaps it has been subservient to other judgment.

Before we came here there was such a situation. It was resolved before we
came here in the reestablishment of the independence of the Federal Reserve
System in its field. Mark you, in its field.

When I assumed the responsibility of my office, I realized the close association
that would have to exist between the Federal Reserve System and the Treasury,
because our fields are so interlocked. Bill Martin was then the Chairman of the
Federal Reserve Board. One of the very first things that I did was to ask Bill
Martin if he would continue. He had tendered a resignation. I asked him if he
would continue as the Chairman. I did it for one reason. I did it because I
thought then, and I think now, that Bill Martin is the best qualified man in the
United States for his job. [Applause.]

He consented and took the job. We arranged at that time that we would have
the closest cooperation between the Federal Reserve Board and the Treasury,
each recognizing the other’s field of operation and the other’s independence in his
particular field.

We set up a lot of mechanics, such as meetings back and forth, weekly meet-
ings, biweekly or triweekly meetings. We have gone along in a very close associa-
tion, each presenting to the other his views, hearing his views, giving considera-
tion to the other’s views, and finally deciding what he was going to do in the
field of which he was responsible and going ahead with his job. We have had
that close association, as I think you must in any situation where you are trying
to balance.

The most difficult situation is where you are trying to balance the effect of
pressures, both inflationary and deflationary pressures, not only as to what the
effects of those pressures are today but what the effect of those pressures is
going to be 3 months, 6 months, or even some longer period hence.

You are in a field of tremendous difficulty. You are in a field where nobody
can really be very sure that he is right. Worse than that, you never can know
afterwards who is right because this is a moving business. When you take ac-
tion one way you never will know, and nobody else will ever know, what would
have happened if you had taken the action the other way. There is no way to
ever check up.

All during this period we had continual discussions, continual questions back
and forth amongst our staffs, as to what action should be taken to resist both
inflationary and deflationary pressures.

By and large we have been fairly lucky in having a pretty close balance during
most of the period between these pressures. That is the finest position that the
people of the United States can be in. And it is the most difficult position for
the people who are trying to balance the pressures in any way that they can.

I will just cite for a moment what the pressures are.

We have for a period of a good many months had the highest employment
in the history of this country, the highest earnings in the history of the country,
the greatest volume of business in the history of the country. We have been
going along at this extremely high level a large part of this period, and pretty
well balanced with very little change, either deflationary or inflationary, during
this period. Very, very little change. :

‘When you are in a period of very high employment, very high business activity,
if you try to move up to any great extent from that extremely high level, you
soon reach the place where there are not enough more materials, and there
are not enough more people, to make many more goods. If the pressure is
pushed too high under those circumstances, you get a scramble for materials
and a scramble for people and you raise costs to the general public, the cost
that the public has to pay, without giving the public anything more or better
for it.

That is an inflationary pressure that should and must, be avoided, if it can be,
because you are not getting better goods and you are not getting more goods.
You are simply paying more for them because you already are at about as high
as you can go.

If during such a period there are pressures and scrambles to increase inven-
tories, or to build inventories, or to gamble with goods against price rises, or
against material shortages, you very soon get yourselves into a position where
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you have more than your normal requirements need. Under those circumstances
as inventories accumulate they, in and of themselves, soon become a burden
and have to be liquidated. As you liquidate the inventory you curtail your
purchase of new products. Then you begin to have deflationary pressures and
you begin to lose employment and begin to get in trouble on the down side.

The Federal Reserve System, with its combined judgment of all of these
people, has been leaning, as they say, against the wind during this high period,
to prevent inflationary pressures. We have had discussions as to when they
should move, or how they should move. We very frankly always stated our
opinions to them, and they to us. We talked about it at length. Included in
those discussions are the President’s economic advisers who worked with us
continually, Arthur Burns and his people, and we all expressed ourselves, and
a great deal of the time there is a difference of opinion in shades of timing and
in shades of what the pressures will be.

We work this out to a point where the Federal Reserve System exercises its
final judgment in its field and the Treasury exercises its final judgment in its
field. i

This last time when the discussion was up as to whether we would make
this additional move, we had to balance not only the conditions that obtained
at the time, but the question of what those conditions are going to be sometime
hence. Very frankly I differed with Bill [Martin], and our people differed with
his people, as to the force of the pressures some time hence. Not as to the
conditions of today, but as to the force of pressures some time hence.

It seemed to us that we could already see some natural conditions that were
coming. We could see some excessive inventory in the automobile business.
We could see some excessive inventory here and there. We could see a steel
wage negotiation coming up. We could see some accumulation in that field.
We felt that the natural conditions would exert some downward pressures that
would offset these pressures upward, and that there was no further action re-
quired at that time, that it was better to go without it.

My general feeling about our economy is that the best interests of America
are served when the great majority of people in America have confidence in the
situation, when they believe that things are sound and strong, that their jobs
are reasonably secure and that good times, which we are in, are going to con-
tinue. Not necessarily peak times. I think we must distinguish that.

I think we are often apt to exaggerate when in some particular place there is
some relatively small readjustment, and think that is bad times, or that when
somebody is not breaking records all the time, that that is bad times. It is not.

When you have very high levels, you have to expect small adjustments in the
economy, and you thank the Lord that they are small and come here there and
the other place. When they are coming here and there and the other place, it -
means they are not all going to come at once. When they do not all come at
once they correct themselves relatively soon and with relatively little damage.

When you have a high degree of confidence that that is the situation, you can
feel that you have pretty sound ground under your feef.

The reason I put so much stress on confidence is this: The majority of people
in America have more money to spend than just what they have to spend every
day to live on—for clothes and food and shelter. They can spend a little more,
or a little less, depending on how they feel, depending on how secure they feel—
dépending on their confidence. _ .

They can buy a washing machine or not buy. They can trade autom_oblles,
or go along with the one they have. They can buy a house or they can still pay
rent. With confidence you have the people going along on an even keel .and
buying not just the things they need, but other things they want, the_ things
that are available for them to have, to keep increasing their scale of living and
to keep a strong economy and widespread activity. . . .

If people begin to lose that confidence and they begin to curtail their activi-
ties, why you can very soon find yourself in a position where, when that fellow
decides not to buy that washing machine, it is only a little while before either
there is another washing machine in the inventory, and later there is a man
out of a job. .

The most important thing in America is a job. Don’t ever forget it. If you
do not have the jobs, you do not have any America. The problem for all. o{f us
is to see, in every way that we can, that we do have jobs in America. It is jobs
in America that makes everything that we have. It makes all the goods we
have. It makes all the material things. "I am not talking spiritually. I am
talking materially. Jobs make all the material things that we have. Jobs
are the most important thing in this country.
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Confidence in our financial sitnation and our financial management, in our
prudence, in our financial integrity, is essential to the maintenance of jobs and
lots of jobs. Therefore, I think that what we want to do is so conduct ourselves
in every way so we do not shake that confidence, so that the people feel that
we are working in the best interests of leaning against both inflation and defla-
tion, but letting the judgment of 160 million people determine what they will
buy, when they will buy it, and whbat they will pay for it and have the confi-
dence to go ahead and do it.

STATEMENT OF CHAIRMAN WILLIAM McCHESNEY MARTIN, JR,,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

The CaarMan., Mr. Martin, we are delighted to have you here.
Will you identify yourself for the record, please, sir ?

Mr. Marrin, Mr. William M. Martin, Jr., Chairman of the Board
of Governors of the Federal Reserve System.

The Cramrman. Would you like to make a statement of your own,
preceding the questions to be asked ?

Mr. MarTIN. I would like to, Mr. Patman. I would also like to an-
swer the 3 or 4 questions in the letter.

The CrATRMAN. I wish you would do that first.

Mr. Marmin. I would like to explain first that I regret very much
that you feel that our answers were unresponsive in the first instance.
There was no intention to be unresponsive. It was entirely a matter
of endeavoring to describe the modus operandi of an informal work-
ing arrangement, which is nonstatutory, for consultation and contin-
uous conversations and cooperation with the Treasury Department
and other interested agencies.

It was in that light that we made the original answers, and you state
in your statement that you suggest there 1s similarity between Secre-
tary Humphrey’s answers and my answers,

The CrarmMAN. Yes.

Mr. MarTiN. I would like to say that I consulted with Secretary
Humphrey about this answer, because I thought it was important to
know whether he had a different concept about the Federal Reserve
System than I had.

The Cuamman. Preceding your reply.

Mr. MarmiN. Preceding my reply. If he had a different concept of
the independence of the Federal Reserve System than I had, it didn’t
seem to me to make any difference particularly whether I answered
these specific questions or not. So I would like you to know that I
had that consultation. We did not exchange drafts in that sense, but
I went over this matter with him to be sure that there was no conflict
whatever.

Now, there has been no feuding between the Treasury and the Fed-
eral Reserve System, and we are continuing to work on a weekly, daily
basis, and the nature of these conversations that we have are those
where we get the benefit of being able to converse weekly, daily, over
the telephone, and at any time that we feel like it, about any aspect
of monetary and credit policy, and about other operations of the finan-
cial end of the Government.

Now, it is in that light and in the fact that we have certain statutory
responsibilities given us in the Federal Reserve Act, that the Con-
gress has given us the Federal Reserve Act, which, as T frequently
say, is our trust indenture, whereby we act in a trustee capacity for the
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Congress and the people of the United States, and the Congress can
change the Federal Reserve Act.

The Crairsax. May I interrupt you there just to remind you of a
statement that went out from Washington last week by a famous
weekly publication? I will just read it to you, and see if you agree
with it, on that particular point.

Is there politics in it?—
speaking about the discount rate—

Is it due to administrative pressures for easy feeling before election? Federal
Reserve men emphatically say “No.” They say they are independent of any party
or any Government administration.

Would you consider that a correct statement ?

Mr. MarTin. I would say that the Federal Reserve System, as set
up and as presently admimstered, is as close to a nonpolitical agency
as it is possible to have in this world. A definition of “politics” could
become very difficult at times but we are trying to do what is right in
a completely nonpolitical sense.

The CHamrMaN. I know, but you have not answered the question.

Mr. MagtiN. I would say that the gentleman who wrote that is

wrong. That is his judgment.

" The Cuatryan. But you are not independent of any Government
administration. You are independent of any political party. I
would agree with you on that, but you are not independent of any
Government administration. Of course, T agssume Government ad-
ministration would mean either one of the branches of the Govern-
ment, like the executive or the legislative. You are not independent
of the legislative branch of the Government, because you are an agent
of Congress. .

Mr. Marrin. We are an agent of the Congress.

Vice Chairman Parman. Agent of the Congress.

Mr. Martin. 1 would like to stress that in my prepared statement
that the Federal Reserve Act, as we read it

The Cramyan. Before we get away from it, if you please, Mr.
Martin, pardon the interruption. In consulting all these different
people and in arriving at your conclusions, and making these far-
reaching decisions, do you confer with anybody in connection with the
Coillgrress that is connected with the Congress?

. MarTin. From time to time I have conferred with the chair-
men of the Banking and Currency Committees, in the Senate and the
House. Idonot,as aregular practice. ‘

The Crairsran. Do you do that in regard to raising discount rates
and similar things?

Mr. Marmin. No; I have not done that.

The Crarryax. It occurs to me that you are in a position—I am
not trying to subordinate you or anything like that—but you yourself -
have said at ore time that you are in the position of a servant. The
relationship as between the Congress and the Federal Reserve Board,
is more like that of a master and servant, and having that relationship,
or a similar one, wouldn’t you feel that you should confer with the Con-
gress now and then about things which involve so much ¢

Mr. MagrTin. I am open to suggestions. I have had great question
about it, because ours is a delegated authority. We are fully respon-
sible, and accept responsibility. If something goes wrong, we expect
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to take the blame. We stand before the body politic. It could be that
you would want to have a watchdog committee, or to have a representa-
tive of the Congress attend all of our meetings, but in that event it
seems to me that since this is a continuous process that changes from
day to day, and week to week, that that representative ought to be a
full-time representative, and ought to share in the responsibility
for the decision, as well as serve on a consultative basis. The re-
sponsibility for the decision in this instance, or in other instances,
in terms of the Federal Reserve Act, lies with the Federal Reserve
Board, and we stand at the bar of public opinion and congressional
behest on that at any time.

The Crairman. May I comment briefly on that suggestion of yours,
namely, that whoever you confer with should assume some of the re-
sponsibility, if it is a representative of the Congress? You do not
expect the people with whom you confer outside of Congress to share
your responsibility, do you? You do not expect the Federal Advisory
Committee of the Federal Reserve System, for instance, to share in
your responsibility. You don’t expect any of these 108 directors of the
12 Federal Reserve banks to share any of the Board’s responsibility.
You take the responsibility yourself, do you not ?

Mr. Marrin. Oh, no; I expect the directors of the Federal Reserve .
banks, in accord with the Federal Reserve Act, to act to accept their
share of the responsibility. As to the Federal Advisory Council, that
is a statutory body

The Crairman. That’s right.

Mr. MartiN. And where it is written into the statute that we should
confer with anybody, why, of course, we are going to do it. I am talk-
ing about statutory responsibility now.

The Crmamman. Of course, you know why the Federal Advisory
Council was written in there. You know that President Wilson was
determined that bankers should not be on a policy-making board and
finally they agreed on having the bankers represented through that
Council. After Mr. Wilson died and we were in the depths of the
depression, the bankers who wanted representation on important money
management boards got it during the depression and they still have
it. That is right, isn’t it ?

Mr. Marrin. The Federal Advisory Council is a part of the statute.

The Cratrman. They have got not only the Federal Advisory Coun-
cil, but they have got banker representation, too, on the Open Market
Committee.

Mr. Marmin. Not banker representation on the Open Market Com-
mittee unless—this is a favorite discussion between you and me—your
reference is to the fact that the original recommendation comes from
the board of directors of a given bank that includes certain directors
who are bankers.

The Crarryan. I once asked you to find out how many of the class
B directors own interests in banks. Didn’t your questionnaire dis-
close that a majority of them were bankers ?

Mr. MarTiN. Idon’t think a majority.

The CratrMaN. That is the impression I go from the information
from your Board.

Mr. Martin. I think I could resubmit for the record that state-
ment. I would be very glad to do it, but there were a few that do have
interest in banks, though there are very few.
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The CHarrmax. The information I got was majority.

Mr. Marrry. I will put that statement in the record of this hearing,

if that is desired. ]
(The statement referred to 1s as follows:)

" Information with respect to the ownership of bank stock by class B directors

of Federal Reserve banks was furnished at the request of Mr. Patman for the
record at the hearings before the Committee on Banking and Qurrency of th‘e
House of Representatives on H. R. 9285—Direct Purchases of United States Ol.)h-
gations by Federal Reserve Banks—on February 27 and 29, 1956. The following
is taken from page 25 of those hearings:

«“The law does not prohibit class B directors of Federal Reserve Banks from
being stockholders of banks. In order to respond to the request of Mr. Patman
and Mr. Multer, therefore, it was necessary to ask each Federal Reserve bank
to obtain a statement from each of its class B directors of the amount of bank
stock now owned and whether there had been any change in ownership during
the past 3 years or since their election as directors, whichever is the shorter
period.

“Under the law, there are 36 class B directors of Federal Reserve banks (3 for
each of the 12 banks). At the time of this inquiry there was 1 vacancy, and it
was not possible to obtain the information from 2 of such directors who were
on extended trips and could not be reached.,

The remaining 33 class B directors own stock of banks as follows:

“Qixteen own mo bank stock and have owned no bank stock since their elec-
tion as directors.
. “Tleven own less than one-half of 1 percent of the stock of any 1 bank.
“Three own less than 2 percent of the stock of any 1 bank.
“One owns 2% percent of the stock of 1 bank (130 of 6,000 shares).
“Omne owns 13 percent of the stock of 1 bank (3,900 of 30,000 shares).
“One owns 15640 percent of the stock of 1 bank (312 of 2,000 shares).

“Four of the directors had increased their holdings of bank stock within their
term of office for the past 8 years. The increased holdings of three resulted
from stock dividends or the exercise of rights in connection with an increase
in capital. Omly one represented an increase in proportionate ownership. None
of the 17 owning bank stock has decreased his holdings since his election as
director.”

The Cuairman. They are elected by bankers. Out of the board of
directors in New York—and it 1s the same in each Federal Reserve
district—6 of the 9 directors are elected by the banks. Now, whoever
they select, of course, I consider that banker representation has selected
them. You think that because some of them are not bankers that—-

Mr. MarTIN. I think because they are insulated—and I am glad to
have an opportunity to put this statement in the record, because I
think if there is anything not in consonance with the Federal Reserve
Act, nobody wants to know it quicker than we do.

The Cramman. All right, sir. Pardon the interruption, Mr, Mar-
tin. You may proceed.

Mr. MartiN. Would you like me to read this statement ¢

The Cramrman. If you prefer.

glr. MarTiN. Then I will answer these questions very briefly at the
end.

_ Your letter of June 4, advising me of the time for this public hear-
ing, and the subcommittee’s statement of June 7 for the press, state

1 Since that time the vacancy has been filled and the information from the two directors
referred to has been obtained as follows :

One director owns eighty-two hundredths of 1 percent of the stock of one bank.

One owns 114 percent of the stock of one bank (300 of 20,000 shares, which has been
re%uced from 31’3‘1?(‘0 sharestwiféht% the p:i(st % years).

ne owns 314 percent o e stock of one bank (200 of 6,000 shares) and 10 percent

800 oft %,000 shares) of another bank. There has been no change in hig holdingspdurlng

e past 3 years.
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that you are interested at this time in procedural matters surrounding
the recent increases of the disconnt rate at Federal Reserve banks, and
that you wish to leave for a later date questions as to the merits and
wisdom of the action itself.

Your decision not to go immediately into the merits or demerits of
this particular action seems to me a wise one. As you know, the Fed-
eral Reserve Act specifies a procedure for reporting annually to the
Congress, whose agent we are, on the policy actions of the Reserve
Board, and of the Federal Open Market Committee.

A wider understanding of these procedures is very desirable. Ac-
cordingly, this statement will set forth an elementary outline of organ-
1zation and procedure and will include a statement relative to the 108
directors of the 12 Federal Reserve banks, who, under the Federal
Reserve Act, have initial responsibility for determining discount rates
at their-respective institutions.

I list the name and the directors at the back of the statement.

The CaamMaN. You list those that were class 3 directors that owned
the stock in banks?

Mr. MarriN. No, but I will supplement this statement with other
material to meet the request which has just come up.

Discussion and full disclosure of monetary policy and action are,
of course, essential. The effects of a given step in the development of
monetary policy, however, are difficult, if not impossible, to gage in
the short run.

Montetary policy is a fluid, not a static, process. Each separate
action is usually a supplemental or complementary step in develop-
ment of an overall pattern of policy.

Policies are shaped from day to day by a connected series of separate
actions, with constant adaptations to the ever-changing factors and
forces 1n the vast economic fabric of the country.

Therefore, it would be illogical and misleading to lift out of context
a given step in the process. Debate close to the time of action does
not afford a broad enough perspective, particularly when judgments
as to timing or as to the economic outlook differ.

Under circumstances of diverse trends, hesitancy and delay in taking
monetary action might result if those responsible for action were ex-
pected to explain publicly and defend any given step of a continuing
or changing pattern, before the economic indicators were so unmistak-
ably clear as to support a unanimity of judgment.

The annual reports to Congress required by law are sufficiently re-
moved from the time the various actions are taken to afford a broader
perspective as to their wisdom or lack of it. Thus, a better, calmer
appraisal is probable than is apt to be the case if judgments are made
around the time action is taken.

The CrarrMAN. May I ask you a question on that one?

Mr. Martin. Certainly, sir.

The Cramman. I know that your reports are invariably delayed.
Instead of making a report right at the end of December, you usually
make the report about—when ?

Mr. Martin. We have been usually doing it around March or early
April, because—-

The CraRMAN. We don’t usually get them, or at least I haven’t
been getting them early. I had this in mind, about the first of June
or first of July.



CONFLICTING OFFICIAL VIEWS ON MONETARY POLICY 29

Mr. MarTin, We have done better than that, and I am making every
effort administrativeli to get them up earlier. I hope next year to
get it in in early March.

- The CuaiRMaN. Since you mentioned that here, it was wise to have
the decision, the announcement of the decision delayed, I thought
maybe it was deliberately done. :

Mr. MarTIN. No, sir; absolutely not.

A wider understanding of these procedural processes which you are
studying today should lead to a better public understanding of policy
action, what they aim to accomplish, and what they can and cannot
do. There is, of course, no magic in Federal Reserve, monetary, or
other governmental measures that will assure perpetual and evenly.
distributed economic health. Maladjustments, imbalances, excesses in
some sectors and shortages in others are inevitable; but partial read-
justment should not be postponed, at the risk of increasing the general
ailments,
inMonetary policy is a standard, though limited, remedy for some

S. :
The discount rate Earticularly can be greatly overrated as a cause
or cure. Open market operations, discount rate changes, and re-
serve requirement changes are the closely interrelated parts of Federal
Reserve monetary mechanism. Confusion often arises because we are
apt to talk about the three parts of this mechanism as if we were
oﬂ'c:lred a choice among three separate means of easing or tightening
credit. '

All three must operate together—in a continuing pattern, the sup-
ply of reserves always being basic. Open market operations and re-
serve requirements affect that base. Discount rates do not affect
the volume of that base, but only the cost of reserves. It is therefore
misleading to think of the three components as if they were alterna-
tives to be used independently of each other. They must be used to-

ether.

g The use of one component rather than another at a particular mo-
ment is explained by the fact that, by its nature, each has a different
impact. Reserve requirements are the bluntest of the three, having
the heaviest impact because they directly affect all member banks in
varying degree and release or absorb very large sums. Changes in
reserve requirements are best suited to broad basic adjustments, and
the impact of such changes is often modified by subsequent Federal
open market operations.

Open market operations are best suited to day-to-day adjustments,
for they can be used to release or impound small or large sums of re-
serves in accordance with current conditions. In this way, what have
aptly been called “high-powered dollars” are added to or taken out
of the reserves of the banking system.

It is most important to note here that contrary to a widespread mis-
understanding, the Federal Reserve System does not use the reserves
deposited with it by the member banks to buy Government securities.

The Cuamman. On that point, Mr. Martin, you remember that
a representative of the American Bankers Association insisted one
time in answering my question before the Banking and Currency
Committee of the House that these deposits were used to buy Gov-
ernment securities. Every year I questioned them, and the American

79011—56——75
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Bankers Association representatives adhered: to their former insist-
ence. Finally, last year they wrote me a letter and stated I was right
and they were wrong. I have never pubhshed that letter, but I think
Ishould. T am glad Jyou brought, it out. -

Mr. MaRgTIN. 1 think that was very. he]pful your bringing out t}nt
error.

For this purpose the Reserve System creates money, and additional
reserves are thus put at the disposal of member banks on which loans
and investmeénts can be pyramided at a ratio of about 6 to 1. "That
is why the money cr eated to make such purclmses is spoken of as “high-
powered dollars.”

Discount rate changes, in 1espect to fr equency of use, are less fre-
quent than open market sales and purchases, but-more. frequent tlhan.
reserve- requirement - changes. -For-example, theirates of ;discount
were revised. downward tw1ce in 1954, during a.’comparatively- short
and mild business downturn, and have been revised upward-5 times:
over the last 12 or 13 montfls as tlie €conomy <ose ifoward.its pro-
duction cctpacn:y, and demand for credit strained the limits of supply.

~The initiative-as to discount rates rests with the directors at each
of the 12 banks. They meet regularly, different-Reserve banks:hav-
ing different days, in some instances, for-directors’ meetings; but each
bank acts every 14-days, either to reestablish or change.its existing
discount rate. The action taken, whether.to continue the 'same or to
change the rates; is immediately reported to the Board.of Goveérnors,
and acted upon at a regular or special Board meeting. »

Since System procedure is based on or oamzmtlon, it seems 1elevant
and appropriate to outline briefly the way in which the Reserve-Sys-
tem is organized. It is essentially a regional system, made up of 12
Reserve banks with 24 br anches, and having a total of 260 directors.
The Board of Governors has respon51b111ty for coordinating policy
of the 12 banks, and in some instances supervises operations as well.

The Federal Reserve Act spells out, in detail, how the directors
of the banks and branches are to be chosen. At the head offices, there
are 9 directors, 6 elected by member banks. You are correct in that.

Three—class A, in the law—are chosen from local member banks, so
grouped as to provide representation for the larger, medium-sized,
and smaller banks in each district. And the bulk of the member banks
are, in fact, small businesses, engaged in serving small businesses in
their communities. Three—class B—are required to “be actively en-
gaged in their district in commerce, agriculture, or some other indus-
trial pursuit.” The first 3 may be considered as lenders, the second
3 may be looked upon as representatives of borrowers. The remaining
three—class C—are chosen by the Board of Governors with a view
to providing a still broader representation, and they cannot be bankers:
Of the class C directors, the Board of Governors designates one as the
chairman and another as the deputy chairman for each Reserve bank.

The CramrMaN. May I interrupt you there? You state here that
class C directors cannot be bankers, but I believe the law requires them
to be men of tested banking experience.

Mr. Magrtin. That’s correct, as to the chairmen.

The CaarrMAN. They must have been bankers recently ?

Mr. MarTin, Oh, no.

The CaaRMAN. They must be of tested banking experience.

Mr. MarTIN. Itisbanking in the broad sense.
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The CrarrMaN. I am not making any point, except to say that the
whole board is topheavy with bankers.

Mr. MarTiN. Well, we have for example, Mr. James R. Killian, Jr.,
who is the pr esident of the Massachusetts Institute of Technology,
one of those selected as a class C director. He has been very faithful,
and a fine director.

The CEAIRMAN. I am not saying anything against any of them.

Mr. MarTIN. I know that. Ijust wanted to point that out.

Iii this blending of public and private participation, the act vests
the regional banks with as large-a degree of autonomy-as is feasible
in an organized system. While each president and first vice president
of a Reserve bank is initially selected by the local directors for a term
of 5 years; the selections are subject to approval by the Board of-Gov-
efnors, a procedure that, in my judgment, gives these officers a very
desirable freedom fr om domnntlon by the Governms the directors, ox
by others.’ .

“The CHAIRMAN.- Mav I ask you about the Open M'eret Commlttee‘-
on this particular action, Mr. Martin? The Open Market Committee
manager is selected by the 9 directors of the New York Bank, 6 of
whom'were selected by the banks in that Federal Reserve Dlstrlct TIs.
that correct? -

- Mg, MarTIN. New York Federal Reserve Bank ?

The Crmamrman. That is the only one, of course, that has a manager.

‘Mr. MarTiN. That’s right.

The Cmairman. The Board of Governors approved him ?

- Mr. MarTin. That’s right.

The Cmarraan. That person who h‘IS that very important place
) handhng the operation, open market operations, 1s not directly re-
sponsible to you, is he? When I say “you,” I mean of course thé
Board of Governors. He i is responsible to the New York Federal Re-
serve Bank? ’

Mr. Marrin. He is responsible to the bank, but the bank is actmo
as an agent of the Open Market Committee. .

Now, on this point, in our ad hoc subcommittes report, which we
have. discussed frequently, it has been my feeling that the selection of
the manager should be by the Open Market Committee, and then the
directors of the New York bank should approve the selection rather
than having it in reverse. That is the wiser approach, in my judg-
ment.

The CHAIRLIAN Wouldn’t you go further, Mr. Martin, and say that
the bankers should be off the Open Market Committee, and that the
Open Market Committee should be composed of the Board of Gover-
nors here in Washington and the whole open market operation moved
to Washington? -

Mr. MarTIiN. No; I wouldn’t go that far.

. The Cramorax. You wouldn’t gothat far? All rlght

Mr. MarTiN. Similarly, the functions of the System are distributed.
Thus reserve requirements are the sole responsibility of the Federal
Reserve Board. Open market operations are the responsibility of
the Federal Open Market Committee, a statutory body consisting of
the 7 members of the Reserve Board and the 5 Reserve bank presi-
dents. And the law specifies that all the presidents shall serve on the
Committee at intervals. Discount rates are a joint responsibility of
the Reserve Board and the Reserve bank directors.
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The Crarrman. May I interrupt you there, and you say the law
specifically says that these are at intervals? Isn’t there an exception,
a very important one, that the president of the Federal Reserve Bank
of New York is always a member?

Mr. Martin. That’s correct.

The Cuaryman. This is incorrect to that extent. .

Mr. MarTin. Well, not so far as my comment here is concerned with
the fact that all the presidents serve on the Committee at some time.

The CratrMAN. At intervals, but indicating that they skip, 1 year
on, 2 years off, which of course is true.

Mr. MarTIN. Not true in the case of New York.

The CuairmaN. In New York they are permanent members.

Mr. MagTIN. They are permanent members under the law.

These provisions have been carefully thought out in the legislative
process and have worked reasonably well in practice. I do not mean
to say that the System is perfect—it is not—but I am confident that
the Congress would not wish to make important changes in it without
thorough study and deliberation.

Although the discount rate is fixed periodically by each bank sub-
ject to the Board of Governors’ approval, in the actual granting of
discount accommodation to individual member banks, the Federal
Reserve bank directors act on their own initiative and responsibility,
free from intervention or pressures by the Board of Governors or by
other Reserve banks. These directors are always in close touch with
conditions in their districts, and the discount operations, including the
rates, take account of local economic needs and trends. At the same
time, through the constant stream of intercommunication among gov-
ernors, directors, presidents, and their staffs, all who have respon-
sibilities in the System, are in touch with and advised of the economic
picture nationally and the needs of the overall economy.

The CmamrmMaN. May I interrupt you there, too, Mr. Martin ¢

Although these directors have all this power and the responsibility
of fixing these rates, you can veto any rate you want to, can’t you?

Mr. MarTIN. The law gives us that authority.

The Cramrman. Gives you that power. In other words, they can
(fiallg about it and decide on it, but if you want to change it, you can

o 1t. :

Mr. MarTiN. The final authority rests with us.

The Cratrmavn. In the Board right here in Washington.

Mr. MarTIN. In the Board right here.

The CratrmaN. That’s right.

Mr. MartiN. Through the medium of frequent meetings of the Fed-
eral Open Market Committee—meetings are held every 3 weeks
or oftener as circumstances require—there is an interchange of eco-
nomic information and operational experience that keeps Board mem-
bers and the Reserve bank presidents and directors informed on the
course of the economy, both regional and national.

I would like to point out here that the airplane has been a very great
help to us.

The CuarrMAN. What has?

Mr. MarTin. The airplane has been a very great help to us, in that
the president of the San Francisco Reserve Bank hasn’t missed a
meeting in months—since February, I think, although I didn’t check
this exactly. That wouldn’t have been possible 10 years ago, or at least
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it would have been very difficult, so swift transportation has been help-
ful to the operation of this Committee.

As discount policy is closely interwoven with open market policy, it
is among the important subjects discussed at the frequent meetings of
the Federal Open Market Committee, and the presidents of the Re-
serve banks generally express their individual views as to whether
they feel they should recommend to their boards of directors changes
in discount rates. A consensus may emerge from the round table dis-
cussion, but—and this is important to bear in mind—there is no effort
on the part of any member of the committee to dictate to any individual
Reserve bank, its president or directors what those rates should be.

The Cmamman. On that point, I think it is germane to ask you
about this last increase in the discount rate which was passed on, I be-
lieve, by 10 or 11 of the banks, the same day. ‘

Mr. MarTin. That Board approval was given 11 banks on the same
day. The reason for that was that we held up to give—but let me give
you the sequence: The first bank to come in with a recommendation
was the Atlanta Reserve Bank. The second bank to come in was the
Philadelphia bank. We knew that the following Thursday—April
12, the day, as it happened, that the discount action was announced
—there would be some meetings of quite a number of banks. On
Wednesday, April 11, preceding the Thursday date—as I pointed out,
these banks have different meeting dates, and no effort was made to
pressure anybody to go along and do anything—and the San Fran-
cisco bank came 1n.

The CrarrmanN. You don’t mean to say you were not conferring
with them at different times?

Mr. MarTIN. On this discount rate change ?

The CmarMan. Yes, sir.

Mr. MarTiN. We conferred in the Open Market meeting, which
preceded it, but we did not confer with them individually as they
went along. .

The Cuamrman. In the Open Market Committee preceding the
actions of the different boards you had discussed it, and you had agreed
it might be a good thing ? .

Mr. MarTiN. No; we didn’t come to any agrement. We had a full
discussion of it in which it was indicated that several of the banks
might go up.

The CaaARMAN. It was not wholly unexpected ¢

Mr. MarTin. Not wholly unexpected, but I was by no means cer-
tain. T did know that two banks were coming in with different rates,
that they would come in at rates different from the others.

The CratrMAN. Were they justified, or authorized in reaching that
conclusion, that it would meet with the approval of the Board, if
they did raise these rates?

Mr. MarTiN. They knew that it would be considered by the Board
promptly, and having participated in the Open Market Committee
meeting, they had reason to believe that there was gradually crystal-
lizing in the System a view that a higher rate might be desirable.

That there should be differences—as evidenced at the moment by
different rates in two of the districts—reflects not only different judg-
ments, but also the absence of dictation or undue influence. This, I
believe, is the way in which this function was expected to be performed,
based primarily on the judgments of directors familiar with local
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conditions, and with coordination effected through the Board of Gov-
ernors.

Finally, let me point out that discount rates are the interest rates
paid by member banks, when they borrow from their district Federal
Reserve bank. It should be emphasized that such borrowing is in-
tended to meet only temporary needs of member banks for reserve
funds, and not long-term needs geared to the normal growth of the
economy, or to the annually recurring seasonal requirements of com-
merce, ndustry and agriculture in the 12 districts. Reserves neces-
sary for.such general and repetitive purposes are predetermined as
closely as possible by the Federal Open Market Committee and ordi-
narily supplied by Federal open market operations or occasionally
by the Board of Governors through changes in reserve requirements.

In arriving at policy decisions, great care is taken to obtain and
evaluate all relevant views, including, of course, the views of officials
of the Government who have responsibilities in the economic field.
These consultations frequently develop differences of view. That is to
be expected. Our final decision, however, under the law, must be our
own and represent, as closely as human relations can, our judgment
on the direction of action that will contribute most to the public
welfare.

Following is a list of the Federal Reserve bank directors and their business
affiliations :
DISTRICT 1—BOSTON
Class A:
Lloyd D. Brace, president, the First National Bank of Boston, Boston, Mass.
Harold I. Chandler, president, the Keene National Bank, Keene, N. H.
Oliver B. Ellsworth, president and trust officer, Riverside Trust Co., Hart-
ford, Conn.
Class B:
Milton P. Higgins, president, Norton Co., Worcester, Mass.
Frederick 8. Blackall, Jr., president and treasurer, the Taft-Peirce Manufac-
turing Co., Woonsocket, R. I.
Harry B. Umphrey, president, Aroostook Potato Growers, Inc., Presque Isle,
~Maine.
Class C:
James - R. Killian, Jr., president, Massachusetts Institute of Technology,
Cambridge, Mass.
Robert' C. Sprague, chairman and treasurer, Sprague Electric Co., North
.. Adams, Mass. :
Harvey P. Hood, president, H. P. Hood & Sons, Inc., Boston, Mass.

DISTRICT 2—NEW YORK
Class A:
John R. Evans, president, the First National Bank of Poughkeepsie, Pough-
keepsie, N. Y. .
Ferd I. Collins, president and trust officer, Bound Brook Trust Co., Bound
Brook, N. J.
Howard C. Sheperd, chairman of the board, the First National City Bank
of New York, New York, N. Y.
Class B: .
Lansing P. Shield, president, the Grand Union Co., East Paterson, N. J.
John E. Bierwirth, president, National Distillers Products Corp., New York,
N. Y.
Clarence Francis, director, General Foods Corp., New York, N. Y,
Class C:
"~ Jay B. Crane, vice president, Standard Oil Co. (New Jersey), New York,
N. Y. :
Forrest F. Hill, vice president, the Ford Foundation, New York, N. Y.
Franz Schneider, consultant to Newmont Mining Corp., New York, N. Y.
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DISTRICT 3-——PHILADELPHIA
Class A: .
Wm. Fulton Kurtz, chairman of the executive committee, the First Pennsyl-
vania Banking & Trust Co., Philadelphia, Pa.
‘W. Elbridge Brown, president and trust officer, Clearfield Trust Co., Clear-
field, Pa.
Lindley S. Hurff, president and trust officer, the First National Bank of
Milton, Milton, Pa.
Class B: :
Warren C. Newton, president, O. A. Newton & Son Co., Bridgeville, Del.
Bayard L. England, president, Atlantic City Blectric Co., Atlantic City,

N. J.
Charles E. Oakes, president, Pennsylvania Power & Light Co.,- Allentown,
Pa.
Class C:
Lester V. Chandler, professor of economics, Princeton University, Prince-
ton, N. J.

William J. Meinel, chairman of the board, Heintz Manufacturing Co., Phil-
adelphia, Pa.
Henderson Supplee, Jr., president, the Atlantic Refining Co., Philadelphia,
Pa.
DISTRICT 4-—CLEVELAND
Class A:
J. Brenner Root, president, the Harter Bank & Trust Co., Canton, Qhio.
Edison Hobstetter, president and chairman of the board, the Pomeroy Na-
tional Bank, Pomeroy, Ohio.
King E. Fauver, director, the Savings Deposit Bank & Trust Co., Elyria,
Ohio.
Class B:
Alexander E. Walker, chairman of the board, the National Supply Co.,
Pittsburgh, Pa. . :
Joseph B. Hall, president, the Kroger Co., Cincinnati, Ohio.
Charles Z. Hardwick, executive vice president, the Ohio Oil Co., Findlay,
Ohio.
Class C:
John C. Virden, chairman of the board, John C. Virden Co., Cleveland,
Ohio.
Frank J. Welch, dean and director, College of Agriculture and Home Eco-
nomics, University of Kentucky, Lexington, Ky.
Arthur B. Van Buskirk, vice president and governor, T. Mellon & Sons,
Pittsburgh, Pa.
DISTRICT 5—RICHMOND
Class A:
J. K. Palmer, executive vice president and cashier, Greenbrier Valley Bank,
Lewisburg, W. Va. .
Daniel W. Bell, president and chairman of the board, American Security &
Trust Co., Washington, D. C.
Joseph E. Healy, president, the Citizens National Bank of Hampton, Hamp-
ton, Va.
Class B:
W. A. L. Sibley, vice president and treasurer, Monarch Mills, Union, S. C.
Robert O. Huffman, president, Drexel Furniture Co., Drexel, N. C.
L. Vinton Hershey, president, Hagerstown Shoe Co., Hagerstown, Md.
Class C:
Alonzo G. Decker, Jr., executive vice president, the Black & Decker Manu-
facturing Co., Towson, Md.
D. W. Colvard, dean of agriculture, North Carolina State College of Agri-
culture and Engineering, Raleigh, N. C.
John B. Woodward, Jr., chairman of the board, Newport News Shipbuilding
& Dry Dock Co., Newport News, Va.

DISTRICT 6—ATLANTA
Class A:
Roland L. Adams, president, Bank of York, York, Ala.
W. C. Bowman, chairman of the board, the First National Bank of Mont-
gomery, Montgomery, Ala.
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William C. Carter, chairman and president, Gulf National Bank, Gulfport,
Miss. .

A. B. Freeman, chairman of the board, Louisiana Coca-Cola Bottling Co.,
Ltd., New Orleans, La.

Pollard Turman, president, J. M. Tull Metal & Supply Co., Inc., Atlanta,

a.
o D(()}nald Comer, chairman of the board, Avondale Mills, Birmingham, Ala.
Jlass C:
Harllee Branch, Jr., president, Georgia Power Co., Atlanta, Ga.
Henry G. Chalkey, Jr., president, the Sweet Lake Land & Oil Co., Lake
Charles, La. :

Walter M. Mitchell, vice president, the Draper Corp., Atlanta, Ga.

DISTRICT 7—CHICAGO
Class A:
Vivian W. Johnson, president, First National Bank, Cedar Falls, Iowa.
. Walter J. Cummings, chairman, Continental Illinois National Bank & Trust
Company of Chicago, Chicago, Ill. )
Nugent R. Oberwortmann, president, the North Shore National Bank of
Chicago, Chicago, Il1.
Class B:
William A. Hanley, director, Eli Lilly & Co., Indianapolis, Ind.
Walter B. Hawkinson, vice president in charge of finance, and secretary,
Allis-Chalmers Manufacturing Co., Milwaukee, Wis.
William J. Grede, president, Grede Foundries, Inc., Milwaukee, Wis.
Class C: .
J. Stuart Russell, farm editor, the Des Moines Register and Tribune, Des
Moines, Iowa.
Bert R. Prall, 558 Ridge Road, Winnetka, I.
Carl E. Allen, Jr., president, Campbell, Wyant & Cannon Foundry Co.,
Muskegon, Mich. '
DISTRICT 8—8T. LOUIS
Class A:
William A. McDonnell, president, First National Bank in St. Louis, St.
Louis, Mo.
Phil E. Chappell, president, Planters Bank & Trust Co., Hopkinsville, Ky.
J. E. Etherton, president, the Carbondale National Bank, Carbondale, Il
Class B:
Louis Ruthenburg, chairman of the board, Servel, Inc., Evansville, Ind.
Leo J. Wieck, vice president and treasurer, the May Department Stores
Co., St. Louis, Mo.
S. J. Beauchamp, Jr., president, Terminal Warehouse Co., Little Rock, Ark.
Class C:
M. Moss Alexander, president, Missouri Portland Cement Co., St. Louis, Mo.
Joseph H. Moore, farmer, Charleston, Mo.
Caffey Robertson, president, Caffey Robertson Co., Memphis, Tenn.

DISTRICT 9—MINNEAPOLIS

Class A :
Harold N. Thomson, vice president, Farmers & Merchants Bank, Presho,
S. Dak.
Harold C. Refling, cashier, First National Bank in Bottineau, Bottineau,
N. Dak.

Joseph F. Ringland, president and chairman of the board, Northwestern
National Bank of Minneapolis, Minneapolis, Minn.
Class B:
John E. Corette, president and general manager, Montana Power Co., Butte,
Mont.
Ray C. Lange, president, Chippewa Canning Co., Inc., Chippewa Falls, Wis.
Thomas G. Harrison, president, Super Valu Stores, Inc.,, Hopkins, Minn.
Class C:
Leslie N. Perrin, director, General Mills, Ine., Minneapolis, Minn. .
0. B. Jesness, head, department of agricultural economics, University of.
Minnesota Institute of Agriculture, St. Paul, Minn.
F. Albee Flodin, president and general manager, Lake Shore, Inc., Iron
Mountain, Mich.
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DISTRICT 10—KANSAS CITY
Class A :
W. L. Bunten, president, Goodland State Bank, Goodland, Kans.
Harold Kountze, chairman of the board, the Colorado National Bank of
Denver, Denver, Colo.
W. 8. Kennedy, president and chairman of the board, the First National
Bank of Junction City, Junction City, Kans.
Class B:
K.Oi.l Adams, chairman of the board, Phillips Petroleum Co., Bartlesville,
a.
Max A. Miller, livestock rancher, Omaha, Nebr.
E. M. Dodds, chairman of the board, United States Cold Storage Corp.,
Kansas City, Mo.
Class C:
Oliver 8. Willham, president, Oklahoma Agricultural and Mechanical Col-
lege, Stillwater, Okla.
Joe W. Seacrest, president, State Journal Co., Lincoln, Nebr.
Raymond W. Hall, vice president and director, Hallmark Cards, Inc.,
Kansas City, Mo.
DISTRICT 11—DALLAS
Class A: i
W. L. Peterson, president, the State National Bank of Denison, Denison,
Tex. -
Sam D. Young, president, El Paso National Bank, El Paso, Tex.
J. Edd McLaughlin, president, Security State Bank & Trust Company, Ralls,
Tex.
Class B:
John R. Alford, industrialist and farmer, Henderson, Tex.
D. A. Huley, chairman of the board and president, Lone Star Gas Co., Dallas,
Tex.
J. B. Thomas, president and general manager and director, Texas Electric
Service Co., Fort Worth, Tex.
Class C:
Hal Bogle, rancher and feeder, Dexter, N. Mex.
Robert J. Smith, chairman of the board and president, Pioneer Aeronau-
tical Services, Inc., Dallas, Tex.
Henry P. Drought, attorney at law, San Antonio, Tex.

DISTRICT 12—SAN FRANCISCO
Class A: ]
M. Vilas Hubbard, president and chairman of the Board, Citizens Com-
mercial Trust & Savings Bank of Pasadena, Pasadena, Calif.
Carroll F. Byrd, president, the First National Bank of Willows, Willows,
Calif.
John A. Schoonover, president, the Idaho First National Bank, Boise, Idaho.
Class B:
Alden G. Roach, president, Columbia-Geneva steel division, United States
Steel Corp., San Francisco, Calif.
Reese H. Taylor, president, Union Oil Company of California, Los Angeles,
Calif. :
Walter S. Johnson, chairman of the board, American Forest Products Corp.,
San Francisco, Calif.
Class C: .
A. H. Brawner, chairman of the board, W. P. Fuller & Co., San Francisco,
Calif.
Philip 1. Welk, president, Preston-Shaffer Milling Co., Walla Walla, ‘Wash.
Y. Frank Freeman, vice president, Paramount Pictures Corp., Hollywood,
Calif.

Now, I would like to supplement, if I might, Mr. Patman, turning
to your letter, a comment on why I made the answer I did to your first

letter, which I am sorry was not clear to you. ]
T would like to point out that since I have been in the System,

we have tried to operate in the most effective way possible consistent
with the act.
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Now, in 1935 the Comptroller of the Currency, and the Secretary
of the Treasury, were removed by statute from the Board of Gov-
ernors. They were on it up to that time, and they were voting
members. : ,

Now, since that time there has been no formal statutory provision
outlining consultation or conversation. When we had President Tru-
man and Secretary Snyder we had a working relationship where I
conferred with Secretary Snyder every single day of the week. After
Secretary Humphrey came 1n, with the administration of President
Eisenhower, Secretary Humphrey and I have conferred every Mon-
day. And on Wednesday, the lunches which were started at the time
that you are familiar with—from our hearings, the time of the Treas-
sury-Federal Reserve accord, those lunches have been continued. The
only difference in this administration has been that where Assistant
Secretary Bartelt was the ranking Treasury official at most of the
lunches during the Truman-Snyder regime, Under Secretary Burgess
has been ranking luncheon guest during the Eisenhower-Humphrey
regime. '

The CHarrMAN. I think it is appropriate to ask you here, Mr, Mar-
tin: Do you feel like that Mr. Humphrey is the delegated person by
the President of the United States for you to confer with ?

Mr. MarmiN. No.

The CralRMAN. You don’t refer to him or think of him then as one
designated by the President. You don’t confer with him by reason
of any designation by the President?

Mr. MarTIN. The President has never mentioned any delegation of
that sort to me, but I confer with Secretary Humphrey quite naturally
because debt management and monetary policy are very closely-inter-
related. Senator Douglas, who I am sorry isn’t here today, used to
say, “Good fences make good neighbors.” Now, we have tried to work
out a relationship on monetary and credit policies and debt manage-
ment. I have insisted that in addition to the Senator’s comment, and
you have heard me a number of times, that we need a revolving door
to go through to make it effective. That is the type of relationship
that we tried to work out. .

These conversations that we have frequently over the telephone on
a regular weekly basis, and sometimes on a daily basis, as I have indi-
cated to you, have no agenda, no memorandum of what the conversa-
tions are at the time, and they are completely informal. I change my
mind from time to time; the Secretary changes his mind from time
to .time.

" I have discussed matters with Chairman Burns of the Council of
Economic Advisers on exactly the same basts.

- In.other words, we have tried to get the maximum benefit of an in-
formal working relationship, which is continuous.

The Cramrman. I want to ask you a question, following up what I
have just asked you.

Who asked you to serve, continue on as Chairman, Mr. Humphrey or
President Eisenhower? A _

Mr. MarTin. Well, let me put it this way: The reputed tender of
resignation is not quite accurate. It was known to some people that T
had received.-an offer that was attractive to me near. the end of the
previous regime, and that I had testified before your committee, the
Patman committee, that since the change in the Banking Act of 1935.
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‘which changed the Reserve Board Governor and Vice Governor to
Chairman and Vice Chairman, designated by the President, that I was
inclined to believe, if you will recall that testimony, that the desig-
nation of Chairman on a 4-year basis was intended to make it possible
for an incoming President to designate or appoint his Chairman.

The Cratrman. That’s right.

Mr. Marrin. As it has worked out, it hasn’t happened that way be-
cause I was serving the unexpired portion of Mr. McCabe’s term, and
he was serving an unexpired portion of another term, so that the time
aspect hasn’t quite fitted in with that position.

When I had indicated privately to several people who knew of this
that I was perfectly agreeable to act in accord with the position I had
taken, if I were a persona non grata—now, I did not know at the time
who the new Secretary of the Treasury would be. In the course of
time, several advisers of the President-elect—later to be advisers of the
President—informed me that they hoped I would not be precipitous
in tendering a resignation.

I never tendered a resignation. Secretary Humphrey came in. He
urged me, as he testified, to stay, and I told him I would stay, and sub-
sequently I met with the President, President Eisenhower, and ex-
pressed to President Eisenhower the same position that T am express-
ing to you, and the President asked me to remain.

The Caamyman. Now, do you consider that you have a 4-year term,
commencing when ?

Mr. Marrin. Well, you see, my term changed. My term as a mem-
ber of the Board of Governors expired on January 31, 1956,

My designation as Chairman of the Board expired April 1, 1955.

President Eisenhower sent for me in early March of 1955, and in-
formed me that he would like to redesignate me as Chairman. I was
very flattered and pleased, and said I would serve. He indicated to
me that it was possible that my term would end January 81, 1956, and
I said, Well, I wouldn’t want you to be obligated to me, or me to be
obligated to you, Mr. President. ' .

Now, subsequently, I was reappointed, as you know.

The CraIRMAN. At the same time, if you had not been reappointed,
you could not have served on as Chairman, that is obvious.

Mr. Martin. I would have dropped out automaticaly.

The CHATRMAN. So your term will expire 4 years from March 1955?

Mr. Martin. That’s correct.

The CrarmaN. You did not resign, because it was not necessary for
you to resign?

Mr. Marrin. That'’s correct.

Well now, I just wanted to point out that there is no'agenda or rec-
ord kept of these conversations.

The CrarryaN. If you will go back now to answer the questions in
my letter just briefly :

(1) Is it a fact, to your knowledge, that the decision of the Board of Governors
“went against the wishes” of the administration advisers? If so, whom?

Mr. MartiN. If you mean were there differences of opinion, the
answer is “yes.” As to the further inquiry. “If so, whom”—the con-
versations that I had over a period of some 3 weeks previous to the
action were with Secretary Humphrey and with Chairman Burns of
the Council of Economic Kdvisers and Under Secretary Burgess par-
ticipated in a good many of them and on one occasion Dr. Hauge, of
the White House staff, was present.
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Now, “what communications and representations”—Question No.
2— .

what communications and representations from executive department officials, or
their subordinates, did the Board have before it at the time of reaching ite
decision?

The answer is, “None.” T informed the Board, as is my practice,
of the conversations which had been carried on and of the fact that
Secretary Humphrey and Chairman Burns questioned the wisdom of
the action, but there were no formal representations. That was con-
veyed to the Board. They knew that at the time they took their
action.

“How and by whom were those representations made, to you as

Chairman”—I have already answered that in the preceding question.

(4) Have you or the Board had any subsequent communications, through offi-
cial or unofficial channels, from members of the Cabinet or their responsible
subordinates criticizing the action which the Board has taken?

The answer is, “None”; although we have, and I have, continued the
same procedure, and the same considerations, with Secretary Hum-
phrey and with Chairman Burns.

The CraRMAN. But you received no criticism ?

- Mr. MarriN, None whatever. _

The CmarMaN. The only criticism you have seen, then, was in the
papers? )

Mr. MarriN. What was in the papers, that’s right.

The CuaryMaN. You mentioned “the accord” a while ago. I want
you to comment on a statement that Mr. Burgess has recently made
before a congressional committee in referring to the accord, that is,
the agreement or accord, or whatever you want to call it which was
entered into about March 4, 19517

Mr. MartIN. Right, sir.

The Crarmax. Allright. Thisis Mr. Burgess’ testimony :

Now, the agreement had a lot of codicils and strings and things to it that
made it far from perfect, but it was a great step forward. It did not go all
the way. It did not completely free the market from Federal Reserve support.
The Treasury, I think, continued to try to put out its securities at artificially low
rates. When we came in. at the end of 1952 and the beginning of 1953, we recog-
nized those principles. We felt we carried them to their logical conclusion in

giving the Federal Reserve the freedom it needed to fulfill its lawful function
of influencing the credit situation in the public interest.

Would you like to comment on that statement ?

Mr. Marriy. Well, I couldn’t make any comment on it, except that
is Under Secretary Burgess’ judgment. Insofar as I am concerned, I
have worked just as faithfully and conscientiously with the previous
Treasury setup as I have with the current setup.

The CraRMAN. Yes, sir; but abeut changing the accord, he said it
had a lot of codicils.

Mr. Marrix. That is a technical document which expired at the end
of 9 months. You see, in my understanding—I have worked on that,
and I wasin the Treasury at the time

The CratrmaN. Just for the particular administration ?

Mr. MartIN. Not for that particular administration, but the terms
of the accord, insofar as it applied to

The CramrmaN. To an effective document.

Mr. MarTin. To what we could do, and, T think T so testified on one
occasion, ended up doing.




CONFLICTING OFFICIAL VIEWS ON MONETARY POLICY 41

For example, in the accord—and this has come out in previous hear-
ings—in the accord we had an agreement to maintain the discount rate,
no matter what circumstances might occur until the end of the year.
That is, from March 4, 1951 until January 1, 1952.

The Cmarrmax. You mentioned a moment ago about the terms.
Was it a written document?

Mr. MarTiN. Well, there were some aspects of it that were.

The Cmarrman. Have you filed everything before the committee
that we had at one time that looked into that? Did you file everything
that you had in connection with the accord that was in writing?

Mr. MarTi~. T did.

The Caatrman. Everything that wasin writing.

Mr. Marrin. Everything that we had.

The Cmamrmax. I don’t recall anything in that that indicated it
would expire in 9 months.

Mr. Marrin. I am talking about this one aspect of it, because I am
saying this was a specific provision that at the end of 1951 there was
no obligation to maintain the discount rate beyond that time.

The CrarrMan. The rest of it did not expire ?

Mr. MarTInN. The lunches have gone on just the same.

The Cuarymax. I am not talking about the lunches.

Was that one of the major thingsin the accord ; the lunches ?

Mr. MarTiN. You so stated on one occasion. [Laughter.]

The Cramrman. I am asking you the question: Do you consider it
one of the major functions?

Mr. Marmi~. I think it was a major thing, because I think it is im-
portant to have a regular date at which the staffs of the Treasury and
the Federal Reserve Board, at the working level, get together, visit.
You don’t do it regularly. You have a tendency to go away on vaca-
tions, or something, and have a time lapse where you don’t confer.

The Caarrman. Well, Mr. Martin, have you finished your statement
there now ?

Mr. MarTi~. I think so, unless there is anything you would like to
ask me on those four questions.

The CmairMaN. Your testimony has been quite revealing to me
about why your letters were so similar, the fact that you gentlemen
conferred together, and you didn’t have any understanding and you
couldn’t call it unofficial understanding, but did not have any meeting
of the minds. Since each one of you knew what the other one was
going to say in reply to the letter, they naturally would be somewhat
similar.

Mr. Martx. Which I thought was very important.

The Cuammyan. That explains why the letters were so much alike.
That is the part I couldn’t understand.

I didn’t charge any conspiracy, or anything like that, but it did
look like they had gotten together.

Mr. MarTin. I want to put the facts out on the table.

The CuamrmaN. You put it right out on the table. You have ad-
mitted it, and it is all right. I won’t say you have broken down and
confessed, because it is not one of those things. [Laughter.] But
that does explain it. _

Now then, about the discount rate increase. I can’t understand,
Mr. Martin, why you always use an increase in discount rates instead
of a change in reserve requirements as a retarding influence on infla-
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tion. The effect is to compel interest-rate increases all over the coun-
try, although the reasons may be largely psychological since the dis-
count rate doesn’t amount to much in a substantial way unless banks
actually borrow.

Instead of an increase in reserve requirements which would not
necessarily increase interest rates all across the board, why is it that
you invarlably use the discount rate? Having the two methods—you
have others also—why do you choose the discount rate which auto-
matically causes interest rate increases clear across the board, and
unbalances everybody’s budget in America ?

The other vehicle or instrument is raising reserve requirements
which would do, I think, the same thing, but not force an increase in
interest rates. Why is it you always use the former, and never use the
latter? At this point I would like to insert two tables based upon the
Federal Reserve Bulletin, May 1956, which show the relative use of
the two instruments since 1948 and especially since 1954.

(The tables are as follows:)

Federal Reserve Bank of New York discount rate’

[Perceunt per annum]

Date effective: Rate | Date effective—Continued Rate
1948—Jan, 12 ___________ 1% [ - 1955—Apr. 15
Aug. 18 __________ 114 ug. 5
1950—Aug. 21 _____ 134 Sept. 9
1953—Jan. 16 ______________ 2 Nov. 18
1954—Feb. 5_____ . ______ 134 1956—Apr.

Apr. 16________________ 11% In effect May 1, 1956,
1 Under secs. 13 and 13a, as described in table above.

Member bank reserve requirements

| Percent of deposits]
Net demand deposits ! | Time deposits
Central
Effective date of change CentraljReserve| Coun- | reserve | Coun-
reserve | city try and try
city | banks | banks |reserve | banks
banks city
banks
1948—Feb. 27, e ———a- 22 ]
June 1 - 24 !
Sept. 16, - 26
1949—May 1,52 __ - 24
June 30, July 1 3. I O
Aug.1,112 _______ - 2314
Aug.16,182___ - 23
Aug. 25 . ___ - 2214
Sept. 1. - 22
1951—Jan. 11,16 2____. 23
Jan, 25, Feb.12_ 24
1953—July 1,92 __.___ 22
1954—June 16,24 2.___. 21
July 29, Aug. 13, 20
In effect May 1, 1956__ 20
Present statutory requi
inimum___________ 13 10 7 3 3
Maximume . ieaaans 26 20 14 6 6

1 Demand deposits subject to reserve requirements, which beginning Aug. 23, 1935, have been total de-
mand deposits minus cash items in process of collection and demand balances due from domestic banks
(also minus war loan and series E bond accounts during the period Apr. 13, 1943-June 30, 1947).

3 1st-of-month or midmonth dates are changes at country banks, and other dates (usually Thursdays)
are at central reserve city or reserve city banks.
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Mr. Martiy. We don’t always. This is a relatively short period
we have been discussing.

The Crarrman. Well, the last five times.

Mr. Marrin. That is because we have been in an expanding and
prosperous economy in this period. Our whole approach to this is,
ultimately, to fight, as you and I are both doing, fight deflation.

It is our conviction that employment which is created out of bor-
rowed money, which cannot be ultimately repaid with ease, is going to
be temporary employment.

The Cratrmaw. Mr. Martin, you say “borrowed money.” Under
our capitalistic system, you cannot have any prosperous economy un-
less people do borrow money. Our economy is based on debt : no debt,
no money.

Mr. Martin. I want them to borrow money in accord with their
position, the sensible relationship. We are talking about reserve
requirements now.

The Crarraran. You are talking about excess borrowing ?

Mr. MarTiN. Now, reserves, and our gold stock, are at the heart of
a sound banking system, and we want them to expand in a proper way.
We used the reserve requirement method twice, and I was glad we
could use it, when we were having a mild business decline. I am not
at all certain that reserve requirements may not be too high in relation
to permissible limits. That is something we will have to consider
over a long period of time.

During the war they got up to pretty high levels, because we wanted
to have adequate reserves from a national standpoint in a war emer-

ency—that is, we wanted to be able to use our gold stock adequately.
ut when you see demand and supply in this market, which you don’t
think is as free as I do, but nevertheless——

The CramrMaN. You think it is free market ?

Mr. Marriw. I think it is a free market. I think one of the great
blessings of our economy today is that neither the Federal Reserve
nor the Treasury is strong enough to override the forces at the grass-
roots that are there in this economy. Some of my good friends think
I am a little bit hipped on this, but I think that is the strength of our
economy.

Now, you can vitiate the forces of supply and demand, but you pay a
price for it, and when the Treasury does its financing, neither the Fed-
eral Reserve nor the Treasury can afford to ignore the forces of the
market unless they want to have unbridled inflation.

I want interest rates to be as low as we can have them without pro-
ducing inflation, because I think that will contribute to capital forma-
tion. But when we artificially interfere with the forces of supply and
demand to create low interest rates, then we are paying a price for it,
which is too great, in my judgment.

The CrarMaN. That is the only way, I will agree, if you just have
got to raise interest to fight inflation, I would agree with you, but I
do not agree that you have got to raise interest rates to fight inflation.
There are other ways to do it. You take, for instance, the suggestion
I made to Mr. Humphrey that you could increase interest on savings
and people, instead of spending their money, would deposit their
money in savings banks. That is one way you could do it.

That would encourage savings and prevent inflation, too, but your
Board has held it down. You have the power under existing law.
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T of course don’t think you should ever have been given that power,
but you were; you have OPA powers to fix interest rates. You fixed
them low, very low. Did you ever consider raising the interest rates
on time deposiis in the fight against inflation ?

Mr. Martin. We have thought about that. T heard you raise that
question before—but that is something that we have been considering
from time to time.

The CuarrmaN. How long have you been considering it ?

Mr. Marrix. Within the last year. We have constant discussions
of this. The point I am trying to make is that interrelated parts of
the monetary mechanism all have to be synthesized to be used effec-
tively and it isn't possible to isolate any one of the monetary instru-
ments at a given time. We don’t start with a clean sheet of paper, in
terms of what we are all working for, which is as high a level in em-
ployment as it is possible to have. '

It is my conviction, that if you pursue an inflationary policy and let
natural forces generate a boom and bust, then when the inevitable re-
adjustment comes, you will have two people unemployed, whereas you
would have only one person unemployed if you had followed a sounder
policy. That is what we are both struggling so hard to achieve.

The CrarrMAN. Yes, an even keel, of course, is preferable, but don’t
you see some reason for alarm in the present situation where there are
so many people unemployed in the automobile industry, the farmers
are suffering, and small-business fellows are suffering, homebuilders
are suffering.

Mr. Martin. I don’t want to see anybody unemployed any more
than you do, but now let’s take this question of availability of credit.
There are more questions, of course. Business doesn’t live on credit
alone.

The Caarryman. Itlives on debt.

Mr. Marrin. Not on debt alone.

The CrATRMAN. Couldn’t do business without debt.

Mr. Marmin. It would be possible, but difficult. You would have
to change the system. You would have to change the markets, and
at some point the sources of supply and demand which determine
through the market mechanism how those various needs will be met.

Now, so far as the little man is concerned, we have heard a lot of
talk recently that a restrictive policy is making it a little more difficult
for the little man and it doesn’t weigh quite as heavily on the big man.

Now, I would merely like to point out here that in this question of
bigness, a good big man is probably better than a good little man, but
most good little men in business are trying to get larger. From having
been a little man in a very small way, I think that the greatest blessing
you can give the little man of this country is price stability. If prices
get out of hand with him—and this means far more to him than the
difficulty of getting credit—he is just cut to ribbons by it. Whereas
the big entrepreneur, the big merchant, can handle a price advance in
one way or another, the little fellow, if he has to struggle with price
instability and it gets out of hand, is literally wrecked by it.

Administratively—if he has more difficulty in the early stages of a
period such as we have been going through, getting credit accommoda-
tion, and I regret that as much as anyone—we can administratively
help just with a little bank service the little customers; but you can’t
do anything about the price level that gets away from you.
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Now, we saw sometime back an indication that prices might start
boomlng and getting out of hand, with a boost from borrowed money.
No objection whatever could be raised to plant equipment expansion
being financed out of savings or retained earnings. But as to coming
to the market and going to the banking system for a long-term credit
under the guise that a few years from now maybe it will be cheaper—
well if you really want to make a difficult situation ultimately, in terms
of a bust, just let all of this wonderful plant and equipment expansion
which we all want, go on being financed out of bank credit—particu-
larly if it is short-term credit, when it should be long-term credit and
when it is in excess of the savings.

The Cramman. You say about price stability. I agree with you
that that is a big factor in business, but don’t you think instability in
interest rates enters into it, too ?

Mr. Marrix. I would like to see interest rates stabilized within
bounds, but on the other hand, though business has been so good,
the law of supply and demand h‘lS been the big factor with respect
to rates and we have not been trying to fix interest rates—1I1 think that
the Secretary was quite correct 1n his answer this morning, making a
judgment there, but the Federal Reserve probably followed interest
rates in the discount rate action rather than leading them.

The Cramrman. A booklet we get out here, Economic Indicators—
I guess you see it around—1I think it indicates that the people are pay-
ing now much more than $4 billion a year in interest rates in excess of
what they were paying, say, 8 years ago. Don’t you think, Mr. Martin,
that it is damaging to our economy to divert more and more from
people more of their purchasing power, from their ability to buy goods
and services to the payment of interest? Don’t you consider that a fac-
tor that should be carefully considered ?

Mr. MarrIN. Interest is one of the costs of doing business.

The CraRMAN. I know it is one of the costs.

Mr. MarTIN. As you have pointed out, I think flexibility in interest
rates is an important ingredient of a strong vigorous economy.

Now, I think that by and large we want to have as much flexibility
as we can have within reason, and that the greatest single blessing
that we can give, particularly for the little people, the pensioners, and
the people with small savings accounts, is to prevent inflation of their
currency. I think that this money we have is something that ought to
be really removed from politics, as it is in the Federal Reserve, with
due respect to that writer you quoted earlier today; it ought to be
removed from politics because this money belongs to Democrats and
Republicans alike, and it is a very important thing, particularly for
the little man, that he has a currency that he can depend upon.

The Crairman. Well, T think that the interest rates have gone too
high. I think we should be concerned about them. I think they are
affecting our economy. I think thev are to blame for this drop in cars.

I don’t think installment buying is too high. As long as people pay
debts—and no one complains that people are not paying their debts
today. I think installment payments are as good or better than they
have ever been, aren’t they, Mr. Martin ?

Mr. MarTiN. I think they are very good.

The CrarmMax. That does not indicate that installment credit is
too high if people pay their bills and their debts. It looks to me like
that is getting along pretty good. Why should we jump on them and
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say we should cut it down? Don’t you think it is interfering with
their ability to buy cars?

Mr. MarTin. I question very much whether it had any influence.
I would like to make a comment here, purely an aside, about an auto-
mobile dealer, who wouldn’t mind my saying this. He called me not
long ago and told me he wanted to congratulate us on raising the dis-
count rates. He won’t be identified. I thought at first he was kidding
me. Then he said, “You know, we didn’t have anybody to blame for
our poor sales, until you raised the rate.”

I said, “I am very glad to oblige you in that fact, but,” I said, “I
really would like your advice. I am seeking advice all the time. I
am worried all the time.” I am a professional worrier, as I have testi-
fied to your committee. That is what I am paid for. I try to get a
good night’s sleep so I can worry effectively. [Laughter.]

The CrarmaN. When was this time? Was‘that recently?

Mr. MarTiN. Within the last 3 weeks.

The CraarrMAN. I think he might have had in mind the other four
raises before the last one.

Mr. Marrin. He didn’t specify, but pursuing this, I said, “I would
really like to know, because I am deeply interested in this.”

He said, “I think when you make tight money, and when people talk
about bad times, or the possibility of bad times coming, that that
does have some influence on our sales.” ’

“But,” he said, “I would just like you to know that as far as our par-
ticular business is concerned, the customer we have lost is the cash
customer and not the credit customer.”

I just thought that was an interesting comment from a man who
has been in the business for a good many years.

The Cramrman. Do you expect interest rates to go higher, Mr.
Martin ?

Mr. MartiN. I don’t know, Mr. Patman.

The Cmamman. You would not resist further increases then, if
there should be a reason, in your opinion, for stopping inflation? You
feel that raising the interest rate is the best way to do it?

© Mr. MarTin. I want to assure you that the Federal Reserve Board
is going to do everything within 1ts power to resist both inflation and
deflation. We are going to lean against the wind just as hard as we
can in both directions.

The Crarrman. T hear talk of 7 percent interest, and 10 percent.

Mr. Marmin. I have no idea about whether there is anything in
that. I would not make any future predictions.

- The Cramrman. I heard one man say the other day that the concern
in which he is a very large stockholder had put-in orders for about
$60 million worth of modern, I will call it machinery, and they are
seriously thinking about canceling that order and taking a loss of $5
or $6 million, or whatever is necessary, because this interest rate is
going on up. )

People won’t have any money to buy things. You divert it to money
lenders and take it away from the bloodstream of business and com-
merce. I guess that is rather a far-fetched conclusion that he drew,
but he is a mighty sensible businessman. He is greatly concerned
about the high interest rates. If they were to cancel that contract—it
involves the employment of lots of people—that would mean that
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these people couldn’t pay the installments on cars and purchases and
debts and rents and taxes, and thing like that.

It would become distressing and alarming.

Mr. MarTin. I hope your friend will study the situation more care-
fully and come to a different conclusion.

The CramryaN. But he has a lot to think about when in the last
five times that you have dealt in inflation, you have dealt with it by
raising interest rates every time. You didn’t deal with it by reserve
requirements, which you had the power to do.

Mr. MartIn. Well, we have tried to use all of these instruments, and
I wouldn’t forecast what use we would make of any one of these in-
struments, because I couldn’t say. After all, I am only one member
of a group.

The Cmamrman. A rather powerful member, I would say, Mr.
Martin.

Would you like to comment on the significance of Mr. Sproul’s resig-
nation, and the choice of this relatively obscure successor of his?

Mzr. MarTrx. The choice of Mr. Sproul’s successor was made by the
directors of the Federal Reserve Bank of New York. It has never
been my pleasure to work with a more dedicated and conscientious

roup.

g They canvassed the field for a long time. They had a choice as to
whether they would take a young man or an older man. They de-
cided that the nature of this jobber and the problems were such that
they would like to have a younger man, and they chose Mr. Alfred
Hayes, who has a marvelous background. He was well known to two
.of the directors of the Federal Reserve Bank of New York. Two of
them have worked with him, and he came down and met with the Board
of Governors, and we were very much impressed with him, and we look
forward to a very successful year.

The CHATRMAN. In other words, you left it up to the directors of the
Federal Reserve Bank of New York?

Mr. MarTin. That’s right.

The Caamrman. Although you had veto power, you didn’t feel like
you should exercise the veto power? I am not saying you should in
this case. I don’t know. But I thought it was unusual.

Mr. MarTIiN. We have used the veto power on a number of occa-
sions.

The CHamrmMaN. More than once?

Mr. Marrin. Yes. )

The Caamrman. Outside of Chicago?

Mr. Martin. Yes.

The Cramrman. This person who has charge of the Open Market
Committee, successor to Mr. Sproul, has lots of power, as you know.
Now, that 1s an unregulated bond market that they are dealing with.
Don’t you think that the Government bond market should be regu-
lated, Mr. Martin, or do you think you should turn those fellows loose
with the Government’s credit, unlimited as to billions of dollars, in
an unregulated Government bond market?

Mr. Marmin. I think that the Government bond market is by no
means perfect, any more than the stock exchange or

The gHAIRMAN. But the stock exchange is subject to regulation and
some restrictions.
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Mr. Martin. I think we need a lot of study about the Government
bond market. X have never held it out as perfect. It is a negotiated
market, as distinct from an auction market, and right at the present
time New York clearance banks have agreed to make a study about the
money aspect of it.

The Cuairaan. So you think the question should be studied as to
whether they should be regulated?

Mr. Marmin. I think that they have adequate supervision at the
present time. As to whether you need a separate regulatory authority,
I don’t think you need anything ; I think the Federal Reserve System 1s
going to take care of it. _

The Cramrman. Would you like to comment further on anything
we have brought up?

Mr. MartiN. I don’t think so.

The Crarrmaxn. If I, or any member of the committee, should want
to ask you a question for this record, you would be willing to answer it
for the record?

Mr. MarTIN. At your service.

The Cmatryman. Mr. Ensley. ‘

Mr. Exstey. Mr. Martin, Business Week for the 5th of May car-
ried an editorial on monetary policy, and I would like to read a couple
of sentences, and get your reaction to it.

The editorial states:

The Federal Reserve is afraid of inflation. Yet, to some of its friends it ap-
pears to be acting as though it is afraid of growth. How is it possible to set
a goal of a $500 billion economy by 1965, as the President has done, if the money
supply is to be frozen at a level inadequate to support a gross national product
of less than $400 billion?

That is the question raised by Business Week. You have testified
on questions of this type in the past, but I wonder if you would again
comment on this particular point?

Mr. Martin. I think we should provide the resources for growth.
1 don’t agree with the judgment that is expressed in this editorial, and
we are trying very hard to see that growth is there. It just happens—I
had no idea, as you can testify, that you were going to make this
comment—but it just happens I have here a table which I would be
very glad to put in the record: “Changes in deposits and currency at
all banks.”

The Cmamrman. We would like to have that.
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(The material referred to is as follows:)

Changes in deposits and currency at all banks—selected dates

Demand Demand Demand | Demand
deposits deposits . deposits deposits
adjusted adjusted, adjusted | adjusted,
Date and currency Date and currency
currency outside currency outside
outside | banks, and outside | banks, and
banks 1 time banks! time
deposits 2 deposits 2
In billions of dollars: In percent: Increase or
Increaseordecrease(—) decrease (—)
6.5 7.1 5.9 4.2
6.9 9.1 58 5.1
4.5 8.8 3.6 4.7
1.5 6.1 1.2 3.1
3.9 8.8 3.0 4.4
3.8 6.9 2.8 3.3
Total, 1950-55_____. 27.0 46.8 Total, 19050-55__.... 24.3 27.6
Annual average. ... 4.5 7.8 Annual average. .. 4.1 4.6
1956—January . ....__..._ ® @ ANNUAL RATES OF
February - —0.6 —0.2 GROWTH
March. - 0.4 0.9
April__. - 1.3 1.3 || 1956—January.-._._...__. ® ®
May 4. - —1.4 —-1.2 February.......____ —5.4 -1.1
March_______._._.__ 3.6 5.1
Totsl, January to ) April._. . . __ 11.7 7.3
E: ) 2, ~0.3 0.8 Mayt e —12.5 —6.7

t Demand deposits adjusted exclude interbank and U. S. Government deposits and items in process of
collection. Currency excludes bank vault cash. Monthly data are adjusted for seasonal variation.

2 Time deposits include those at commercial and mutual savings hanks and in the Postal Savings System.

3 Less than $50 million.

¢ Estimated.

§ Less than 0.05 percent.

Ohanges in loans and investmenits at all commercial banks
[In billions of dollars]

Increase or decrease (—)
Item
1955 1954 1953 1952
Loans, total _____ ... 11.6 2.9 3.4 6.4
Business. —— - 6.4 -3 -7 2.0
Allother__________.__________ - 5.6 3.4 4.1 4.5
U. 8. Government securities. ____ . ~7.4 5.6 .1 1.8
Other securities. . ___....____. - .4 1.6 .5 .8
Loans and investments, total..._.___________________.__ 4.6 10.2 4.1 9.0
January-March April-May !
1956 1955 1956 1955
Loans, total ... 1.3 .8 1.1 1.6
Business. . 1.3 .5 .2 .6
All other_____.____ .1 .4 .8 1.0
U. 8. Government securities. _ ~3.1 —4.8 -10 .8
Other securities. ...______..__ -1 .7 —-.3 -.3
Loans and investments, total...______.__.______ ~1.8 -3.3 —-.3 2.1

1 Data for May 1956 are estimated.

NoTE.—Data exclude interbank loans, Total loans are after and types of loans before, deductions for
valuation reserves. Details may not add to totals because of rounding.
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Mr. Marrn. In terms of averages, the annual average growth in
demand deposits and currency from 1950 to 1955 shows here in per-
centage terms as 4.1 percent, which is a bit in excess of the 3 percent
that we have talked about.

Now, when you study the money supply, and keep it in mind as a
moving stream or flow, it seems to me 1t is the average over time, and
not any given month, that is very important. I would be glad to put
that table in the record.

The CHARMAN. You keep saying, “money supplied.” You make
the money supply ¢

Mr. MarTIN. We have power to create money within the limits of
the Federal Reserve Act, so long as our liabilities and

The Crarrman. You have unlimited power for all practical pur-
poses, to manufacture it on the books of the bank.

Mr. MarTin. No; I do not

The CrarrMAN. In fact, banks are the biggest manufacturers in the
Nation. I am not saying it is wrong. I think we have to have a fine
commercial banking system ; but the truth is they manufacture money,
and you allow them to manufacture money. If they haven’t got
enough, you put it in the market through the Open Market Commit-
tee; you buy bonds.

Of course, through reserve requirements you can change it. In-
stead of being able to lend $6 to every $1 they have, you can enable
them to lend $10 for every $1 they have, and 1f there is tightness of
money you can supply that market with money to loosen it up. That
is your purpose, is it not?

Mr. MarmiN. The relationship of cost and availability of money
to the stability of your currency is one of the important factors, also.
You mentioned earlier several communities that might not want to
borrow money at the present time because they might have to pay more
than they thought they ought.

The Cruamrman, That’s right.

Mr. Martin. I think if you reduce that to nontechnical terms, I am
not holding this out as a technically perfect thing—if you reduce it
into nontechnical terms, then if the money is available under conditions
of relatively full employment and prosperous conditions but people
wont’ borrow the money because they want to get money cheaper,
they’re exercising a choice. The choice that people have, that business-
men have, is whether they would rather, for example, see this munici-
pality have a sewer issue at 234 percent instead of 273 percent, or see
money pumped out to provide an artificially low rate until it thereby
depreciates their currency by a small amount.

It seems to me that that is a price that the majority of the people in
this country wouldn’t want to pay.

The Caamman. Don’t you see a dangerous trend there, Mr. Martin,
in tax-exempt securities being so high ; I mean interestwise ?

In other words, to a person in the 50 percent bracket 314 percent
is equal to nearly 7 percent, and in some instances up to 35 percent,
depending upon the income.

Mr. Magrtin. This is purely an aside. A lot of people don’t like my
views on this, but I personally don’t like tax-exempt securities. I
have so testified. To me, it is unfortunate to have them.
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Mr. Exstey. Mr. Chairman, I ask consent to insert in the record
the complete editorial of May 5, referred to above and a memorandum
of the committee staff of April 18 with respect to the economic situa-
tion and outlook.

The Cmarrman. Mr. Martin, we want to thank you. You are al-
ways very cooperative, and we appreciate your testimony very much.

Before closing the record and for the sake of completeness, I think it
is appropriate to include several other items which bear directly upon
the subject of this morning’s proceedings.

First of all is an article from Newsweek of April 23, 1956, entitled
“Tighter Money: The Backstage Drama.” So far as I know, this
was one of the first public indications of conflicting official opinion over
the wisdom of the April 13 action of the Reserve System in raising
the discount rate.

Along with the editorial from Business Week of May 5, which has
just been referred to, I think it appropriate also to include two other
editorials which appeared in the same journal on May 26 and June 2
respectively.

A news article which appeared in the New York Times of April 26,
1956, reporting on a press conference with President Eisenhower and
entitled “President Backs Federal Reserve,” is quite significant.

An excerpt from the testimony of Secretary of the Treasury Hum-
phrey at hearings before the Committee on Finance, United States
Senate, May 17, entitled “Highway Revenue Act,” pages 86-88, should
also be included.

The Joint Committee staff memorandum entitled “The Economic
Situation and Outlook,” which Mr. Ensley has referred to and which
came out about this time, should likewise be placed in the record.

(The documents referred to follow:)

[Newsweek, April 23, 1956]
TIGHTER MONEY : THE BACKSTAGE DRAMA

. In one swift stroke last week, the Federal Reserve Board made
money more expensive than it has been at any time since 1933.

The announcement was simple and unemotional : FRB hiked the
discount rate, which determines bank-loan rates in general, by a
fraction of a percent.

But the cold percentages obscured a behind-the-scenes conflict of
dramatie proportions.

In essence, the issue was whether the move was nicely timed to
head off a serious inflation or whether it might hobble the boom.
Involved were men of the caliber of Federal Reserve Chairman
William McC. Martin, Jr., on the one hand, and Treasury Secretary
George M. Humphrey on the other.

In the following report, Hobart Rowen of Newsweek’s Washington
bureau and Associate Editor Clem Morgello tell what went on be-
hind the closed doors, what the arguments were, and what the upshot
may be.

For nearly 2 weeks, Federal Reserve officials huddled in conferences with
Treasury people and other top administration aides, arguing whether it was
time to tighten up on credit. Booming business across the country supplied the
backdrop for these Washington sessions. With few exceptions (autos, textiles,
farming, farm equipment), the economy was moving at top speed—so fast, in
fact, that some feared it might blow a gasket.

Arguments pro.—The signs of boom—and threatening inflation—were not hard
to find. First-quarter steel production broke all records as the industry poured
out 31.9 million tons of ingots—and still customers clamored for more. Con-
struction outlays rose 10 percent in March, to $3 billion, equaling the record
set last year. Capital spending hit a record annual rate of $33.2 billion in the
first three months and was due to go higher in the April-June period.
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Money was needed to oil these furiously turning wheels. Businessmen and
consumers, Federal, State, and local governments rushed to their banks or to
Wall Street creating the tightest money market in almost 3 years. In February
alone, commercial bank loans increased $1.3 billion, or 5 percent.

Chairman Bill Martin and other FRB officials feared all this new money
would do more to kick up prices than to boost production, since business was al-
ready at peak levels. And the price picture already looked dangerous.

Rail freight rates recently rose 6 percent. Some crude-oil producers were
clamoring for a 60-cent-a-barrel hike. Steelmakers had long insisted they needed
more for their product, and last week Pittsburgh Steel president Avery Adams put
a price tage on that increase : $12 to $15 a ton. This estimate, Adams emphasized,
didn’t cover any wage hike that may soon be won by steelworkers. There was
talk that their demands added up to a 40-cent-an-hour package, and it didn’t
take too much imagination for some to see that this might be the start of a
vicious new wage-price spiral.

Argumenits com.—But a number of top administration officials, including
Treasury Secretary George Humphrey, believed that talk of inflation was being
exaggerated. Key economic barometers weren’t all pointing up, these advisers
noted, and the economy had only been holding its own so far in 1956.

First-quarter figures, for instance, will show a gross national product of
roughly $398 billion (annual rate), only a fractional increase over the previous
quarter’s $397.2 billion. After allowing for price increases, that means there was
hardly any real gain at all.

White House insiders also contended that consumer buying was not creating
a real inflationary push. True, said Humphrey et al., retail trade rose from
$15.3 billion in February to a record $15.7 billion in March. But the gain did not
seem great enough to them to force prices up.

As a matter of fact, Newsweek learned, the President’s top economic adviser
Arthur F. Burns believes the increases have been surprisingly small, considering
the current worldwide boom. Burns thinks the economy could absorb the pres-
sure even if prices edged up a bit.

Humphrey’s views dovetailed with these, and he argued his point in conversa-
tions with the Federal Reserve’s Martin, The Treasury boss—who well remem-
bers the complaints that rolled in 8 years ago when money was tightened
sharply—wanted to wait a few months to see if loans continued to expand rather
than to act now and risk knocking the economy into a skid.

Man of decision.—But in the end it was Martin’s decision to make, and he
made it. The decision: Boost the discount rate from 2% percent to 234 percent
(and to 3 percent in 2 districts). By approving this increase—the fifth such
boost in a year—Martin hoped to dry up some demand by making it more ex-
pensive for banks to borrow from the Federal Reserve, which in turn would make
it more expensive for businessmen and consumers to borrow from their local
banks. 8o strongly did Humphrey disagree that he drafted a public statement of
his views. He killed it at the last minute to avoid an open controversy.

Meanwhile, the cost of borrowing money has already gone up. Major banks
raised their prime rate—what they charge their best customers—from 814 percent
to 334 percent. Other rate hikes quickly followed. Possible effects: Less bor-
rowing by business to build inventories; delay of expansion plans which are not
essential this year ; a slight tightening in consumer credit.

Guideposts.—In the coming weeks, Washington experts will keep especially
close watch on. the economic barometers. Among the things to watch will be
consumer spending. If it goes up in the face of tighter credit, the FRB will be
vindicated.

But if, for example, the FRB industrial-production index stays where it is (at
143 percent of the 1947-49 average) or falls off, worries about inflation will
quickly die. In that case, the Federal Reserve may well decide to reverse last
week’s action,

[Business Week, May 5, 1956]
THE PoriTics oF Ti6HT MONEY

The prestige of the Federal Reserve System, which had fallen to a low estate
during the first postwar years, has had a remarkable recovery. Under the
chairmanship of William McC., Martin, the Federal Reserve Board has met
skillfully and courageously the problems of a turbulent economy. At home and
abroad, there is an almost alarming degree of confidence in its ability to steer
our economy between the dangers of boom and bust.
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The renaissance of the Fed reached a high point last week when President
Eisenhower reaffirmed the complete independence of our central banking or-
ganization. He acknowledged that the policy of credit stringency now being
pursued by the Federal Reserve was one that raised grave doubts on the part of
his own advisers. Nevertheless, with his usual patience and breadth of view,
the President defended the right of the Federal Reserve to pursue an independent
course. No other President has ever spoken thus.

Yet at this moment of triumph, the Federal Reserve System, it seems to us,
stands in considerable peril. No matter how secure their independence, Martin
and his fellow members of the Federal Reserve System are up to their armpits
in politics.

It is impossible to influence the basic trend of a nation’s economy without
at the same- time influencing its politics. Economic intervention, if it is effec-
tive, is bound tv be political action. And at this moment, the Federal Reserve
is subjecting the country to the most drastic credit squeeze since early 1953.

It is not simply a matter of increasing interest rates, although the general
level of interest charges has been raised to the highest point in 23 years. It
is a question of the actual availability of money. Day after day, business enter-
prises are turned away as they seek to obtain credit to carry out their plans.

The Federal Reserve is afraid of inflation. Yet to some of its friends it ap-
pears to be acting as though it is afraid of growth. How is it possible to set a
goal of a $500 billion economy by 1965, as the President has done, if the money
supply is to be frozen at a level inadequate to support a gross national product
of less than $400 billion?

WHEN THE 8QUEEZE 18 ON

Unless the Federal Reserve relaxes its stringent policy, and that promptly,
we shall have to revise considerably these widely accepted goals of an expanding
economy. American industry has planned this year to invest $35 billion in new
plant. The Federal Reserve’s policy is designed to prevent any capital expan-
sion program of this size. .

If the Federal Reserve persists in this course, we may expect the current
hesitation in business to develop into a downtrend. Such a downtrend in the
normal course of events ought to be plainly evident in terms of falling sales
and rising unemployment by September and October next.

Without in any way impugning the purity of the Federal Reserve Board, we
may assume that this timing will cause no sadness in the Democratic National
Committee. '

The credit squeeze strikes most directly at smaller business. The giants,
like General Motors and General Electric, will get the money for their capital
expansion programs, but the smaller enterprises are already having to lay aside
or cut their capital expansion plans. Thus the political charge that the Eisen-
hower administration favors big business will be strengthened if the Federal
Reserve keeps the credit screw turned tight enough long enough.

WHEN THE SQUEEZE COMES OFF

Nor is that all. In 1953. when the Federal Reserve finally reversed its tight
money policy, it slashed member bank reserve requirements and bought nearly
$1 billion of Government securities in the open market. It thus increased bank
reserves by over $2 billion. The inevitable consequence was that Government
and other gilt-edged bonds, having been depressed unduly, rebounded sharply.
Any financier of average intelligence was offered a guaranteed profit. All that
was necessary was tn sell enough Government bonds at the lower prices to wipe
out the year’s tax liability, switch the funds into comparable issues, and sit back
for the free ride.

If the Federal Reserve has to make a similar abrupt reversal this year, the
same thing will happen. It will take no very skillful demogog to point out that
all this does no good to the farmer or to the worker—but it richly lines the
coffers of the Wall Street banks, insurance companies. ete.

The Federal Reserve System ought to be above politics. It ought not to use
its great powers for political purposes, and we are quite sure that no responsible
official of the System would, under any circumstances, knowingly consent to
such a course. Yet the System will not survive if it attempts to close its eyes
to the political consequences of its actions. If the Federal Reserve System, by
overdoing its policy of credit restraint, brings on a business recession this year,
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we may be certain that a new administration of another party would not wait
long to take away powers that can be used, however correct the motives, to
accomplish such drastic political consequences.

[Business Week, May 26, 1956]
SHARING RESPONSIBILITY

Misgivings about the current phase of the Federal Reserve’s tight money
policy have spread so widely that at this point the Fed seems to stand almost
alone in its conviction that any relaxation of the squeeze on credit would invite
inflation.

Almost every member of the administration with an interest in this area—
from President Eisenhower on down—has voiced his concern, formally or in-
formally, over the repressive effects of the last hike in the discount rate.

In all their statements about credit, administration officials have been scrupu-
lously careful to respect the independence of the Federal Reserve. That is as it
should be.

But in Government there is an 1mportant difference between an independent
responsibility and an exclusive one. The Fed is not the only agency with the
duty of guiding the United States economy and promoting its welfare. The
Fed can preserve its cherished independence only as long as it realizes that
it shares responsibility with other Government agencies and that its policies
must harmonize with the policies of these agencies.

- It is a good thing to be independent, but there is always a danger of carrying
independence to the point of being just stubborn. Sometimes the line between
the two is a little hard to define, but the line exists. It would be a tragedy for
the country if the Fed let itself slide over that line without realizing it.

{Business Week, June 2, 19561
MoNETARY CONTROLS : THE THEORY LGS

The current dispute over the Federal Reserve System’s credit policy has given
rise to two separate proposals that merit serious attention.

One was made by Representative Wright Patman, of Texas, who is Congress’
self-appointed watchdog on Federal Reserve matters. He has demanded that
officials state their views in public hearings.

The other came from Allan Sproul, retiring president of New York’s Fed-
eral Reserve Bank, who, in a valedictory address, proposed that the President
appoint a commission to make a broad national inquiry into our finanecial in-
stitutions.

What these two proposals have in common is a desire to throw more light
on the effect of monetary policy. Patman’s plan is aimed at clarifying the
present situation—the pros and cons of the Fed’s most recent tightening moves.
Sproul, on the other hand, seeks to study the entire history of our monetary
system in order to improve its functioning.

We think both proposals should be acted on. Although we have not agreed
with Patman’s position on most matters of Fed policy, his plan to hold hearings
could serve a constructive purpose in revealing how the Fed and the adminis-
tration came to differ over policy.

Such an inquiry should not attempt to censure anyone but to define and clarify
the areas of responsibility and independence held by the Fed.

A thorough examination of our financial system is long overdue. There was
once a time when more was known about central banking then almost any other
field of economic theory. In fact, the use of indirect monetary controls by a
central bank was the first real attempt at Government intervention in free
enterprise economics.

But over the past 2 decades; other economic weapons have been developed and
have gained widespread acceptance. In the 1930’s and 1940’s, the central bank
lost its pivotal role. Moreover, the function of monetary policy, and what it can
or cannot do under changing conditions, was never examined. Today the study
of monetary theory seriously lags behind other fields of economics.
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Now that the Fed has regained its independence, this lack of knowledge is a
great handicap. The Fed has done its best to reshape itself to meet new con-
ditions, but it has been a piecemeal and pragmatic adjustment. As Allen Sproul
himself said, “We cannot afford much longer * * * to go ahead not really know-
ing what to expect of our central banking system, of our commercial banking
system, of our savings banks and building and loan associations, of our in-
surance companies and pension trusts, and of all the other bits and pieces which
we are using to try to keep our production facilities and our credit facilities in
balance.”

This is a remarkable admission from the dean of America’s central bankers.
Our reliance on monetary controls makes it imperative that we know more about
their limits and their powers. Both Patman’s and Sproul’'s proposals would
help increase our understanding and our knowledge.

[New York Times, April 26, 1956]

PRESIDENT BACKS FEDERAL RESERVE—AFFIRMS ITs RigHT To ADJUST CREDIT
INDEPENDENTLY OF THE EXECUTIVE BRANCH—DISPUTE ACKNOWLEDGED—
“CERTAIN INDIVIDUALS” OPPoSED LoAN RATE RISE—BURNS, HUMPHREY
MENTIONED

By Edwin L. Dale, Jr.

W ASHINGTON, April 26.—President Eisenhower affirmed without qualification
today the authority of the Federal Reserve Board to handle money and credit as
an agency independent of the executive branch of the Government,

The affirmation came after his own top advisers, according to authoritative
report, had opposed the latest increase by the Federal Reserve in the interest
rate charged to member banks. The President indirectly conceded at his news
conference today that his own people had had reservations about the move.

Two weeks ago this interest rate, called the discount rate, was raised from 214
to 23, percent at 9 of the 12 Federal Reserve banks and to 3 percent at 2 others.
The 12th went to 2% percent a week later. The raises were approved by the
Reserve Board in an effort to curb what it felt were inflationary tendencies in
the economy.

The President said he was confident the Federal Reserve would not let money
get “too tight.” But his central point was this:

“«The Federal Reserve Board is set up as a separate agency of Government. It
is pnot under the authority of the President, and I really personally believe it
would be a mistake to make it definitely and directly responsible to the political
head of state.”

HISTORIC ISSUE RAISED

The history of conflict between central banks and elected governments is a long
one, both here and abroad. Up until 1951, the Federal Reserve bowed to the
wishes of the Treasury, and President Truman wanted it that way.

Thus today’s statement, coming in an election year and at a time when there
is a genuine fear in some quarters that the Federal Reserve may be going too
far, may mark an important milestone in the history of monetary policy.

The President was asked to comment on the widespread reports that his Secre-
tary of the Treasury, George M. Humphrey, and his chief economic adviser,
Arthur F. Burns, had “serious reservations” about the increase in the discount
rates. He made plain that he had kept fully informed on the subject and on the
controversy. .

The President said the Reserve Board “had the unanimous conclusions of their
11 district boards that this rediscount rate ought to be raised, and after studying
the whole situation they decided to go ahead and do it.” The 12th district was

‘Chicago, which acted later. .

General Eisenhower went on to say that the matter was “argued for a long

1f:ime”’and that “certain individuals had viewpoints on the opposite side of the
ence.”
CONFIDENCE EXPRESSED

The President said: “There are two things about money: one, it gets a little
dearer in its cost to the borrower ; the other is that it is just not there to borrow.”
But he said he had “this confidence” in the Federal Reserve Board——that ‘if
money gets to what is normally referred to as tight, they will move in the other
direction in some way or other as soon as they can.”

.
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The historic conflict over money has had two related aspects :

(1) The politically elected government is inclined to lean toward easier
money, even at the risk of a little inflation, because that policy takes the least
risk of recession and unemployment. Thus governments tend to have a “bias
toward inflation.” :

(2) But if control over money and credit is removed from the politically
elected executive, that does not remove from the executive the responsibility, as
far as the public is concerned, for the state of the economy. If an independent
central bank goes wrong, and tips a booming economy over into even a short
recession by making money too scarce, the elected executive gets the blame.

In March 1951, the Federal Reserve asserted its independent authority, though
the new policy was termed an “accord” with the Treasury. It has been operat-
ing independently ever since.

President Eisenhower pledged during his campaign to preserve that inde-
pendence, Recent weeks have provided the first severe test of that pledge. To-
day he reaffirmed it.

ExcerpT oF TESTIMONY, SECRETARY HUMPHREY, COMMITTEE ON FINANCE, UNITED
Stares SENATE, HEARINGS, MAY 17, 1956

Senator Long. * * *

I would like to ask this question, though:

Are you really in sympathy with this last increase in interest rate that the
Federal Reserve Board has passed on? .

Secretary HoMPHREY. That is a long story. I don’t know whether you want
to take the time to go into it in detail at this meeting or not. I would be
glad to do it.

Senator Long. I would like to hear your views on it. I wouldn’t want you
to testify all day here.

Secretary HuMPHREY. Let me put it just as simply as I can.

Under the law, the Federal Reserve Board is an independent agency. There
is a great school of thought in the world, based on long experience, that central
banks should be independent of current administrative processes, that it works
better for the finances of the country over a long period of time.

Because of that, Senator Glass proposed in the original Federal Reserve Act
that there be an independence in action of the Board, and it has obtained ever
since, and it is still the law.

Now, I believe that a.close cooperation, and an interchange of ideas and
thoughts, as between the different departments of the Government, the different
branches of the Government, is a very desirable thing, in order that, when a
department is independent—and most of them are independent in certain fields—
that before they take independent action they should have the benefit of con-
sultation with the other departments of the Government and the varying views
of the other people.

Fortunately, the present members of the Federal Reserve Board have that
same feeling. The result is that, since we have been here, we had a period, as
you will well recall, before we came, when the Federal Reserve Board and the
Treasury were at outs, and there was such a battle that it finally got to the
‘White House for decision, and it disturbed a lot of conditions.

We have attempted not to have that happen again, because it isn’t good for
the country. .

So that, we have been very careful, and we both believe that we should consult
with each other and have the benefit of each other’s views in all the actions that
either of us take that will affect the economy.

We visit right along, Martin comes over for lunch every Monday to the
Treasury; I go to the Federal Reserve Board quite frequently, and one of us,
either Randolph Burgess or I, go over there every week, and we meet several
times between. ’

Now, in looking ahead, and in trying to gage what economic conditions are
going to be, and what the demands of the economy for money and credit are going
to be, and what the demands for people and employment are going to be, to keep
jobs going, to keep plenty of jobs, as many jobs as we can have, and to keep
things on an even keel as well as we can, and to keep prices from running away
and getting into an inflationary period which robs the people of their money, we
mee; together and discuss all sorts of things that bear on those conditions in
the future.
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Now, Senator Kerr has just brought out how difficult it is for anybody to gage
the future, and in these discussions that we have, we very often differ in our
views as to the weight to be given to certain inflationary forces or certain defla-
tionary forces or acts here, or acts later.

What we do—what we try to do is, we give them the very best estimates we
can make of the effective weights and the time of the events in the future, the
pressures that will be forthcoming in a few weeks, months, a year hence, infia-
tionary pressures or deflationary pressures, so-that we can have our views in
their minds when they come to take their action. And they, in turn, give us the
benefits of their views.

Senator Long. All I wanted to know was whether you agree with their deci-
sion or not, is what I really wanted to know. ’

Secretary HuMmpHREY. I felt this last time, if it had been my responsibility,
I would not have made this last move—all the others, but this last one might
have been postponed, and natural conditions might have taken care of it.
Whether I am right or wrong, I don’t know.

CONGRESS OF THE UNITED STATES,
JoinT COMMITTEE ON THE EcoNoMIC REPORT,
April 18, 1956.

MEMORANDUM

To: Members of the Joint Committee on the Economic Report.
From: Grover W. Ensley, executive director.
Subject : The economic situation and outlook.

Attached is a summary of the economic situation and outlook prepared by
the committee staff on the basis of information contained in Economic Indicators
for April, released today, and other information received by the staff.

We have also ventured to suggest the implications of this outlook for Federal

_econouic policy.
THE ECONOMIC SITUATION AND QUTLOOK

I. ANOTHER LOOK AT 19536

The first quarter has been marked by continued indications of economic
strength. Other trends indicate instabiilty.

A, Total output and employment

With output pressing against capacity in many industries and unemployment
close to a minimum, changes in production and employment have been small in
the first quarter: ’

(1) Gross pational product, according to preliminary estimates, rose $1.7
biltion from the fourth quarter level to $399 billion. Much of this increase repre-
sented higher prices

(2) The Index of Industrial Production averaged slightly under the fourth
quarter. -

(3) Changes in employment and unemployment since last October have repre-
sented mainly the usual seasonal movements.

B. Business investment .

Business expenditures for new plant and equipment, according to the recent
Commerce-SEC survey, are scheduled to reach about $335 billion in 1956, some $2
billion more than plans for this year reported in the MGeraw-Hill survey of last
November, and 22 percent or $6.2 billion more than in 1955. Considered together
the annual and quarterly statistics imply a further, though slower rise in the
second half. About half of the $2 billion increase over earlier plans may be
offset by less construction expenditures than previously expected, prineipally
for housing.

C. Sales, inventories, and new orders
(1) Total business sales have fluctuated within a narrow range since late 1955.
(2) Business inventories reached $83.5 billion in February, some 8.6 percent
above the low of January 1955. With sales leveling out, ratios of inventories
to sales have risen in recent months though, in some lines, are still below those
prevailing in early 1953. Much of the rise in the value of inventories recently re-
flects price increases. Trade reports indicate rising steel inventories in antieipa-
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tion of price increases or work stoppages. Some further rise in total business
inventories seems probable although the automobile industry in Marech, according
to press reports, brought its inventories down slightly by holding output below
sales.

(3) New orders received by manufacturers have continued to exceed ship-
ments, although the trend from December through February was somewhat
lower (February about 5 percent below December), reducing the excess of new
orders over shipments each month from about 7 percent to about 2 percent.

D. Incomes and prices

(1) Wages continue to rise. Average hourly earnings in manufacturing rose
sharply in-March, especially in the industries affected by the new minimum wage.
The new high of $1.95 per hour was 5.4 percent above a year ago. Therefore,
in spite of a slight decline in the hours of work, average weekly earnings were
4.7 percent above a year ago. Provisions in existing contracts plus the trend of
recent collective bargaining agreements point to further wage increases.

(2) Agricultural income in the first quarter was $10.4 billion (seasonally ad-
justed annual rate), in line with the expected decline this year of $1 billion or
less from 1955 levels. However, action by the Department of Agriculture, under
existing law, could add $500 million to farm incomes this year.

(3) Prices continued to increase during early months of 1956 at about the rate
prevailing since June 1955. Overall price indexes show less rise than many
components since lower prices of crude foods and raw materials have been off-
setting increases in finished goods and services. The recent 6 percent increase
in railroad freight rates and steel price rises now in prospect are among the
harbingers of continued price rises during the year.

E. Consumption

(1) Preliminary results of the annual Federal Reserve Board survey of con-
sumer finances reaffirm consumer optimism.

(2) Personal consumption expenditures increased in the first quarter more
than did disposable income, resulting in a reduction in the rate of savings from
the fourth quarter. This trend seems to confirm earlier expectations that rising
total consumer spending will be a strong factor this year in spite of lower auto
sales.

F. International situation

Economic activity abroad continues strong, particularly in Europe and Canada.
Both Great Britain and Canada are taking steps to curb excessive inflationary
tendencies. .

G. Federal fiscal developments

(1) Reports through mid-April indicate that the Federal budget will show an
administrative surplus of about $2 billion and a cash surplus of perhaps $4 billion
for this fiscal year ending June 30, 1956. These committee staff estimates repre-
sent increases in receipts of about $3 billion over estimates in the January budget,
which were reafiirmed in February by the Secretary of the Treasury. Expendi-
tures may be about $1 billion higher (due mainly to handling CCC payments
inside the budget rather than by sale of notes to commercial banks).

(2) For the fiscal year 1957, the surplus will probably be larger than estimated
in the January budget unless: (@) business conditions deteriorate, or (b) legis-
lation increases expenditures significantly more than estimated.

H. Monetary developments

(1) Apart from meeting week-to-week seasonal needs, the Federal Reserve
System during the past half year has supplied no added reserves to the banking
system. Government security holdings of the Reserve banks are substantially
the same as a year ago.

(2) Member banks have doubled their borrowing from the System in the past
year. This increased borrowing to support added loans to customers has occurred
in spite of successive increases in the discount rate from 134 to 23; percent and
to 3 percent in the San Francisco and Minneapolis districts. (The latest action
was taken on April 12.)

(3) Since mid-1955, member bank borrowings have been greater than esti-
mated excess reserves, with a resultant deficiency in the overall reserve position
of member banks taken collectively of between $300 and $500 million.

(4) For the year ended March 30, 1956, weekly reporting banks reduced Gov-
ernment securities by about $5 billion, while increasing commercial, industrial,
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real estate, and other loans approximately $8 billion. In spite of restraint, loans
to business increased $1.25 billion in March, or nearly 5 percent in one month.

(5) The trend in interest rates is illustrated by behavior of Treasury bond
prices. This decline has meant an increase since mid-February of about 1% per-
cent in the yield of Treasury securities with a maturity of 2% years. The 3
percent’s of 1955 have fallen to about 97%.

II. IMPLICATION FOR FEDERAL ECONOMIC POLICY

On balance, the changes in economic indicators in recent months reinforce
the view that overall restrictive governmental policy continues to be warranted.
As always, there are factors which may be pointed to on the deflationary side.
These seem to be outweighed, however, by other considerations.

Some of the present inflationary forces do not appear to be sustainable, and
if not now restrained, give prospect of creating maladjustments. The recent
rises in industrial prices, stock market prices, inventory accumulation, and
bank credit expansion are cases in point. The force of these upward pres-
sures, coupled with foreseeable further increases in steel and other prices,
freight rates, and wage rates tend to fan the inflationary forces into a speculative
overexuberance which increases the risks of reversal if allowed to run undamp-
ened.

Given this preponderance of inflationary influences at the moment, what are
the implications for public policy in the monetary and fiscal fields?

The committee’s recommendation of March 1, 1956, against a Federal tax
reduction continues at the present time to represent the best fiscal policy. A
major guide to fiscal policy should be the state of the national economy, as the
Subecommittee on Tax Policy has pointed out (S. Rept. No. 1310). Although
long-run projections indicate the possibilities of tax reductions, the emergence
at this time of a surplus, either anticipated or greater than originally antici-
pated, is not persuasive as to the wisdom of tax reduction in the face of a
booming economy already pressing the limit of immediate resources and fanned
by a variety of upward drafts. The fact is that the emerging Federal surplus
of itself is but another indication of the strength of the booming forces present
in the economy.

As pointed out above, the Federal Reserve System has been pursuing, and
continues to pursue, a monetary policy consistent with this restrictive fiscal
policy. A restrictive monetary policy necessarily involves some hazards. The
principal of these is that too much or too long restraint can turn the economic
situation toward caution or liquidation. Apart from judgments as to specific
instruments to be used and their timing, it has been suggested that restriction
may fall unequally upon small and large business, that it may unduly enhance
bank profits, and that if long persisted in, it may have serious implications for
the distribution of income. Continual alertness is necessary in carrying out
monetary policy to insure that emphasis is shifted toward encouraging more
liberality by lenders as soon as inflationary forces subside.

It is clear that the costs of a monetary policy sufficiently restrictive to main-
tain stability in the face of a tax cut now would be too great to risk. When in-
flationary forces slacken, a policy of progressive credit ease can be, and should
be, initiated, with changes in fiscal policy reserved until more persistent de-
pressing forces are apparent.

(Whereupon, at 12: 15 p. m., the committee adjourned, subject to
the call of the Chair.)
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MONDAY, DECEMBER 10, 1956

Congress oF THE UNITED STATES,
SuscoMMITTEE ON ECONOMIC STABILIZATION OF THE
Joint Economic COMMITTEE,
Washington, D. C.

The subcommittee met, pursuant to call, at 10 a. m., in the Old Su-
preme Court Chamber, United States Capitol Building, Washington,
D. C., Hon. Wright Patman (chairman) presiding.

Present: Representative Wright Patman (chairman), and Senator
O’Mahoney.

Also present : Grover Ensley, executive director ; William H. Moore,
staff economist; and Reed L. Frischknecht, legislative assistant to
Senator Watkins.

Chairman Parman. The subcommittee will please come to order.

Senator O’Mahoney will be here, I am sure, and while we are wait-
ing for him I will read the statement that has been prepared ; and, Mr.
Bell, will you take a place here, please.

Mr. BELL. Yes, sir.

Chairman Patman. Mr. Bell is our first witness this morning.

It is very nice having you come down here to make it possible to give
us the benefit of your views.

Senator Watkins’ administrative assistant is here to cooperate with
us, and we are glad to have him. .

There would certainly be very few persons today who would dis-
agree with the proposition that it is good sense, good business, and
good government to strive in every reasonable way, within the frame-
work of free enterprise system, to promote stability and high-level
employment in our economy. The intention of the Federal Govern-
ment to do its part toward those ends are stated in the policy declara-
tion of the Employment Act of 1946.

While there are doubtless many ways in which government plans,
functions, and policy affect the operation of the economy, it is generally
agreed that monetary, credit, and fiscal policies are the principal
means of directly promoting stability, high-level employment, and

rowth.
. Having made such an undertaking, prudence dictates that Congress
and the executive agencies of Government, with the help of experts
in the field, give constant attention to the adequacy and the continual
modernization of the stabilization tools.

Later this week, this subcommittee is going to hold hearings on the
subject of automation and technological progress in industry. In that
field we know that engineers, scientists, and technicians are giving
constant attention and thought to the improvement and working of

1
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various machines and processes. The same kind of checking and pre-
cautions are just as appropriate and called for in government and
economics. We, too, must be continually sure that our instruments
are regularly examined for rust and not allowed to be overtaken by
obsolescence.

That is precisely the purpose of these current hearings—putting an
important stabilization device under examination to see how 1t is
working and if its working can be improved upon. Other subcom-
mittees of the joint committee give similar study to other major poli-
cies affecting stabilization and growth, especiall};r fiscal policy.

The Joint Economic Committee, charged as it is with the duty of
making continuing studies of matters relating to the working of the
economy, has, over the years, conducted a series of such hearings and
examinations of progress and knowledge in the field of monetary and
credit controls. , .

One great accomplishment under the authority of the Employment
Act has been the extent to which general understanding and-knowl-
edge of monetary affairs by Members of Congress, the public, the
press, and even experts themselves, have been materially aided by this
series of periodic reviews. This hearing will undertake to bring the
record on monetary policy up to date.

This hearing is only another in this series of regular studies which
the Joint Economic Committee makes. It is important that that fact
be stressed in view of the rumors we have recently been hearing from
various sources that the independence of the Federal Reserve System as
presently constituted is being currently threatened.

‘Whether there is any truth or not in such rumors, this hearing, at
least, is not being held with any such notions in mind. It represents
a good-faith search for information as to recent and current policy
and its overall effects.

While it is obviously impossible to anticipate what the evidence
presented at these hearings may show, no report or immediate recom-
mendation are likely or expected. The record will, of course, be
thoroughly considered in connection with the joint committee’s annual
report due March 1. '

earings at this time are warranted by the need for public enlight-
enment and the danger that the tight money policy may wreck the
economy. :

As to the control and the kind of independence enjoyed by the
Reserve System, it is well to keep in mind ‘that the Constitution is

uite specific in assigning to the Congress the control over money and
the value thereof. In the modern world the money supply, of course,
takes the form in large part of credit and credit instruments.

The Congress, as a matter of expediency, has delegated the adminis-
tration of this power over the supply of money to the Board of Gov-
ernors and the Federal Open Market Committee. The relationship is
such that criticism of today’s tight money policy should be directed
at Congress as well as at its agent—the Federal Reserve System.

The determination of monetary policy is thus an important public
function to be exercised in the public interest by public-minded serv-
ants. The United States is, I believe, the only country in which the
central bank is not owned outright or controlled directly by the polit-
ical government. We preserve the fiction that the central bank is a pri-
vate concern by allowing commercial banks to make a sort of deposit
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erroneously referred to as capital stock, which prompts the private
banks to falsely claim that the central bank should be independent of
government. .

Our plan of organization has worked tolerably well, however, be-
cause we have checks and balances inherent in the structure of the
System as provided by law, and we can always change the law.

We must always be alert, however, to the danger that considerations
dictated by private interests may come to influence the decisions of
the Reserve authorities. If, for example, the influence or the profit-
making objectives of private banking were to crowd out the public
interest in management of the System, we would perhaps have then
to prefer some measure of political control as the only course guar-
anteeing the paramount public interest in the management of the
Nation’s monetary affairs.

The first question which the Federal Reserve authorities, the Con-
gress, and the critics of recent System action must answer at a time
like this is whether inflationary forces ave currently strong and pre-
dominant in our economy.

If we conclude that inflationary forces are substantial enough to
need restraint, we must.then decide what can be done about them.
What alternatives do we have?

(1) ‘We can place reliance on fiscal policy, which would possibly
mean increasing taxes; (2) we can rely more or less, as we have been,
upon general credit controls with their admitted shortcomings; or (38)
if we feel that general credit controls are unsatisfactory and fall un-
equally upon various parts of the credit structure, they can be supple-
mented by selective credit controls or other means of control. For
example, should we directly control plant and equipment investments
through some sort of capital rationing device?

The purpose of these hearings is to explore these questions, includ-
ing the merits of possible alternatives to high interest and general
credit restraints. In any case, we need to study the impact of these
various alternatives upon large and small business and upon parts of
the credit structure such as home mortgage financing, school con-
struction, and consumer installment buying.

To the extent that we decide to rely upon general monetary control,
we need to consider the various instruments used in making it effective.
What control devices are there other than ever higher and higher in-
terest rates? Are these rising interest rates effective in controlling
inflation, or do they possibly contribute to it?

The important thing of which we must make sure is that such credit
resources as are available are flowing to the right spots and that ef-
forts, however justifiable, in the restraint of threatened inflation, do
not lead over the hump into a period of deflation, which may be even
more difficult to deal with.

Our methods of dealing with deflation once it gets started are much
less adequate and certain than are our brakes upon inflation.

We must guard against the danger of making high interest rates and
tight credit a permanent habit in the United States. We must recog-
nize that monetary controls are essentially short-run tools and there
are other and better long-run stabilization techniques.

Finally, I think the time is here when we must begin seriously to
make a policy choice. And I would like to state that although I believe
our productivity can in the long run give us both stable prices and full
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employment, if I had to choose between a policy that might be mildly
inflationary in the short run as against one that would plunge us into
recession, unemployment, bankruptcies, and farm foreclosures, my
choice would be unhesitatingly for the former.

I cannot understand how anybody could possibly support the alter-
native of recession. But there are men in high places who conscien-
tiously think recession is the lesser of two evils.

I hope that we can bring this basic argument before the public
gaze in the course of these hearings and this basic question of public
policy can be resolved in the national interest. -

To sum up, I fervently believe that the time is past due for a thor-
ough reexemination of our country’s monetary and credit policy. I
hope that these 2 days of hearings by our subcommittee will be a help-
ful curtain raiser for that reexamination.

I know that efforts in that direction will be continued in the next
session by the full committee.

Our schedule of hearings at this particular time will include on
December 10 at 10 a. m. Elliott V. Bell, editor and publisher, Business
Week magazine, New York, N. Y., and Arthur Levitt, State comp-
troller, State of New York, Albany, N. Y. At 2 p. m. Robert R.
Young, chairman of the board, New York Central System, New York,
N. Y. On December 11 at 10 a. m. William McC. Martin, Jr., Chair-
man, Board of Governors of the Federal Reserve System, accompanied
by members of the Federal Open Market Committee; and at 2 p. m.
Alfred Hayes, president of the Federal Reserve Bank of New %ork
and Vice Chairman of the Federal Open Market Committee, accom-
panied by members of the Federal Open Market Committee, and
Robert G. Rouse, manager of system open market account.

This morning we have as our witness, who accepted the invitation
of the committee to be here, Mr. Elliott V. Bell, editor and publisher
of Business Week magazine.

Mr. Bell, it was certainly nice of you to accept our invitation, and
we are looking forward to your testimony, which we know will be
constructive and helpful.

You may proceed in your own way, sir.

STATEMENT OF ELLIOTT V. BELL, EDITOR AND PUBLISHER OF
BUSINESS WEEK

Mr. Beru. Thank you, Mr. Chairman. '

I have prepared a statement, not very long, which I would like to
read, if I may.

There exists today more widespread concern and questioning about
the working of our money system than at any time since the banking
crisis of 1933, There is need for a basic reexamination of our entire
monetary and financial networks to determine whether the present
institutions are adequate for present needs and whether the function-
ing of our money system could be improved.

‘ %uch an inquiry need not imply an indictment of our existing sys-
tem, but it would almost certainly disclose defects that need legisla-
tive correction.

In the past, reform and improvement of our money system has
generally been delayed until forced by critical events. Thus, the Na-
tional Bank Act of 1863 followed the panic of 1857, which has been
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brought on by a chaotic money system that allowed every kind of
wildcat bank to issue paper money.

The Federal Reserve Act of 1913 was an aftermath of the panic of
1907, and the banking reforms of the early 1930’s, including the estab-
lishment of the Federal Deposit Insurance Corporation, followed the
banking holiday of 1933.

It is normal for conservative economists and financiers to oppose
change; but if we run away from or try to shut our eyes to current
problems, the chances are that those problems will some day be dealt
with by more extreme people and in more radical terms.

I have in mind the sort of broad inquiry that has been suggested
by Allan Sproul and others, conducted by a Presidential commission
composed of outstanding citizens.

It is now more than 40 years since the last National Monetary
Commission—the Aldrich Commission—made its report in 1912. In
the interval, and especially in the past twenty-odd years, there have
occurred revolutionary changes in the structure of our monetary sys-
tem, and equally revolutionary changes in our economic objectives.
I would like to summarize those changes.

I. The past 20 years have brought the development of federally
chartered savings and loan associations which today constitute a third
banking system, having their own central banks—the Federal home-
loan banks. o

It has brought the rise and growing importance of State-chartered.
savings and loan associations; the entry of life insurance companies
into_large-scale lending, paralleling and competing with the commer--
cial banks; the growth of large finance companies providing consumer
credit, and of pension funds—a comparatively new type of financial
institution, enjoying tax exemption and free from any regulation,
either Federal or State. These pension funds now engage in major.
financial operations and promise to become one of the most important
sources of lendable funds in the future, '

In addition, there has been an enormous growth of Federal instru-
mentalities such as the Federal Housing Administration, the Small-
Business Administration and the Veterans’ Administration, which
are engaged in lending or in guaranteeing or insuring loans. A report
of the Hoover Commission lists 104 such instrumentalities, created
between 1913 and 1955, and I understand about a score of them is
actively engaged in lending or insuring loans in a way calculated to
affect credit conditions and possibly to involve an intrusion upon the
course of monetary policy.

Some of these Government credit intermediaries were established
by Congress to carry out a social purpose—such as rural electrifica-
tion—others are more akin to private financial institutions.

And so, the question arises whether there is need for all these agen-
cies and whether their individual operations are always in harmony
with broad national policies.

II. The period since the banking crisis of the 1930’ has brought
the development of an increased number of regulatory agencies. These
now include: the Comptroller of the Currency, the 48 State bank
supervisors, the Federal Reserve System, the Federal Deposit Insur-
ance Corporation, the Home Loan Bank Board, and others. Their
jurisdictions overlap and the coordination of policies followed is de-
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pendent almost entirely upon the personalities of the individuals in
charge at any one period of time. ST

It was said that the banking troubles of the 1930’s were due partly
to a “competition in laxity” among the various supervisory authorities
in the booming twenties. There is nothing to prevent a recurrence of
such competition in the present boom. : '

This multiplicity of regulatory and chartering authorities raises
the question of the need for more uniform standards and require-
ments to govern the establishment of new financial institutions, in-
cluding branches of existing institutions. o

Every commercial bank in the country is a part of our monetary
system, and its lending and investing activities affect the supply of.
money. Yet, the standards of competence, character, and public neces-
sity governing the chartering and branching of such institutions vary
enormously. -

Lately a new complication has been introduced by the bank holding
company legislation enacted this year, which would, according to
Governor Harriman of New York and the banking superintendent of
that State, George Mooney, provide a means of bypassing the State.
authority with respect to branch banking and the concentration of
banking power.

III. There is need to reexamine the task now expected of monetary
and fiscal policy in this country. When the Federal Reserve was
established, its primary purpose was to provide an elastic currency
geared to commercial paper. Today, we are committed to a national
program which calls for Government action .to ‘promote high-level
employment and to maintain economic stability. e T

n carrying out these objectives, monetary policy has a large role:
to play. Is the Federal Reserve System adequate to play its part:’
have its responsibilities in this connection ever been clearly defined
so that either the members of the Federal Reserve Board or anyone
else can know what its obligations actually are? ' '

What should be the relation between the Federal Reserve and the
various other governmental agencies which extend or guarantee credit.
or regulate financial institutions, and with the Treasury? o

Is there need for new arrangements to provide for consultation and.
collaboration among these various agencies? . '

Mr. Chairman, I ventured recently to suggest the desirability of
a National conomic Council which would function in respect to eco-.
noimic policies somewhat as the National Security Council functions.
with respect to defense policies. E A

" In ‘Some quarters this suggestion has been misinterpreted as an
assault upon the independence of the Federal Reserve System. I can-
not see it that way. The suggested Council could be established by
congressional action, as was the National Security Council, or it
could be created by the simple act of the President .in inviting the
appropriate individuals to participate. ' : S

In either case, I cannot see why the essential independence of the
Federal Reserve System should be endangered.” That independence,.
as I see it, simply means that the Federal Reserve must not be com-
Ii‘elled in peacetime to use its credit-making powers to facilitate the:

reasury’s financing needs as 'was done in two World Wars,.~. -

But apart from Treasury-Federal Reserve relationships, it would,’
it seems to me, be a matter of common sense to bring the Federal



MONETARY POLICY: 1955-56 7

Reserve more directly into the councils guiding the administration in
its economic policies.

I do not have so low an opinion either of Governor Martin or of
President Eisenhower as to think it would be impossible for the former
to counsel with the latter without losing his independence.

If, however, it is felt that the Federal Reserve Board is so sensitive
that contact with the President would corrupt it, then I suggest there
might usefully be formed a National Economic Council without
regular representation by the Federal Reserve Board. In this event,
the Fed might be invited to send an observer with the express under-
standing that he could sit near an open door ready to fly to the sanc-
tuary of Constitution Avenue if he felt the danger at any point of
political contamination. ‘

IV. For some years, there has been controversy concerning the
relations between the Federal Reserve Board and the Federal Reserve
banks. There have been differences of viewpoint as to the composition
of the Federal Reserve Board, the term of office of Board members
and the rate of compensation received by them.

During the first 20 years of the existence of the Federal Reserve
System, the Board in Washington was relatively unimportant and
relatively impotent. The Federal Reserve banks, especially the
Federal Reserve Bank of New York, were dominant.

In the reforms following the banking holiday of 1933, this situation
was abruptly reversed. Power was shifted to the Board in Washing-
ton and taken away from the regional banks. ‘And yet the President
of the Federal Reserve Bank of New York is paid about three times
as much as the Chairman of the Board of Governors of the Federal
Reserve System.

This is an anomalous situation. If the Board is to be dominant,
the question is relevant whether the compensation paid to members
of the Board should not be at least sufficient to make it possible to
persuade a man who has distinguished himself as president of a
regional bank to go on to Washington as a member of the Board. At
present I uniderstand this is practically impossible.

Study should also be given to the question of whether it is desirable
to continue a 14—year term for members of the Board of Governors;
whether the Chairman of the Board should serve at the pleasure of
the President who appoints him; whether his term should be co-
terminous with that of the President; whether he should have more
authority over other members of the Board than he now has; whether
the entire Board setup should be altered and replaced by something
more akin to European central bank organizations in which the sys-
tem is headed by a governor or chairman assisted by various deputies.

T do not advocate any of these. I think they are questions that
should be explored. S o

Now, there have been differences of opinion between the System
and its member banks about the level of reserve requirements. There
has been serious disagreement within the System over open market
operations. There is confusion and inconsistency with respect to
the System’s responsibilities toward the Government securities
markef. All these questions and controversies need to be examined.

V. There is need to explore the role of selective credit controls as
an instrument of national monetary policy. No one likes selective
controls. Yet, they can be made to work.
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An outstanding example of this is the selective control of security
credit through margin requirements. There are times when selective
controls might prove to be a lesser evil than overall quantitative credit
restriction.

For example, when installment credit seems to be expanding too
fast, it might be better to have a regulation tightening up the terms
of installment credit rather than putting a stranglehold on the entire
economy through an overall tight money policy.

I appreciate that there are dangers ‘of bureaucratic interference
with free enterprise in the use of selective controls, but I believe
there will ultimately prove also to be great dangers in the attempt
to stabilize our economy through the violent alternations of dear money
and cheap money we have seen in recent years, -

VL. There is need also to explore the possibility of compensatory
fiscal policies, such for example as variable depreciation, as instruments
contributing to economic stability. This might conceivably be a means
of spreading out a capital expansion boom like the present, which
it seems to me tight money thus far does not seem to have affected.

I understand this device is employed in the Netherlands, so there
is means of learning how useful it has been in actual practice.

VIIL. Other questions that need study include the effects upon
quantitative credit control of high taxes and of a large outstanding
Government debt. ' :

It has become apparent in recent months that rising interest rates
present no serious obstacle to large and profitable corporations. Since
interest paid is a tax-deductible expense, a prime rate of 4 percent
costs the corporate borrower less than 2 percent. Even a rate of 8
or 9 percent would cost the large corporation, after taxes, less than
municipalities are now paying for money to build schools.

On the other hand, the corporation that is in trouble, operating in
the red, is directly penalized. - o

It has also been noted in the past year that the existence of a large
Government debt, constituting a major part of the assets of the
country’s financial institutions, results in a pronouuced lag in the
effectiveness of a tight money policy.. ~ ~ '

Although the Federal Reserve has been following a stringent credit
policy for well over a year, and has prevented virtually any expansion
of the money supply, bank loans have expanded to record levels.

An explanation of this appears in the condition statement of weekly
reporting member banks. In the 12 months ended last November 21,
these banks showed an increase in their commereial and industrial
loans of $4,600 million, while their holdings of Governmert securities
went down $3,700 million and investments in other securities fell
$709 million. o w ] R

In short, the banks simply shifted their assets from Government
and other securities to loans. Meanwhile; deposits declined nearly
half a billion dollars in the year. e

I am told that in the first half of this year corporate business
obtained over three and a half times as much in bank loans as was
obtained in the first half of 1955. . ' » o

And T know in the 18 months ended last June 30, bank' loans rosé
$17 billion—which was the largest 18-month increase on record. -

And so it seems to mé the tight monéy policy- thus far has huit
home builders, small business, and municipalities that need -to’ biiild
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schools and other improvements. It has not, as far as I can see,
touched the capital goods boom. It may actually have stimulated,
rather than curbed, business borrowing because the prudent corpora-
tion executive, reading and hearing about tight money policies, has in
many cases borrowed money he did not yet need—just to be on the
safe side. .

This, of course, is not to say that tight money will not be effective.
It may grab hold very soon now because financial institutions have
come about to the end of the road when it comes to selling “govern-
ments,” especially at current prices and in present thin markets.
Moreover, many banks are “loaned up” to the limit of what they con-
sider prudent.

In concluding, Mr. Chairman, may I say a personal word. Iam not

osing here as an expert. I do not pretend to know the answers to
these difficult questions. I think it would require at least 2 years’
study by a monetary commission, aided by a first-rate staff, to begin
to arrive at the answers. I do claim to be a qualified observer of the
financial scene.

My record over nearly 30 years should prove, I think, that T am no
enemy of the Federal Reserve Board or of any public officials who try
honestly and according to their best judgment to serve us all.

So far from being opposed to monetary management, including the
quantitative control of credit, I have, I think, a clear record of having
encouraged the broader understanding of these matters.

As for the independence of the Fed—as far back as 1950 I pointed
out that the Fed was under no compulsion, legal or otherwise, to peg
Government bonds. I showed that in any contest between the Fed-
eral Reserve and the Treasury, the Treasury could not hope to win.
I urged the Federal Resexve to take its courage in its hands and act
independently. ‘

The Board of Governors had a speech I made at that time reprinted
and sent all over the country, and the following year they did assert
their independence.

And so, in raising now some troublesome questions, I am not seeking
to injure the Federal Reserve System. On the contrary, I believe
that if we cannot soon persuade moderate men to face up to these ques-
tions, we will be too late and will find ourselves confronted with im-
moderate solutions. :

Thank you, Mr. Chairman.

Chairman PatmMAN. Thank you, Mr. Bell. You have certainly
raised some good questions. Your statement is very fine.

I wonder, Senator O’Mahoney, would you like to ask Mr. Bell some
questions now, or would you prefer that I interrogate him first ?

Senator O’MAHONEY. It is quite immaterial to me.

Chairman Patuman. I mean, I do not know what your schedule is.
I know you are very busy.

Senator O’ManoNEY. I am here for the duration of the morning
session, at any rate.

Chairman PatmaN. Thank you, sir.

Senator O’ManoNEY. Mr. Bell, I would like to start with calling
attention to yourself as a witness and as a man of great experience in
the field of finance—even though you do not call yourself an expert—
I think you are overmodest in that. I read with interest Business
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Week, which you edit. I read it almost every week except in political
campaigns. [Laughter.]

The President of the United States is reported by the press to be
advocating or preparing to advocate in his state of the Union message
an expansion of the Marshall plan or, shall I say, a renewal of the
Marshall plan on a great scale whereby the Congress will be asked
to approve large loans to foreign countries, principally, of course, the
Western bloc of free nations.

We already know, and this I approve completely, that he has recom-
mended that the British request for remission of the interest due upon
the British debt shall be forgiven.

That latter recommendation of the Government forgiving entirely
the interest upon the debt is altogether contrary to the policy of the
Secretary of the Treasury in boosting the debt—the interest upon the
deb{;fof private citizens, private corporations, and of the Government
itself.

Do you find in these facts which I have just related, any basis for
further comment?

Mr. Berr. Senator, the chairman referred, in his very excellent, if
he will permit me to say so, opening statement, to the inherent checks
and balances that we have in our system, not merely by reason of the
institutions that we have, but by reason of the divergence of viewpoints
of men. And I suppose that it is a sound thing in an administration
not to have people who all think exactly alike, but to have people who
have at least some variance of views and of the values they place upon
matters.

I would certainly not want to pass any judgement upon the validity
of the point of view of anybody in the administration. My own feel-
ing, Senator, is that it—-

Senator O’MaHoNEY. I am not asking you to pass any judgement.

Mr. Bern. No. '

Senator O’ManoNey. I am just asking you to give your own opin-
ions with respect to a central fact in this whole problem of interest
upon debt. (I))an we logically follow a policy of no interest upon the
debt owed the United States Government, while levying a constantly
increasing interest upon the debt of the people of the United States
through the policy of the Government?

The only purpose of our sitting here is to decide what is best for the
policy of the United States. We have to be prepared in our reports
to Congress, just as the Executive has to be, for the opening of the
new session of Congress, and I would welcome your comment upon
this apparent conflict of Solicy.

Mr. Berr. Well, sir, I do not quite see the conflict as sharply as you
apparently see it. It seems to me clearly that we are faced with a
very emergent situation in Europe. The Suez crisis, without entering
into the question of the rights and wrongs of it, has created a serious
economic crisis in Europe, and I think, sir, that we must be prepared
for emergency measures such as this remission of this one installment
of debt. Otherwise, I think the consequences might be serious, not
merely for our allies but for ourselves.

Senator O’MaHONEY. Now let me ask you to turn to page 9 of your
statement this morning. I began to read it only toward the con-
clusion of your statement.

Mzr. BeLn. Yes, sir.
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Senator O'MaroNEY. Toward the end of the paragraph beginning,
“My record over nearly 30 years”

Senator O’ManONEY (continuing). You say:

As for the independence of the Fed—as far back as 1950 I pointed out that
the Fed was under no compulsion, legal or otherwise, to peg Government bonds.

In order to carry out the foreign fiscal policy as part of the foreign
policy of the United States which the President has prescribed, it
will be necessary for the Treasury to borrow money.

Mr. BeLL. Yes, sir.

Senator O'MamonEY. And it was so stated. The Treasury is won-
dering this morning what rate of interest it must be prepared to pay
to the big banks in%\lew York on the money that will be required be-
cause of the forgiveness of the interest on the British debt.

Mr. Berr. Yes, sir.

Senator O'Mamoney. And because of the program which the ad-
ministration apparently is about to follow, of expanding its policy
of economic loans.

Mr. Benn. Yes.

Senator O’Masonty. In order that you may be under no misap-
prehension as to my own views about this, I advocated and supported
the Marshall plan” from the very beginning, and I see no o jection
to the continuation of the Marshall plan, even though some may pre-
fer now to call it the Eisenhower plan or the Dulles plan, or some
other plan.

Tt was a good plan, and it has done wonders for Western Europe.
‘There is only one point on which I reserve judgment, and that is the
policy which Secretary Dulles followed during the last administra-
tion, of refusing to allow his subordinates, or to testify himself, be-
fore the authorized committees of Congress with respect to how the
money we loan was being spent abroad, and by whom.

1 know very well, and I think everybody who has watched the de-
velopment of the fiscal matters knows, that when the Government
holtlis out the molasses pot and takes the cover off, the flies begin to
gather.

So when the Secretary, Secretary Dulles, deliberately refused to
allow witnesses to answer questions—questions by Congress, let me
say—with respect to the manner of expenditure, I felt that was
wrong. Congress ought to know about it.

But, with that reservation, I see no objection whatsoever to fighting
communism by economic aids rather than by war, and I deeply be-
lieve that we are engaged in a cold war which, if we continue to fol-
low the policy of the last 4 years, we may lose to Communist Russia.

And one of the indications before us now of the danger in which
we are is the point of view which you have just expressed in your
paper with respect to high interest rates.

I am sorry to have taken so much time in explaining my own point
of view, but I did that merely to disabuse you of any fear that I was
talking from partisan motives rather than from great concern for
the monetary policy of the United States.

Mr. BeLL. Yes, Senator.

Senator O’'ManmoNEY. Now, would you care to answer, to make any
comment upon this apparent conflict?

Mr. Bern. The only comment I think that I could appropriately
make, sir, is that this is another complication, a very serious one, which
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makes it even more urgent. It seems to me that we should reexamine
these policies and counsel together on them. -

Senator O’ManonEY. I apologize to you, Mr. Bell. I talked so
long that you lost the question.

Mr. BeLr. Perhaps I did.

Senator O'ManonEY. The question was keyed to your statement
on page 9. .

Mr. Bert. On pegging Government bonds?

Senator O'MarONEY. On pegging Government bonds.

Mr. BeLL. Yes, str. ’

Senator O’ManonEY. Do you not think it would be a very sound
policy for the Federal Reserve Board to come to the aid of the Govern-
ment in selling these bonds which the Treasury Department will have
to sell to carry out the program that President Eisenhower is now
recommending ?

Mr. BeL.. Well, Senator, if you will permit me to put it in my own
words, which may not be quite as concise as yours, I have always felt
that the Federal Reserve and the Treasury were married, that they
have to get along together and they have to help each other——

Senator O’'MaHoNEY. I agree with that.

Mr. BeLL (continuing). That it is silly to think that one can go
rampaging off entirely on its own. They cannot do that.

Now, that is not to say that the Fed must peg Government bonds
or that it must be a handmaiden to the Treasury to cater to whatever
desires or whims the Treasury may have. But it must, of course, share
responsibility for the stability of the Government security market.

enator O'Mamongy. I knew you took that point of view because
of your speech before the American Bankers’ Association. I think
you said that the Federal Reserve should not say to the Government,
“Go fly your own kite.” Those were your words, were they not ?

Mr. Berr. That is correct.

Senator O’MaroNEY. And I think it is most important to take ad-
vantage of your appearance before this committee here to emphasize
that point of view, with which I completely agree.

I judge, then, that T am justified in saying that in response to my
questions now, you have reasserted your oft-repeated principle that
the Federal Reserve Board owes an obligation to work as a partner
with the Treasury Department to see that the Government bond
market is not

Mr. Berrn. Sir, an equal partner in which neither side dominates
or orders the other around; in which they work together.

Senator O’ManonEy. I think I might be invading the chairman’s
field in this question.

When you say “an equal partner,” do you believe that the Federal
Reserve Board 1s supertor to Congress?

Mr. Berr. Oh, no, sir. '

. Senator O’ManronEy. It is not superior to the Treasury, but how
about Congress? A

Mr. Berr. I certainly do not ; by no means.

Senator O’MaroNeY. Thank you very much, Mr. Chairman.

Chairman Patman. On that point, Mr. Martin at one time stated
that he considered the Federal Reserve Board a servant or agent of
Congress. Necessarily that is true, because the Constitution is very
plain that the powers that they now assume are powers that Congress
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should perform and duties that Congress should perform, but Congress
has delegated the powers to the Federal Reserve System. .

On this study, Mr. Bell, that you have mentioned, I agree with you
that a thorough study should be made, but I hope that you do not insist
upon a Presidential Commission to make the study, for these reasons:

No. 1,it isa legislative matter, not an executive matter.

No. 2, people who are elected and have something to lose should
be charged with the responsibility, rather than someone who is in
no way connected with an obligation to directly or indirectly keep in
mind the public interest.

It occurs to me that that makes a big difference, Mr. Bell.

Mr. BeLr. Mr. Chairman, I would like to respond to that. I have
worked, as I think you know, in very close cooperation with the
Legislature of the State of New York.

Chairman PATMAN., Yes,sir.

Mr. Bewr. I was for 7 years an official of the State, and I think
that I have a very proper respect for the legislative branch, and I
think I have some understanding of the problems that they deal with.

Now, the reason I suggested that this should be a commission which
would not include members either of the legislature or of the adminis-
tration, is that it seemed to me that it would be valuable at this time
to get what, as far as it is humanly possible, would be an outside or
detached viewpoint. o

My point is that the Members of the Senate and the Congress will, of
course, be studying these problems, as you are doing right now; but it
is"they who will ultimately have to pass upon the recommendations
of this Commission, because the Commission will be meaningless except
as its recommendations exentuate in constructive legislation.

It just seemed to me that it would be better if you could have this
group that would study, not in terms of any legislative deadlines, not
thinking of whether we have to get our recommendations in for this
session or for that session, but who would work on this problem until
they are satisfied that they have come as close to the answers as is
humanly possible, and maybe there are no answers to some of those
questions. :

And they would then put forth their report and findings to be
debated, and we would presumably have differences of opinion on the
matter; and then ultimately these recommendations would, of course,
come to the consideration of the committees like yours, sir, and if they
had merit they would ultimately result in legislation.

But it seems to me that it would leave the leaders of Congress and
the Senate freer to exercise their clear and unbiased judgment if
they were not themselves participants in this study. That is my
whole point.

Chairman Patman. I think they would feel very free, anyway;
they usually do, Mr. Bell. '

Here is the viewpoint I have on that: If you have an outside
commission, you certainly delay action; because after that commis-
sion gets through, it must present its findings, and the reasons for
the findings, to the proper legislative committees, House and Senate.
It is going by a roundabout way, when the House and Senate, either
by {omt hearing or by the respective committees of the two bodies,
could have the hearings and call before them the people that you

85560—57—2
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would normally select to serve on a commission. In that way you
would get all viewpoints.

The Members of Congress have a responsibility to the people.
They have something to lose, their own seats are involved if they
make a mistake, why, it is too bad for them. On the other hand
a commission appomted by the President, I am assuming that
they will be public-minded people and that they would not have some
ax to grind, at the same time do not have the responsibility that a
Member of Congress has. They have not been elected to office.
They are not under obligations to constituents. They have nothing
to lose~in the advocacy of what they present, like a Member of
Congress, I believe that it would be better to have congressional
committees, either joint or preferably each body conducting its
own investigation, and calling all these people before them and getting
all viewpoints.

That 1s just my opinion. You have yours.

Mr. BeLr. Yes.

Chairman Parmax. Which I respect, of course.

Mr. Beur. Well, I am quite sure that there is great force in what
you said. It just seems to me that it would actually leave the legis-
lative bodies freer to pass judgment upon these recommendations.

Chairman Pataan. I understand your viewpoint. And further-
more, you know that they would be bankers, because they are the
ones who would know about it. ‘

Mr. Berr. They would have to be.

Chairman Patman. Well, bankers have a self-interest in this thing,
and I think that is one of the bad features of the Federal Reserve
System now, that the bankers have too much control, and I do not
think we should necessarily consult the bankers about it.

We can hear them all right, and hear their testimony and listen to
them, give consideration to their views, but I do not think they should
be leading the parade, because they are too much interested.

Mr. Bell, you mentioned the inability of the central bank to con-
trol economic conditions through monetary changes because of the
competitive situation with respect to those commercial banks over
which they have no control.

I assume State banks would come first, and I agree with you that
we should give serious consideration to that. .

Mr. BeLr. I merely mentioned that consideration should be given
to the overall monetary system when so much of your commercial bank
structure is outside of the banking system.

" Chairman Parman. Thatisright. You take, for instance, the other
day the interest rate was raised on time deposits. .

Mr. BeLr. Yes, sir.

- Chairman Pataan. In the 1935 act, you will recall, it is unlawful to
pay interest on demand deposits, and it is also unlawful to pay an inter-
est rate in excess of the amount that is fixed by the Federal Reserve
Board. Heretofore that has been 214 percent, and the other day they
raised it to 3 percent. ‘

Senator O’MaHoNeY. Mr. Chairman, may I interrupt, merely to
remark that some of the banks are not taking advantage of the per-
mission of the Board to raise the interest rate on certificates of deposit ?

I have seen some certificates of deposit recently reissued which still
carry only 2 percent. :
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Chairman Parman. Well, there is a little catch to that three, you
know. That does not apply until about 6 months, does it, Mr. Bell?

Mr. Bern. It iseffective January 1.

Chairman Patman. I mean only to deposits that are over 6 months
old.

Mr. Berr. Oh, yes.

Chairman Patman. I think there is a little fine print on that.

Mr. BeL. May I make a comment on that. As an old supervisor,
Senator, I think that authorities who have to place these ceilings would
prefer, if they could, not to be in the position of actually fixing the
rates, but rather, if possible, to fix a ceiling within which there would
" be variations. So that I would not think that it would be desirable
that everybody should immediately go to the limit of the ceiling, be-
cause then what you would have, in effect, is the Federal Reserve
Board not fixing ceilings but fixing rates.

Senator O’ManoNEY. I quite agree with you, and I did not want to
interrupt the chain of questions that the chairman is following, but
I make this further comment to call attention to the fact that the
banks increased the rate of interest which the Government must pay,
but they are not ready to increase the rate of interest which the small
savers can receive.

They want their money cheap when they get it from the little people,
and they want to get a very high interest rate return when the Govern-
ment wants it from them. And I think the time has come for the
banks, as well as the Federal Reserve Board, to cooperate with the
Government in meeting the terrific financial problem that is now ours.

Mr. BeLL. Well, sir, I do not know whether this statement will find
any sympathy with you, but it is my opinion, truly, that the majority
of the larger banks, at any rate, have been very reluctant to increase
their loan rates, and have really gone along with reluctant feet.

Certainly as far as the last increase in the prime rate was concerned,
the New York banks wouldn’t do it long after they were really being
pushed. It was left for a Boston bank to do it, and the thing was
set up so that the Fed appeared to be following the market, but it was
really the other way around.

Senator O’Manoney. Mr. Chairman, would you permit me to tell
my story——

Chairman Pataan. Certainly.

Senator O’'ManmoNEY (continuing). About Gene McCarthy, the
sheepgrower in Wyoming ¢

Chairman PatmaN. Go ahead, Senator.

Senator O’MaumonEey. I think it is appropriate at this moment.

Gene McCarthy was a very wealthy grower and very successful
woolgrower in the State of Wyoming. He was a member of the
Wyoming Woolgrowers Association.

The members of this organization, like those who are engaged in
the sheep industry throughout the public land States, raised their
sheep upon the public domain, and they were always very much
afraid of the havoc wrought among their flocks by the coyotes. So
always their representatives in Congress were requested to secure ap-
propriations for the Department of Agriculture to make war on
predatory animals.

The woolgrowers association was holding a meeting, and the presi-
dent thought it would be a good idea to call on Gene McCarthy to
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make a speech on predatory animals. He accepted. It was a brief
speech. He said, and he had a very nice, sweet, Irish brogue:

Mr. President, you have heard a lot of technical talk this morning about preda-
tory animals. All I want to say to you is this: If you can keep the banks out of
your flocks, you don’t need to worry about the coyotes.

Mr. Bern. Well, Senator, some of my best friends are bankers.
[Laughter.]

-Chairman PaTman. Yes. We are not against the bankers because
they are bankers. I know Senator O'Mahoney feels the same way I
feel about it. In fact, we cannot get along without the commercial
banking system. We think it is the finest and best system on earth,
at least I do, and I think they render great service to our Nation in
time of peace as well as in time of war, and I do not want to change
the commercial banking system.

I do not want to change the Federal Reserve System, except get
it back to its original intentions, and leave it to public members to
control. That is the only thing I want to change.

Now, on the increase in the time deposit interest rate to 3 percent,
do you not think that is inflationary, for this reason: The object
clearly is to induce depositors to bring their money from the Federal
savings and loans or similar institutions, over to the commercial banks.
Obviously that is the object.

Let us suppose that a customer does that. Is that deflationary or
inflationary. = It is inflationary, because the savings and loan can only
make a loan of just this particular money, and it is unable to expand
on it; whereas if the money is brought over to a commercial bank,
I think the required reserve is only 5 percent now, is it now?

Mr. Berr. Yes, sir.

Chairman Parman. Then the commercial banks can expand 20-to-1.

So do you not think if the policy is effective, that it will actually
be inflationary rather than deflationary, Mr. Bell?

Mr. BeLL. Well, I don’t think so, Mr. Chairman,

First of all, I would like to make sure that there is no implication
here that I am criticizing the action of the Federal Reserve in chang-
ing regulation Q. I think that their ceilings had become obsolete,
and if T had any criticism it was that they didn’t act sooner.

Chairman Parman. I am not criticizing just on that.

Mr. Bewn. No.

Chairman Parman. I am just bringing it out.

Mr. Berr. Yes.

Now, my point of view on this matter of these interest rates is
perhaps a minority viewpoint, but again it goes back to my experi-
ence as a bank supervisor. '

I remember, sir, that in the 1920’s, our banking system did engage
in a very destructive competition to see who could pull deposits away
from the other fellow by paying the highest rate of interest.

"Chairman Patman. Higher rate of interest, yes, sir.

Mr. BeLt. And the result of that, sir, was that Congress, as you
have pointed out, ended it by forbidding the payment of any interest
rates on demand deposits at all.

Now, I think there is a danger—I won’t say it is actually here—
but I would say there is a danger of getting excessive competition for
these time and thrift deposits by the payment of high interest rates
which strain the capacity of the banks to earn and justify them; and
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T am of the opinion, sir, that so long as we have an overall monetary
policy which freezes the volume of money in the country, that you
are not going to increase the volume of deposits by paying higher
rates of interest. ‘

I think you are merely, as you suggest, going to yank them from
one institution to another, or convert a certain amount of demand
deposits into time deposits in response to these higher interest rates.

go I am concernéd about them on that score, sir, but I don’t think
they can be described properly as inflationary. That does not seem
to me to be—— - o T D
i}' (l‘jlhairman Parman. All right: Let-me ask you this question, Mr.

ell: o

". ‘'We will take a thousand dollars in a Federal savings and loan, and
that thousand dollars moves over to the commercial bank because the
customer would just rather'do business with the commercial bank;
the commercial bank can offer so many more services than a savings
and loan. - - ’
". But is not the potential there, the inflation potential, we will ecall
it, more than at the Federal savingsand loan, for the reason that they
can only lend it cne time, and the commercial banking system can
lend it 20 times? :

How can you say it is not calculated to be more inflationary under
those conditions, Mr. Bell? - : :

- Mr. Berr. Well, sir, this is rather a complicated question, and I
tread very lightly here, but I do not believe, Mr. Chairman, that a
transfer of a savings and loan share over to a time deposit in a com-
mercial bank would give the commercial bank any additional reserves,
and it would have to get additional reserves, would it not, in order for
the system to multiply deposits? o C

Chairman Parman. That is srue, it would have to do that. But
they are capable of doing it because they have the means of doing it.

Now, I am talking about a commercial bank which has a savings
department. I am not talking about one—— - ’

Mr. BerL. Yes, sir, I realize that. ' '

Chairman ParmaN. I am not talking about one which does not
have a savings department. '

Mr. BeLn. Yes. ' .

Chairman Parman. In some States it is possible that they cannot
do that. But generally, they can do that.: - S

Mr. BeLe. Well, I believe, sir, that one would have to follow this
transaction through rather carefully, and I:think we must assume
that the savings and loan had that monéy invested, and that when
somebody came in and took that money out, that the savings and lgan
probably had to decrease its investments in order to supply the money;
somebody else had to take that up, and I do not think there is any
increase in money involved. =~ : ‘

__ Chairman Patman. Not just that particular money, but 20 times

that much. You see, that becomes a base, if properly used, to expand

gO times, just like in a commercial bank now it is possible to expand
times. )

Mr. BerLr. On the basis of new reserves, I must say I prefer
. :Chairman Pataman. That.is right; that is all:I am talking about.

_Mr. B (_contin‘uirllf):‘I‘,;must.‘szty.:I:.lwould:_rather.ihave'- SOme
licensed practitioner, like Mr. Ensley, answer that.
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Chairman Parman. You made a very interesting comment concern-
ing the holding company bill.

Mr. BeLi. Yes,sir.

Chairman Partman. I am on the Banking and Currency Committee
of the House, and we watched that bill closely, and I think the bill
as it passed the House was all right. I did not keep up with it in the
Senate, but I understand it was in the Senate that the amendment
was made that permitted the acquisition of new banks bﬁ holding
companies within the States without prior approval of the appro-
priate State banking authority; am I correct in that, Mr. Bell?

Mr. BeLr. I am sorry, I am not sufficiently close to the course of
that——

Chairman Parman. As a Member of Congress, and certainly as a
member of the Banking and Currency Committee, I am disappointed.
I think if this public Jaw goes as far as the Federal Reserve Board
seems to indicate, and as the banks seem to think, something should
be done immediately to repeal that part of the law.

We were not trying to expand holding companies. We were trying
to restrict them. That was your understanding ; was it not ¢
" Mr. Bern. Yes, sir; it was. '

Chairman Parman. It is rather unusual that we would end up
doing exactly what we said we were trying to stop.

Mr. BeLr. Well, I think, sir, that as far as we in the State of New
York are concerned, we do not fully understand what the implications
of this bill may turn out to be, but we do have a particular situation
before us at the present time.

When I say “we,” I am still a member of the Banking Board of the
State of New York, so I share some part of the superintendent’s con-
cern, and it gives us a great deal of concern. There is, as you know,
in our State a joint legislative committee studying our banking law.
I am on an advisory committee to that, and the members of the legis-
lature in New York are very much concerned about this problem.

"We do not know the answer. We don’t even khow for sure that we .
know the right questions yet.

Chairman Parman. Well, I am very much concerned, and I know
other members are. This bill did not turn out as it was intended.

I am not trying to place responsibility and I am not criticizing or
censuring any particular person or either body of Congress about it,
but I do know that the object of that bill was to restrict and limit
holding companies and retard their progress. Certainly there was
no thought that a law should be passed which would permit the ex-

ansion of holding companies within a State and contrary to State
aws. ;

T think that would be terrible, and I think you would find a lot o
sentiment to change it quickly.

Mr. Brr. If T may make this suggestion, sir, I think that much
help could be done if there were a general revision of all of our banking
laws, to make sure that the Federal chartering and supervisory
authorities did abide by the State laws with respect to branches.

Chairman Patman. I thoroughly agree with you.

Mr. BeLr. That was done with respect to the national banks, but it
was left very vague in other areas, and this causes a2 good dedl of
friction. and unhappiness in the workings of our dual system.
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“Chairman Pataman. It is depressing to me, particularly in view of
the fact that in our State constitution—and -we are very proud of this
provision—it is impossible for a bank to be a chain bank or have more
than one office. 'We have an independent banking system in our State,
and they can only have one office.

Mr. Bero. Yes, sir. : -

Chairman Pataan. Yet, if this law which recently was enacted by
Congress is interpreted as many people seem to think it should be,
that would even destroy our State constitutional provision, would it
not, Mr. Bell? - '

Mr. Bern. If that is correct, sir. .

Chairman ParmaN. In other words, it could be evaded through the
holding company process, if that interpretation were correct which I
do'not concur in. : _ : .-

Mr. BeLr. Well, T am not sufficiently sure as.to the full implications
of this bill, but I know that in the case of New York, the matter that
arose there was such that the New York authorities are considered
to have nothing to say about it at all, and the Federal Reserve advised
them of the facts as a matter of courtesy only.

Chairman PatmMan. As a matter of courtesy only.

Mr. Berr, That is right. : . )

Chairman Patman. Well now, that is pretty rough; that is pretty
rough. If it goes that far, I am sure there will be plenty of sentiment
in Congress—— : . o

Mr. Berr. The institutions involved, although two of them were
Statlel:-chartered institutions, did not advise the banking department
at all. . :
Chairman ParmaN. You mentioned the Federal Reserve System
changes in 1935. I believe it is material to suggest at this point that
you recognize, I know, in view of the fact that you have kept up with
the banking laws, that we did not have a centraf'bank until 1935. .

Mr. BerL. That is correct, sir. :

Chairman Parman. And in 1935, we completely changed the Fed.
eral Reserve System. : o

Mr. BeLn, That is correct.

Chairman PatTMAN. You agree to that, do you not ?

Mr. Bern. Yes; I do. : C. .

Chairman PatmaN. You see, before that we had 12 regions, and
we had 9 directors of each bank, and 6 of those, of course, were selected
by the banking interests, 3 of them were appointed by the Board of
Governors, class C directors. They were pretty big people, you know,
then. The chairman of the board was the biggest man in that bank,
was he not? He was the one who had to reach back in the safe and
get ]gle Federal Reserve notes to deliver. He was the only one who,
could—— : : .

Mr. Bern. Wasn’t he the Federal Reserve agent? o

Chairman Parman. That is correct. The chairman of the board
was the Federal Reserve agent. _ oo

"Mr. BeLL. Yes. .o

Chairman Partaran. And he was the only one who could handle’
the Government’s money. . .

Well, in 1935 the law was changed so that these six bank directors
could elect their. president, who would become the big man in that
bank, could they not ? g ' '



20 MONETARY POLICY: 1955-56

Mr. Bein. That is correct. Under the 1935 law the president be-
came the head of the bank.

- Chairman Parman. So it was completely changed there. And then
the regional banks used to have lots of other authority in the open mar-
ket operations which were important. Under the 1935 act, they were,
for all practical purposes, put in 1 pool, and 1 person controlled it,
and now when there is an open market purchase—of a Government
bond or anything else—this 1 person, who is a manager of the account
in the New York Federal Reserve Bank, divides it through some sys-
tem or formula that they have devised, among all the 12 banks; is that
not correct?

Mr. Bern. Sir, I think you know more about this than I do.

Chairman Patman. And furthermore, the banks had something to
do with the rediscount rate before 1935, and now it is only the Board
here which has anything to do with the rediscount rate.

Mr. Bewn. I believe the board still had a veto power in those early
days, because as I recall, the Federal Reserve bank in New York tried
several times to raise the rate in the summer of 1929.

Chairman Parman. They did not have what you might call the
Russian type veto.

Mr. BeLL. They did not stimulate spontaneous action on the part of
regional banks. ' .

%hairman»PA'rMA.N. That is right. . They could discuss it.

" But now, since 1935, the Federal Reserve Board absolutely controls’
it, and this business of saying 108 directors of the 12 banks and their
branches initiated it and caused it, why, that is all hokum. They can
do it, all right. But the Federal Reserve Board has the power to’
aﬁprove or disapprove. If they want the interest rate at 214 perceat,’
they can keep it there, just like Mr. Eccles testified. -~ = Cn

They have the power to do it. If they want to let it increase, they
can do that, too. : -

The 1935 act completely changed the System. I will not go into it
thoroughly, but you do agree with me that up until that time it was
not a real central bank, but since it has become a central bank ? A

Mr. Ber. Well, I certainly agree that prior to that time that the
ﬁower lay primarily in the regional banks, especially the Federal

eserve Bank of New York, and then it was shifted to Washington.
Tt still seems to me it is not quite accurate to call it a central bank
because you have the regional setup, and so on, and there—— ,

Chairman Patman. I would not want to embarrass these people in
the regional system by asking what powers they have. It would be
a source of great embarrassment. :

Mr. BeLr. Well, I think there have been——

Chairman Parman. Now, on this tight money, high interest policy','_
you are having a lot of trouble now getting money for your schools in
New York. Mr. Levitt is to be here this morning. -

Mr. BeLr. Heisright here.

Mr. Levirt. Yes. ' o

Chairman Patman. Glad to have you, sir. T know about your pro-
gramdand your schedule. You advised me when you were invited to
attend. . .

Mr. Levrrr. Yes, sir.

Chairman Parman. With Mr. Bell’s permission, we will permit Mr.
Levitt to testify now, and then we will resume questioning you after
he gets through, as well as Mr. Levitt, because he has a deadline to meet.
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Mr, Levrrr. Thank you. )

Chairman PaTman. We promised to accommodate ourselves to his
situation.

Senator O’ManonEy. Before the transfer is made, will you permit
me to ask another question of Mr. Bell ?

Chairman Patyan. Yes,sir. :

Senator O’ManoNEY. This question is prompted by a desire to make
absolutely clear your views as to whether or not tight money, otherwise
known as the rising interest rate throughout the American economy,
is or is not inflation.

I assume from what you say on page 8, and what you have said
throughout the morning, that you do believe that the high interest
rate is inflation.

You say at the beginning of the last paragraph on page 8 as follows:

The tight money policy thus far has hurt home builders, small business and
municipalities that need to build schools and other improvements. It has not,
as far as I can see, touched the capital goods boom. :

It may actually have stimulated, rather than curbed, business borrowing be-
cause the prudent corporation executive, reading and hearing about tight money
policies, has in many cases borrowed money he did not yet need just to be on
the safe side.

Are we to interpret as an expression of your belief, that the increase
in rate of interest throughout our economy is inflation ?

Mr. BeLr. Well, not without some modification, Senator.

I am of the opinion that the policy if persisted in will prove to be
very deflationary, and if carried on far enough and long enough, I
think it can halt any boom and bring you into a real depression.

I am sure there is no intention on the part of the Federal Reserve
authorities to go that far.

What has happened in the present situation, it seems to me, is that
an overall tight money policy has not operated very effectively or very
smoothly to do what 1s claimed for it; namely to moderate this boom
and to curb the excesses, because, as I say, it does not seem to me that
it has as yet had any material effect upon the heart and driving force
of the boom, which s the capital expansion program of corporations.

Tt has hit the fringes such as the home builder and the municipalities
that Comptroller Levitt is going to talk about. I cannot answer your
question “Yes” or “No,” except the best thing I can say is that it
does not seem to me up until this point that the overwhelming reliance
upon quantitative credit control alone has proved to be a very suc-
cessful device, and at the same time I think if we continue to rely
upon that alone and to press it harder and harder we will at some
point come to a point where the brake will grab and we are in trouble.

Senator O’ManmoNEy. With that aunswer I agree. I realize that you
come here with a paper which is largely confined to the discussion of
the I'ederal Reserve policy, but when I find you pointing out as many
of our correspondents have earlier pointed out, that the tight money
policy has hurt home builders, small business, and municipalities, then
it has been inflationary because it has increased the cost of building
homes, of expanding small business or maintaining small business,
and the efforts of local communities to build schools, thereby increas-
ing the demand for Federal intervention in the school construction

pro%xran}. ) ) )
That is all, it seems to me, inflationary. Do I misunderstand you.
in that regard ¢
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Mvr. Berr, That is a very ticklish problem because I think once upon
a time when X was a newspaper man I counted up some 40 or 50 defini-
tions of the word “inflation.”

To me it means primarily a condition in which the money supply is.
expanding and that ultimately results in higher prices.

Chairman PATmaN. Woulgn’t the phrase “undue expansion” be a
good one?

‘In other words, what some people call inflation, is just necessary
expansion. ’

But when you go beyond the necessary expansion, couldn’t you call
that inflation ?

Mr. Berr. Well, I want to be very responsive here, Mr. Chairman,
but I do not think I can quite follow your question.

- I would like, if I may, to say this: I do not wish at all to give the
impression that I am against efforts to moderate a boom. I do think
this is part of the stabilization process.

Nor am T against quantitative credit control where it is useful and
where it is supplemented by other things.

My difliculty with the present situation is that it does not seem to
me to be working in the way it should work.

Senator O’ManoNEY. Let me interrupt you, because I know Mr.
Levitt is coming; just to boil it down to one question.

Mr. BeLL., Yes, sir.

Senator O’MauonEY. Do you not agree that if the price of money
_goes up, it is equally inflation of it as when the price of food goes up?

Mr. BeLn. No,sir. I am afraid I could not agree with that.

Senator O’Manoxey. And why? :

Mr. Berr. Well, because when the price of money goes up it is a
reflection of the fact that the supply of money is smaller or is not
expanding. And the ultimate results of that are bound to be defla-
tionary, because if we are to have an expanding system as we hope
for, we have got to have expansion in our money supply.

There comes a time when 1f you limit the money supply you won’t get
growth any longer. I think that is deflationary. The temporary
effect of these higher interest rates may be, it is true, to add to costs,
the costs of doing business, but the longer run

- Senator O’ManoNEY. We are not talking about the long run, but
about the immediate effect. I have no disagreement with the theory
that if this policy of tight money is carried on an ad lib and per-
manent basis, it would be deflationary. You say that; do you not?

Mr. BerL. Yes. .

Senator O’ManonEY. But, certainly, temporarily, it is increasing
the cost of operating for our full economy, as you have so well pointed
oug. here with respect to home builders, small business, and munici-
palities.

Mr. Berr, Well, I think that is correct; temporarily it does increase
their costs. '

Senator O’MamoxNEY. Thank you very much.

Thank you, Mr. Chairman. ;

Chairman Patman. I had conferred with Mr. Bell before the meet-
ing. He suggested that Mr. Levitt had to get back and he would be
glad to yield. That is why I suggested that a minute ago.

_Mr. Arthur Levitt, State comptroller of the State of New York,
Albany, N. Y. 'We are very delighted to have you here, and we shall
await your testimony, and we know we will profit by what you say.




MONETARY POLICY: 1955-56 23

STATEMENT OF HON. ARTHUR LEVITT, COMPTROLLER OF THE
STATE OF NEW YORK, ALBANY, N. Y.

Mr. Levirr. My name is Arthur Levitt. I am the comptroller of
New York State.

As chief fiscal officer of the State, I am responsible for the account-
ing of the receipts and disbursement of all State moneys, for the is-
suance of all State obligations, and the investment of all State money
and moneys, such as trust funds, which are under the jurisdiction of
the State.

The constitution and laws of New York State also assign the comp-
troller a number of duties affecting municipal finance. These duties
include, but are not limited to, the following:

The examination of the fiscal affairs of all municipalities except the
cities of New York, Buffalo, and Rochester, and the counties within
the city of New York; enforcement of constitutional tax limitations;
approval of the exclusion from the constitutional debt limitation of
the bonds issued for certain revenue-producing purposes; and ap-

roval, together with that of the board of regents, of certain school
ebt in excess of the constitutional limitation.

In order to facilitate the performance of these duties, the law re-
quires municipalities to submit annual financial reports to the comp-
troller, and to prepare such other reports as may be required.

A great deal of information about local finance and the problems of
municipalities is gathered by the comptroller’s office as a result of
these duties. One of the divisions of my office, the division of muni-
cipal affairs, in addition to handling the municipal responsibilities of
the comptroller, provides legal consulting services for local officials,
and does research relating to municipal problems. .

My duties and the services provided give me, as comptroller, a broad
and thorough knowledge of current municipal financial problems.

My acquaintance with the problems which the present restrictive
credit policy has created for the municipalities and school districts
of New York State is based upon the facts which are continually
being reported to me.

School districts are particularly affected by the Federal Reserve
Board’s policy, because school building cannot be postponed until a
more favorable moment for financing arrives.

One indication of the urgency of the school-building problem in
New York State is the anticipated expenditure during the next 2
years of over a half billion dollars in school construction.

School enrollments are expected to increase every year for at
least the next 10 years. In 1952-53, there were 2,096,402 pupils en-
rolled in New York schools. Preliminary figures of the enrollment
for this past September have just been announced—2,426,387 pupils.

By 1965 the New York State Department of Education estimates
that we will need to provide for 3,184,500 schoolchildren. New
schools must be built to house the anticipated growth.

The cost of borrowing to finance school construction has been rising
alarmingly. In 1951-52, capital outlay for schools was $170,123,-
548, and the average interest rate on the money borrowed by the
school districts was 2.285 percent.

In June of 1956 the average interest rate on school borrowing was
2.760. Evidence that the tight money policy is placing more and
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more pressure upon the money market is found in the interest rate
which prevailed in school borrowings the past month.

In November 1956 the average rate was 4.078. Over the life of the
bond issue it will cost school districts and taxpayers $2,729,842 more
for the $13.8 million borrowed in November than it would have cost
them in June.

During 1957 and 1958 school districts in upstate New York plan
to spend $314 million in school construction. The borrowing to
finance this construction will cost $62,077,800 more at the November
rate than at the June.

The $5.5 million bond issue of Union Free School District No. 5,
in the town of Hempstead, was sold on November 15 at an interest
rate of 4.30 percent.

Four years ago this same district sold its bonds at 2.70 percent.
If the 1952 rate had continued, the difference in interest payments
over the life of the bond issue would be $1,383,767—enough to build
a school for 900 pupils.

On November 28 another district in the town of Hempstead re-
jected all bids on a bond issue of $2 million because the school
authorities felt that the 4.30 bid was too high.

This is not an isolated instance. It is happening all over the State.
But it is particularly revealing in Hempstead, which is located in
the heart of Nassau County’s rapidly growing, urban population and
which possesses extensive tax resources.

Eventually, if the high cost of borrowing continues, I believe that
some of the money which normally would be used to support class-
room programs will be diverted for the payment of debt service in
order to ease the tax burden. The quality of education will suffer if
the cost of providing educational facilities rises excessively.

High interest rates do not reflect the soundness of the school bonds.
The municipal securities market does not offer any safer investment
than the bonds of New York State school districts.

Generally, the laws provide that schools always realize their tax
levies because the taxes uncollected at the close of the tax period
are turned over to the proper authorities, either county or town.
These authorities pay the district the full amount of taxes due and
then enforce collection in the regular manner.

School districts, in addition to being assured of receiving the full
amount of taxes needed, receive substantial amounts of gtate aid.
While I will not describe all the education aids given, I would like
to point out that two are earmarked for debt service: the so-called
building quota and the emergency school building advance.

The building quota provides central school districts with substan-
tial amounts of State aid for the payment of debt service. The
emergency building quota is intended to assist those districts which
have to expand their facilities because of unusually rapid population

rowth.
8 During the school year 1955-56, the State paid $8.6 million in
building quota aid to control districts and $2.6 million emergency
building aid. The amount is expected to increase this year as more
districts qualify.

Senator O’Manoney. What is the specific authority for that?

Mr. Levitr. It is under the State education law.
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Senator O’'ManroNEY. How long has the State of New York been
providing State aid for the building of schools?

Mr. Levitr. Oh, for many years. Longer than I can remember.
Always has been regarded as a function of the State to provide a
sound system of education for the children of the State, and the
medium through which the State exercises that function is the over-
all supervision of State aid through its department of education and
the granting of financial aid to the school districts.

Senator O’MamoNEY. In other words, that has been the policy of
the State for some time, for many years?

Mr. Levrrr. Yes, sir.

Senator O’Manoney. That the school districts are not wealthy
enough to raise the taxes necessary to build the schools that the chil-
dren ought to have; and, therefore, contributions from the State are
required.

Mr. Levrtr. Yes, sir. It has been the policy of the State that each
child, no matter where he lives, is entitled to an equal opportunity of
education, and in the poorer districts the State makes up the difference.

Senator O’MaHOoNEY. Could you, at your convenience, after you
have gone back to New York, furnish the committee with a table
showing the amount of State aid for schools contributed by the State
of New York since the program was first initiated ¢

Mr. Levirr. Yes, sir; I will do that. '

Senator O’Mamoney. Thank you very much.

(The table referred to follows:)

State aid for school buildings—Total paid in New York State for school years
1926-27 through 1955-56

Central | Additional | Emergency Central | Additional | Emergency
School fiscal school aid for building School fiscal school aid for building
year building debt advances year building debt advances
quota service ! quota service !

$4,983 |- 1942-43 -

31,203

67, 139

62, 535
102, 685
172,211
204, 482
260, 791
310, 909 3 -
341, 563 2, 821, 685 324, 230 $169, 356
381,900 3, 849, 691 324, 807 01, 458
442, 161 5,446, 161 282, 997 748,377
480, 486 6,971,378 313, 649 933, 383
536, 503 8, 570, 344 171, 260 2,610,175
603,478
688, 345 40,022,267 | 2,359,234 4, 552, 749

1 Additional aid for debt service on former debt to districts which have become centralized.
? Preliminary figures.

Mr. Levrrr. The State is attempting to do all that it can to help to
bring the costs of school borrowing to reasonable levels. My office is
greparing a brochure explaining the merits of investment in New York

tate school bonds. I expect to distribute this brochure to banks and
investment houses for the information of their clients.

The Governor has appointed a committee, of which I am chairman—
of which Mr. Bell is a member—to study ways to cut the interest cost
of school bonds. This committee will explore alternative ways of
financing school construction.. C :
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While the State government will do everything possible, some reme-
dies are beyond our power. Federal action can enhance the municipal
bond market and encourage the flow of funds, thus reducing interest
rates.

The current demoralization of the tax-exempt bond market has
created a serious problem in local government finance. Special con-
sideration by the Federal Government is fully warranted in order to
alleviate the results of this restrictive credit policy.

Without passing on the merits of that policy, I want to point out that
there is a sharp distinction between public financing and private
financing so far as the burden of increased interest costs is concerned.

Local government borrowing must bear the full brunt of the steady
increase in interest rates which we have all witnessed in the course of
this year. On the other hand, when private industry borrows, the
burden of the higher interest rates is less than half of that which is
borne by local government units.

. This is so because the Federal corporate income tax rate of 52 per-
cent means in effect that the Federal Government is sharing to that
extent the increased interest costs of private business which are deduct-
ible from taxable income.

- For example, when Hempstead School District No. 5 has to pay $2
million more interest it means that the taxpayers of the school district
must dig out of their pockets $2 million more to pay the cost of the new
school building.

But when a%usiness corporation has to pay $2 million more in inter-
est, the stockholders of the company are out of pocket only $1 million
and the United States Treasury contributes the other million dollars
through a tax deduction.

There is ample justification for considering the problem of local
government financing separately from the overall problem of the con-
sequences of the present monetary policy upon borrowing in general,
business loans in particular.

Public finance is a special and separate subject, not only because of
the cushioning effect of the Federal income tax law on private borrow-
ings, but also because of the urgent social necessity of proceeding with
the prompt construction of schools, hospitals, highways, water and
sewerage systems, and other public works as a matter of high priority.

For one thing the Federal Reserve might require member banks to
hold a certain reserve in municipal obligations. At present, in New
York State the municipal holdings of State chartered banks range
from one-tenth of 1 percent to 20 percent of the bank assets.

The average held by the State banks is 5 percent. I presume that
there is a similar range in the municipal holdings of nationally chart-
ered commercial banks and savings banks.

I recognize that individual banks have individual situations to meet,
but consideration might be given to a modest requirement of invest-
ments in municipal bonds which would not significantly curtail their
other loan activities while being of substantial benefit to the municipal
bond market.

At the present time savings and loan associations under Federal
charter 'lack the power to purchase municipal obligations, This
should be remedied. :

* One of the proposals before Senator Robertson’s banking subcom-
mittee, now working to revise the Federal banking laws, would permit
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Federal savings and loan associations to invest in municipals, subject
to the rules of the Home Loan Bank Board. o

This recommendation seems well taken and I respectfully urge your
approval when a bill embodying such investment powers comes before
Congress.

A%other proposal which I believe demands serious attention is that
of amending the Internal Revenue Code to permit share owners of
investment companies which invest in tax-exempt bonds to receive
tax free the interest earned on such bonds. .
~ This is in line with the recommendation of the President in his
1955 Economic Report. Passage of such legislation, which is merely
an extension of the conduit theory of taxation that now applies,
would open an entirely new buyer’s market for municipal bonds, one
of major importance. o ) )

I will have more to say on this very important measure when changes
in the Internal Revenue Code are considered by the House Ways and
Means Committee. o

Senator O'Manonry. In order that your testimony may be clear
to those who read it, would you define the conduit theory? You have
used that phrase. v : o

Mr. Levirt. The conduit theory, as I understand it

Senator O’ManoNEY. For those engaged in finance, etc.

Mr. Levirr. It is that which attaches to the particular security when
it comes into the hands of the investment company, and follows it so
that the benefit redounds to the advantage of the shareholder in the
investment company. o ) ‘

That is to say, that when the investment company purchases a tax-
free security, the income from that security, is tax free, to the invest-
ment company, and the tax-free quality follows it into the hands of the

articipant in the fund. And to the extent that the fund holds tax-
gree obligations, the participant in the fund benefits pro rata. T
Senator O’Mano~ey. Thank you, sir. - K
. Mr. Levirr. There is one more suggestion that I feel must be made.’
If the tight money market continues for some months, and most of:
the people whom I have consulted agree that it will, conditions in the
municipal bond market may be expected to worsen.

There is a great backlog of municipal bond issues which have been
postponed. Circumstances may force these issues on the market..
Then interest rates on municipal issues may be expected to continue to
rise at the accelerated pace we have witnessed during the last 6 months.

Under these circumstances, I believe that the possibility of givin
the Federal Reserve power to exercise selective credit controls, shoul
be carefully studied. Selective credit controls, if feasible, would allow
us to satisfy our needs for hospitals, mental institutions, highways,
and schools without inflicting an unwarranted burden upon ‘the
taxpayer. -,

I appreciate this opportunity to discuss the problems which New-
York State school districts are encountering in marketing their bonds.
I hope that this committee will find the time to give consideration to
some of the remedies which I have suggested. ot

Senator O'MauoNey. What do you mean by “selective Federal
control”? : , ‘

Mr. Levrrr. I mean the selective controls as distinguished froin:
the quantitative controls that Mr. Bell spoke of. Selective controls.
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such as the power to control consumer credit, power to control invest-
ment buying, the power to control mortgage credit and the like, as
distinguished from the broadside all-inclusive form of control that is
in operation today. Quantitative, all embracing control.

Senator O’Manoney, Thank you.

Mr. Levirr.  Thank you, gentlemen,

Chairman ParmMan. Thank you very much, Mr. Levitt.

Now, since Mr. Bell is a member of the committee selected by Gov-
ernor Harriman to study this question, I wonder if Mr. Bell would
like to supplement the statement that has been made by Mr. Levitt.

Mr. BeLL. No, Mr. Chairman. I think that Mr. Levitt has stated
the case very well indeed.

I would Iike to say this, that the plight in which municipalities find
themselves, particularly with respect to the financing of schools at a
time when we all recognize the urgent necessity for more schools is to
my way of thinking merely another illustration of the perplexities
which surround our present condition, and another proof of the fact
that we need to reexamine it and to give it a lot more thought.

Chairman Patman. Concerning the tax-exempt bonds, Mr. Levitt, -
I have always been opposed to removing the tax exemption but over
the years I have had studies made and I find that the people in the
school districts and States, counties and cities and political subdivi-
sions, who have been beneficiaries of the tax-free income from those
bonds get very, very little out of it. Have you come to any conclusion
on that?

And possibly not enough to justify it being such a fine storm cellar
for extreme wealth.

Mr. Levitr. I would be very much interested in looking at those
statistics. It has been my observation, though, that the tax-exemption
feature does confer upon these securities an advantage in marketability
which is appreciable.

My experience in the field does not extend beyond the 2 years that I .
have been in office, but I have noted a considerable margin of differ-
ence between the tax exempt and the nontax exempt, which it seemed
to me redounded to the advantage of the issuing agency.

I confess that the advantage is not as great as it ought to be and I
sometimes wonder why the market for these obligations is not as broad
as it should be.

Chairman Parman. You mentioned savings and loans purchasing
these obligations. Any organization that is built upon the cooperative
principle, naturally, would not have the inducement to buy these
tax-exempt bonds——

Mr. Levitr. No.

Chairman Patman. That a commercial bank would have.

The commercial banks now hold about $14 billion worth of tax-
exempt bonds. Do you know that? I mean of local State school dis-
tricts, cities, and political subdivisions. :

Mr. Levrrr. I understand that.
b.l(i}.hairman Parman. Isn’t it $14 billion? It is right around $14

illion.

Mr. Levrrr. T understand that the amount is large.

Chairman PATMAN. Furthermore, they hold about $7 billion in
addition to that, $6 or $7 billion, of Federal securities that are tax
exempt, or partially tax exempt.
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So the commercial banking system now holds approximately $20
billion of tax-exempt or partly tax-exempt bonds. Iéo they are not
behind on the program, Mr. Levitt.

Mr. Levrrr. They are interested primarily in the early maturities.

The amazing thing to me is that when school district bonds of the
quality I am speaking of are offered on the market at a rate of better
than 4 percent that unless I support the market by buying them for
the funds of which I am trustee, they have a hard time getting a bid
from the bankers.

There are not enough takers for this fine security even at the
prevailing rate.

Chairman Parmax. Don’t you think, Mr. Levitt, that the Recon-
struction Finance Corporation performed a great public service when
that organization purchased these bonds from all over the Nation
and kept them and “cured” them for the market and then fed them
out to the market, without anybody losing any money or taking any
discount?

Don’t you think that was a great service?

Mr. Levrrr. I think that is a tremendous service and that is the
principle that the committee that Mr. Bell and I are on, is going to
consider very carefully in connection with the plan we hope to devise
for New York State. ’

Chairman Paraax. I read very carefully what you have said about
this and was impressed with it except I think you should broaden it
out, since education is the whole Nation, it involves the whole Nation,
including our military powers.

You know so many young men are excluded from military service
because of the lack of ability to even read or write. And so education
is a national issue, at least to that extent.

And I am hopeful that you will embrace in your recommendations,
if you can confine it to the State of New York, what the Federal
Government should possibly consider doing in that direction, to help
the entire Nation including the State of New York.

Mr. Levitr. We will be very glad to do that.

Senator O’MamonNey. Mr. Chairman, may I ask Mr. Levitt if he will
amplify the statement which he made on page 4 in the second from the
last paragraph of that page that “there is a great backlog of municipal
bond issues which have been postponed.”

Were you speaking of New York alone or other States?

Mr. Levirr. Yes, sir.  There are school issues from districts which
are fearful to come to the market with their bonds. And that fear I
might add, is amply justified.

enator O’Manoney. How many schools do you suppose are
included ?

Mr. Levitr. In that category, sir?

Senator O’MaHoNEY. Yes; in New York State.

Mr. Levirr. It is difficult to estimate the number of school districts
which postponed the building of schools because of the bond-market
situation. We know several instances where boards of education re-
jected all bids on proposed bonds because of the high interest rate,

ut we also know that there were numerous districts which decided to
delay the borrowing for school-building purposes. Because no formal
announcement of intended bond issues was made by these latter dis-
tricts, it is not possible to tell the number of school districts affected.

85560—57——3
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- Sgn'éltor O’MAHONEY Because of the drﬂiculty w1th marketlnv the
onds

Mr. Levrrr. In my own position as State comptroller, T have State
“obligations which'T hope to market but I have kept out of the market
j because ‘of these conditions.

T have been obliged in July,'to call off an oﬁ'ermg of bonds- for the
‘thruway, because of adverse marketing conditions, in the ‘hope thit
"I would be able to market those bonds at a later date. But that tlme
has not yet come. SRR '
*"'S6 T iom somewhat iri'the dathe position as the s¢hool dlstrlcts, awalt-

m a better market. .
Senator O’MauONEY. My attention is called by Mr: Moore, toa story
Uin' the 'Wall Street Journal of Wednesday, December'5, bearing: the
hgldllne;’“Mlchwan falls to det any bldS for $52 mllhon hlghway ond
offering.”"” :
s Perhga s it would be well Mr. Chalrman, to'have that story made
a part o the record.

Chairman Patman. Yes,sir: + That will be made a’part.’ They lrwe
"4} State limitadtion 'of 31/2 percent ‘Even 314 'percent-is qu1te lngh for
tax -exempt securities. = That is equal to 4 7 percent ‘ .

" (The article is as follows:) - ’ EREE

Vo [From the Wall, Street J ournal December B, 19561

ETR > - 0

Bl
Mice16AN FAILS To GET- ANY Bips For $52 MirLioN Hmnwmr BonD OFFERING—-

., SPORESMAN FOR,GRrOUR, THAT HAD Orrlomon Issye Noteg CovroN Limit, Bip

' REQUIREMENT ‘

. o By a, Wall Street J ournal staff reporter SR

l N !

LANS;ING, chh ———A 31,4» percent coupon lumt and a required b1d of par wert
‘cited as key reasons for the State.of Mlchlgan s failure to receive any bids for its
proposed 852 million highway bond revenue issue yesterday.

Spokesmen for a seven-manager group that had planned to entera bid for the
,bonds said; “Because of .the coupon limitation and the bld requu'ements, ‘we are
unable to underwrite a, bid for. all or any part of the issue.”
© The syndicate had an Optlon ‘to purchase the entire $52 mrllion of bonds or any
combination of three issues, one each for $25 million, $17 million dand $10 million.

Blyth & Co,, Inc.; Smith," Barney & :Co.; ‘Lehman Brothers ;" Halsey, ‘Stuart
‘& Co:; ' Inc.; :Drexel & (o.; Harriman Ripley & Co:, Inc., and First of 'Mrchrgan
Corp.,. had; been scheduled, to manage the syndicate, "

Charles M. erg]er, ‘Michigan State Highway, Commrssmner, saxd the issue Will
‘héireoffered for sale at the present 3% percent coupon rate if there® s"a' suﬂicxent
improvement in market conditions, .t "+t R N T

Mr. Ziegler added' that:if present market condrtlons contmue,x steps . will be
taken. toward makmg the, ‘necessary adjustment in the maxrmum mterest rate
Lto permlt tnelr sale ",

‘As measured by the Dow- JOnes mumcrpal average of 20 representatlve 20—year
bonds, tax-exempt prices are at 19-year lows, .The:index, which moves: lnversely
«to prices, stands at 8.29 percent; the highest point since early . 1937.; -.(,v..

The State last marketed a comparable issue on September 13 when;a total of
$25 million bonds were sold at an interest cost of 3. 04 percent ’l‘he Dow-Jones
average then stood at 2.93 percent

The bonds offered yesterday were authorl7ed 4n proceedmgs that began' last
. August janid: Septémber: At that: time, Mr.. Zlegler said, the nmaximum rate of
814 .percent, seemed ‘‘more,than ample. "

.Senator, O’MaxoNEY. I think that it Wou]d De ‘lppl‘oprl‘tte to 1nsert
1n the record at this pomt ‘also a chpplng from the New, York Tlmes,
ertten for the Associated Press by, \Varren Bennett, ,on the contlnua-
tlonofthe drop of United Statesbonds b T el T s

Chalrman Pararan., 1t may be mserted v ’ -

O U VY SRS PR FIYIN T2

;(Theartlclelsas follows D U g el e b i
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i1 -o¢ . . [Ffom:the New York Times, Sunday, December-9, -195(3'] B T R
; . HE H . S i “y ALl

ConPonAm BORDS ADVANCE WHILE TrREASURYS DROR: -y ,..
(By Warren Beénnett, Assoc:ated Press Fmanclal erter) ' '} e

ey Ty T

NEw Yonx, December 8.—Corporate bond prices, advanced thxs week for the
first time in 2 months. Government bonds continued to ‘decline.

Corporate bond trading was heavy with volume of $38:160,999 par value‘ on't
the bid board, highest weekly total since December- 17, 1934, - This compared
with $35,020, 000 last week and $21,222.400 for thecorresponding week in.-1955.

Rails, investment, quality issues and foreign dollar bonds wonnd up, hlgher )
Industrials were slightly lower while utilities, despite gaiils Thursday and Fr iday, .
were sharply lower for the period. Japanese,issues climbed major fractions, with"'
Oriental Development Co. 6s of 1968 posting an' advance of 184 at 953 Friday! ®

Treasury obligatirns continued’to’ drift. lower .on' somewhat heavier volume
in the over-the-counter market, Dealers 'said much;of the actlnty stemmed

from tax-swapping. .

I‘ox the week the Government 2‘/»5 of 1‘)("! dropped I%o to'a mew 10W of ‘the
year, 93%o bid. The Victory 2148 of December 1972-87; declined 193a- to 891943,
The '30-Fear S’As last’ v*f:,o at 98%0 while the 40- \eur‘3s were %2, .lower“at.

93%. bid.. -,
At these prices’ the 2%s of 1963 yxeld 364 percent the “vlcs" 334 the 3’;45

3.35, and the 3s 3 31 perceut .

.Chalrm'm PaTMAN. M'ly 1 suo'«est Semtor O’M‘Lhoney, the bondz.l
of the Brltlsh Government—you know abou; this,: Mr. Bell—that
are paying 314 percent, are now, sel]mnr below, 60. ¥ TR

You know our. bonds, 214 percent, are sellm« below 90 o

‘Do you not, think.that it creates a very unst‘lble and unrellab]e N
gituation when people have no way in the world to invest thein 1 money“
in in security that'will always be at par, and to have the, beneﬁt of
the knowledge that they can rely upon an interest rate w1thm boun,gls ,
of some kind ? 2 i

How canthey prepare and plan.and, contr'\ctefor the futurc.'e

Don’t you think it is rather a bad situation for us to be m,,Mr Bell?

Mr. Berr. Mr. Chairman, I -am afraid I will have o, take a lltt]e
bit different viewpoint... ' We do._have through our aavmgs bonds, of
course, an. mstrumentthty for. smal] savers, whlch ig aIW‘tys at pfu', .
where they do not have to take any ]oss o i

.Chairman-Patman. I will take,issue with. you,on. that.\,,, cul

Senator O’Manoney. The; s1tmtlon is this: A small sayer Who has, .
a thousand dollars may buy a lonﬂ-term bond today whlch will y1eld. .
more-than 3 percent.: . . L s e

Mr. Betr. Yes. .

Senator O'ManmoNEY. But. 1f he 1nvests in savmgs bonds, before
he gets 3 percent he must have held them for 10 years.. ... . . ..., ...

Mr BrLL. Yes, sir.. That.js true. There are other '1venues of .
savings, though,—you have the savings. banks, for example, many of
which in my State pay three percent. : o

-I..would just like to make it clear, 51r, th'lt I do not thmk as a
practical matter. we can or should think in terms of pegging Govern-:
ment bonds at a fixed rate.- I really don’t think that that is a good.;
plan. I don’t like to see our Government bond market bounce around
the way it hasin recent years. - Doy,

.Senator O’Mano~Ey, Iam notsug,qestmg——‘ R R L

Mr. BeLi, Tamnotinfavor of peggingit. . . NRTRINE

Senator O’MazoNEY. I am not suggesting th“lt Mr Bell But I do i
call your attention to the fact that at the. begmmng of thls admmlstra-

o e
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tion the first act of the Treasury Department was to issue the long-
term 30 year bonds at, what was the rate of interest ?

Chairman Patman. Three and a quarter percent.

Mr. BeLn. Three and one-quarter.

Senator O’'Mamoxey. It sold immediately at a premium, and re-
mained at a premium for some time.

Mr. BeLr. Excuse me, didn’t it go down first? I think it went down.

Senator O’Mano~eY. It might have gone down first. Yes, it did
go down first, then went up to a premium, and now it is selling
below 99.

Chairman Parmaw. Ninty-eight something.

Senator O’'Mamoney. It may be 98 but I know it is below 99.

Chairman Paraawn. Ninety-eight and twenty thirty-seconds.

Senator O’Mamoney. That is below 99. This is the situation in
regard to our Government bonds which on television shows, in factory
campaigns for the sale of savings bonds, we are constantly telling the
people are the most certain security that they can get for their savings.

And yet we are following a policy which has resulted in the steady
decrease of the value of those bonds upon the market. Iven though
they may be maturing in a few years, they are still below par. That
is a serious condition, 1s it not, Mr. Bell ¢

Mr. Berr. Well, sir, I think it is a serious condition when you have
the degree of instability that you have seen in recent years in the
Government bond market and when you have the thinness of the
market that now exists.

Chairman Parman. And an unregulated market, too. It is
unregulated.

Mr. Berr. I am not against that, sir.

Chairman Patman. The Securities and Exchange regulates the
private securities market pretty well. '

Mr. Berr. But I think that this, again I do not like to be monoto-
nous about it, is simply another point that illustrates the weakness
of this tremendous reliance we have had upon one thing, the quanti-
tative credit control.

I think we ought to see if we can’t be ingenuous enough to find
another arrow to our quiver than just this one that seems to have
certain boomerang qualities to it.

Senator O’ManoxeY. I am sure that the committee has not reached
any decision, nor has any of its members, as to what should be done.
But the fact remains that your Federal bonds are going down, at the
same time the administration is suggesting new expenditures for eco-
nomic aid abroad, while following a tight money policy which re-
strains economic development at home. It is a most serious question.

Mr. Beur. I think you are quite correct there.

Chairman Parman. May I suggest, Mr. Bell, that I have before me
Mr. Lanston’s statement about the bonds table based on yield and so
forth. The 314 that Senator O’Mahoney mentioned are just now
barely below 99-—98204,. but that is a yield of 3.34.

And now there are several bonds here in the list of Mr. Lanston’s,
where the return will be 3.59, 3.69. How can we with a straight face
go out and try to induce people, small savers, to put their money into
bonds that will only yield them 3 percent after 10 years, when they can
go right in the market right now and buy bonds that will pay them
up to much over 3% percent?



MONETARY POLICY: 1955—56 33

Senator O’Mamongy. It is worse than that, Mr. Chairman, because
of the huge issue of Government bills and notes which are given out
by the Treasury and which yield more than 3 percent now.

‘Chairman Parman. Short term.

Senator O’MamoxNgY. Ninety day bills are being sold only to a very
limited group, namely, the banks and big corporations. The little
fellow cannot invest in those. They are not available to him.

There is talk now about a new issue of certificates of some kind to be
applicable on taxes which will be due in April. In other words, that
means that the Treasury is proposing to issue certificates to those who
have the idle money to buy them, certificates which may then be used
to pay their taxes when these fall due for the current year. Mean-
while the certificates will draw interest during the period from now
until the taxpayment is made.

Mr. BerL. I think that has been a fairly standard instrument.

Chairman Patman. It has been.

Senator O’MamoNEY. It has been adopted and dropped.

It was largely available only for the big taxpayers. It is difficult
for the little fellow to get that. '

You agree, of course, with the policy of the savings bonds which is

.its great virtue, that it is not affected by the market, and the holder
of the savings bond may get the full amount that he paid plus a little
interest whenever he wants to.

Mr. Bern. Yes, sir '

Senator O’Mano~Eey. The price of the bond in that respect is not
affected by market fluctuation.

Mr. Bern. I believe that many people who invest in the savings
bonds do so as a regular program, too, by buying a bond a month or
something of that sort. And they are not so concerned with that.

Senator O’MaronEey. That is true.

Mr. BeLr. With the interest rate, I mean. o

Senator O’MamonNEy. It is also true—and this I have read from
the charts in Business Week, that the redemptions of those bonds
have been rising at a very sharp rate.

You recall that, do you not?

Mr. Bere. I believe I do.

Chairman Patyax. Have you finished, sir?

Senator O’'MaxonNey. Yes.

Chairman Paraan. Mr. Levitt, in your group, and Mr. Bell’s group,
too, T hope you gentlemen consider these trust funds to be used in in-
vestments like school bonds and even housing, guaranteed by the
Government. ’

The social security fund, of course, is more than $40 billion. The
national service life insurance fund is $514 billion.

There is an ironical situation where the veterans who contribute
to that fund, who paid into it, are not able to get home loans at a
reasonable rate of interest at all. Yet their NSLI funds are only draw-
ing 3 percent.

It is one of these pigeonhole devices where the Treasury uses money
and puts its I O U in the lockbox and they only get 8 percent, and if
they were privileged to invest in housing loans guaranteed by the
Government, they can get a minimum of 414 percent.

It occurs to me that these trust funds could be used that way.

I hope you keep in mind and consider that in your deliberations.
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* Mr. LEvier, Yes, sir. ' cas T e
i Chairman Paritan. Any more’ questlons of Mr Lewtb

Senator O'MamoNEY:' No. -

Chairman Parman. Mr. Frlschknecht Would you hke to ask eome
questlons for Senator-Watkins? -

‘Mr. FriscEENECHT. No.« '+ v v : Y
_ Chairrhan' PATMAN. ‘We will excuse Mr Lev1tt T T T

"o would like to ask Mr. Bell just a few more questions,if you pleaw

» 1 Do you think, Mr. Bell, that the brakes are working well or do. you
think we may be he'tded through the windshield as jou said one time?

o Mr. Beri.' T-amsire I don’t know the answer to that'question, ex-
'cept that as for the first part of it, I don’t thmk that the brakes are
“working as'well as they should.

The thing that bothers me is that I thmk we are in: danwer of bulld-
ing up: ceftain distortions in our economy as a fesult. of this overall
credit restriction policy. As I have pointed out it seems to.take hold
rather sharply ‘in some dlrectlons, and up to thls pomt it does not

588 'to take hold-at all in other directions. :
I think this is bad for two reasons:. First, When you have brakes
: that grab unevenly you dévelop-distortions. . - e

*And second, you develop a resistance, it seems to me, on the part
of ‘the 'public ’to this' type of mstrumentahty that seems- to fa]l(so
inequitably.

We know perfectly well that you . can’t have any pohcy of restramt
“that is' going to be painless. Surely, if you are going to try: to mod-
erate a boom, it is going to go against the-grain’ with a lot'of people.

T Bat it does not seem to me that the present policy has bieen ideal.

*'Chairman Parman. Mr. Bell, where1s this boom ‘and -where is this
1nﬂf1t10n'Z It certainly is not on the farm or on theranch. - Certainly
not, in small business. = It is not in the home bulldlng Where is this
1nﬂmf,10n that the Federal Reserve is trying to stop ¢ -

Mr: Berr. Well, T think it'is really up to them to answer tha,t ques-
tlon, sir; but I do- think that we have had a period of long sustalned
act1v1ty, certainly in the capital goods field. . '

Chairman Parman. I know but this does not restram C&plt‘tl goods
That is where the 1neqult1es come in and dlscrlmmatlon 1s—— '

Mr. Berr. That is right. ‘ PR

Chalrmful Parman. And 1n]ustlce is. - C o e

- You Sée' the capltal goods mdustry, they’ rely not on bank loans,
except to take 'some short loans, which denies the little-fellow funds,

“ but’ two-thirds-of their investment'capital comes from——two thirds
from retalned earnings and deprecmtlon Sy

Mr!Bhul Thatlsrl ht. P e Tape e

Chairman PaTaan.”'So they don’t have to look to the market They

‘ ‘don’t have to look to anybody:" AR
- ""And ‘then if'they ‘need -more they can go to the bank They have
entry ‘there thatithe-other people don’t haveand they caniget what
they want in short term loans whlch denies the httle fellow that
“opportunityi” e Pt IR
"So the c'Lpltal goods: merket th‘tt you mentloned the present policy-is .
"ot restraining ‘the ‘capital goods 'market at'all.’ They will' go rlght
aheﬁd hexp?andmg They are not restramed o b1t Don’t you agree
with- that gt Boes . o

o [ "..Il PRI AR LT l | Il ' .' LV EEHTEN
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Mr, Becn.: Not at the moment. - I think there is very little evidence
there has been any restraint there. '

Chairman Parman. It is the little fellow that i 1s hurt and the blg
fellow is not hurtatall. . - o

. Mr. Berr., I think that is about rlght T T

'Chairman Paraax. Yes, sir. ’ '

" Let me ask you this questmn What do you think has’ contr1buted
most to the recent rise in prlces, capital goods 1nvestment consumer
spending, wage 1ncreases in excess of product1v1ty, proﬁt margins, or
high interest rates? N

Mr. BeLr, Well, T think that a great m’my of those factors have con-
tributed. Mr. Chmrman, it seems to me that when you havé an écon-’
omy like ours that is going ahead’ at‘such’an active rate, with full
employment or, very high level employment, Wlth an éxpanding’ tend-
ency it is hard to imagine that prices will remain completely level..

I would hope that no one would mistake me for a fellow who s
reconciled to or.an advocate of perpetual .inflation. . But I frankly
don’t get:terribly alarmed-at what we. have had in:the way.. of prlce
increases inthe,past few years., .. C e e Dl

Chairman Paraan. Mr. Bell, you: may recall that when the cam- .
paign was on, to' take.off,all, of the-controls, the argument was.made
that will lower- prices; you recall that.. .

" But’'it did not-lower. pricés. - They. kept: prlces up. - And Whls-
pered around, you would hear this suggestion; thatthey could.not,
afford to lower prices because it was possible we would have another
emergency and they might be frozen like they were-one time:at a low,:
level. They didn’t want to be caught again. ~ Ty

So they kept prices up. Then we were told that if we repealed the.
excess profits tax, you recall that, prices would:go down..: ..t w07

But prices didn’t go down. They stayed up. .Because of. that the
big fellows got plenty. of money. through retained earnings, and.:
depreciation, to carry .on any- expansion program that they wanted."

%ut that makes it harder on the others, beCause of the llmlted supply
of materials and-labor. . . .- |

Mr. Bern. Mr. Chairman, I Would not descrlbe the 51tu‘1t10n in-
quite the terms that you have used.: It seems.to- me actually that wve-
had a rather remarkable price stability here for a number of iyears,
and indeed, in the light of the type of economy that we.have had, with.:
the great expansion.that has taken: place, my:own. feeling is that it s
quite remarkable that prices haven’t gone up m01e, rather than-that~
they have gone up' someéwhat.recently. I Gl

+Chairman PaTman. After all, there is conscience. mvolved in these
things. I don’t see how they could put them up in good i¢onscience.::

Mr. Bewl. Iamsorry. Idon’t quite get that. . . . NN

Chairman Parymawn. I don’t see-how thev could in: good conscience *
put-them up higher than they have, because they have collected. from-
the consumer enough to:pay all of their expenses, and.had.enough to .
pay a good dividend to their stockholders, which they should and:
enough left to put over into retained earnings, which is costless capi-:

tal to them, a very large amount. .I don’t see hardly how they could
in good conscience take more. e

“Mr.: BeLr.: I don’t quite visualize the process as you are descrlbmg

it, sir. v

’

’Chairman Pataax. Mr. Bell, the hour is 0ett1ng late o i

7 R S SR |

o e
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Senator O’'Mamoney. Before you dismiss him, may I call his atten-
tion to several matters?

Chairman Parman. Yes, sir.

Senator O’'ManonEY. I have before me the November issue of the
Economic Indicator. This, as you know, is prepared for the Joint
Economic Committee by the Council of Economic Advisers. Dr.
Burns, until recently, was the Chairman of the Council and had a large
share in the preparation of these statistics.

On page 28, there is a graph and tables on consumer credit. For
the purposes of this question, I will just read the increase in consumer
credit beginning at 1950:

The total consumer credit then outstanding in 1950 was $21,395 million. In
1953, the total outstanding was $31,243 million. In 1955, $38,648 million. The
latest figure for 1956 is for the month of September, $40,074 million.

In other words, since 1950, to September 1956, outstanding consumer credit
had almost doubled.

That means that in many instances purchasers of consumer goods
are obligating themselves for a long time in the future, and may be
obligating themselves for more than the income they can actually
expect for the period of the credit.

That frequently results in the recovery by the seller of the goods
that was sold. That was one of the marks which preceded the de-
pression of 1929, the extension by business beyond the capacity of
the people to whom the credit was made to repay.

In your statement on page 8, discussing the last paragraph, this
question of the tight money policy, you pointed out that so far as
you know, as you have seen, tight money has not affected the pro-
duction of capital goods.

Your language is this:

It has not, as far as I can see, touched the capital goods boom. It may actually
have stimulated rather than curbed business borrowing, because the prudent
corporation executive reading and hearing about tight money policy has in
many cases borrowed money he did not yet need, just to be on the safe side.

Do you think in the face of this picture of the consumer credit
such an executive who borrows money that he does not need can be
called a prudent corporation executive?

Mr. BeLn. Oh, yes, sir, because he knows he is going to need it but
he may not actually need it.for another year.

Let us say he is the head of a corporation that is expanding as
most of our corporations are. He has got a program ahead of him.
He knows that in 1957 he is going to enlarge his plant, in Dubuque
and in 1956 he thinks he will perhaps put a plant in the Midsouth or
something like that. Fe knows he will need money.

Senator O’Mamoney. But, Mr. Bell, if as you say in the sentence
before that, the tight money policy has hurt homeowners, small busi-
ness, and municipalities, does that not raise the question as to whether
there will be a market for the capital goods which the prudent cor-
poration executive is borrowing money in order to have the plant
to produce?

Mr. BeLL. Yes, sir. This is what hangs like the sword of Damocles
over the economy.

Senator O’'ManONEY. You will acknowledge, will you not, there
is a serious danger in it?

Mr. Berr. Yes. I have stressed that, but can I say a word with
respect to these consumer credit figures?
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Senator O’ManoNEY. Yes, I wish you would.

Mr. Berr. I would like to say that I certainly am not wise enough
to know whether $40 billion of consumer credit is too much, whether
this Nation can afford it or not. I don’t know that anybody else can.

Senator O’ManONEY. May I suggest that as the editor of Business
Week, you assign someone from your staff to go into that question
and

Mr. Berr. Sir, I think this is like the question of what is truth and
what is virtue. It is not susceptible to a positive answer.

But what I think you can say, you can ask yourself whether the
trend seems to be excessively sharp. And I think that on the basis
of the figures you have cited there is room for concern in this thing.

Chairman ParaaN. There is what ? :

Mr. Berr. Room for concern. Certainly, there has been a remark-
able expansion of consumer credit. I won’t say that this creates a
disastrous situation.

But I will say it is something to be concerned about. I say again——

Chairman Parman. One premise is wrong.

Mr. BerL. What is that?

Chairman Patman. That is, that people have obligated themselves
beyond their ability to pay. That was the premise that Senator
O’Mahoney had. I think that is incorrect, Senator.

I think you will find that people are paying their bills regularly,
that there 1s no evidence of inability to pay, there is no evidence that
people cannot meet their terms and conditions.

Do you know of any evidence like that?

Mr. BeLL. Not at this point ; no, sir.

Chairman Patman. As long as people can carry out their obliga-
tions, why should we be alarmed about it ?

Senator O’'MaHONEY. Are there not television sets and other com-
modities of that kind for sale in secondhand stores which have been
taken back from the original purchaser by the seller?

Chairman Parman. Yes. And automobiles. But it is not alarm-
ing. What I mean, generally, they are keeping up with their
payments.

Senator O’ManoNEY. We are talking about trends here. They
have to surrender the television set or automobile—they are not

aying.
P (%ha%rman Pamryan. People generally who have installment ob-
ligations are meeting them and meeting them satisfactorily.

Senator O’'Manoney. I think it is important for us to get the facts.

Mr. Berr. The thing that worries me about it is a tendency on the
part of people who are selling things on credit to extend the terms
further and further as they meet with resistance.

I think if you sell a man a car, on a term of payment, that is going
to outlive the usefulness of the car or going to leave him more money
owing on the car than he can get in trade-in value, it seems to me that
clearly is not to his interest, or anybody else’s.

Chairman PaTmax. We don’t want to be his guardian.

Mr. Berr. No.

Chairman Parman. No reason why we should try to regulate.
That is private enterprise. You see the fellow who buys should have
some say and the fellow who sells should have some say.

Mr. Bewr. Yes, sir.
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Baclk'into 'débty” - In’ other words; create debts; pay thémr o n)
And-t-h"a;t’»is’-b‘l’li"feqoﬂoifly.“"3'f"’~" MRS Ty '2«11?-:-~4vr'_:»~1: ."u"l|:".“:ll
- And thé reason T think that' installment bliyiiig is about 'thie' healthi-
‘ebt part of it; is:béchuse the peopletactially pay ‘those insthllin€nts.
And they ‘gorintor debt!t They- pay 'their 'debts, and ‘theyl'go: ifto 'debit
again. It is their methotliof isaving, intmany-instarces. hi&ndoT
motafraidiof iatall Tlook twith favor-on it 1 e vy 35 duid) |
+Astlong asipeoplelaré substantially meeting their payméntsy T do
Yot think we should:be: disturibed about:it:» But T 'drar willing to keep
watching it, just like Senatdr OiMahoney. ‘suggestedsotvershottld bt
have it get totalilrniing-proportions.” Vb s e havm wud' )
One other question, Mr. Bell. R AT B 11
s Senator O'Mardxwy. T thoughtiyow turned”thetqiiestioning 'over
ot Forta mindted # wrolial ad Ve Se I e i g el
Chairman Parstan:tDo you want-totask:Some thore?! bk v - suinn
Senator O’MaroNEY. We reserve our debate-for-exécutivé!seshion.
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Chairman. Papaan., That is right,.. .. o 00 v onaas
Senator' Q’MaHoNEY.; Mr. Bell, I wondered what reaction you'haye,,
had from that very fine speech you made to the American:Bankers?,
Association at Los Angeles., What have you heard with regard .to
that suggestion for a:combination of the Council:of Economie.Advisers
and.the Fedenal: Reserve Board?: i ! .0 .., "o wadne abi oo . suni
Mr. BeLr. Well, sir, I have had a great many,letters, from: people:.
who wrote in and:said;that they had,thought well of: the speech.and
that they thoroughly agreed ‘ithime and. wished something would be ..
done about it. I also have been denounced, it seems to me, with: @)
great. deal,,of. heat by some. of imy:geod. friends.among .the morte
orthodox economists and.financialwriters, .+ o .o 4 o Ly
And I have also hadithe curious experience of various highly.placed -.
people,coming.up, to me like, conspirators iandwhispering, in-my: ear, .
“Lamjall for you, I think you areiexactly right.7.. . vl v b 0wy
Senator O’Manoney. “But. don’t.quote me”~+was that.also :a- part:
Ofl.the,respons.e;?:. Bty sio, 2 b b on& i g st i ot
Mr. BeLL. Well, it seems to have stirred up quite a lot of con-.i
VeI‘-S&tiQ“mM RS TR e et TP Y T B N TR A S
Senator: O’MamoNEY. :Is there, any. official interest.in .the matter; !
may.I ask?, o L R N T T T T TR I TS N LU FTIE S YU B FY POY
Mr. Berr. Not to. the best of . my knowledge. . There was:no official # -
connection of:any sort with the,speech; sir... This:wasisimply the:case
of a fellow:xyho had aniassignmentito méke #speech, before a bunch ofi
bankers, and tried to.make-it interesting..i:\*™ e 0 iy o i e
Senator O’Manoney: You.certainly did make.it intéresting:::Tn
fact, the opening of, it:was very. interesting! to:me; because+I swas:inio
charge of the Employment Act.when it was-passed by thé Senate,
in a Democratic Congress, and it was signed.-by. .a- Demotratic

PreSident. 3 Yov oeni P et e l'f".zf..w [ . b
T understand that the slip you made was in saying-that it Wwas passed
by a Republican Congress—— AREITU BT ST VE PR IR L N
Mr. Brri. Yes, sir, I remember that. I
Senator O'MazoNEY. Has been corrected by you-—s " s b

Mr. BeLL. Yes, sir. i ieglad el

Sepator O’'Manonzey. In other fields. I thank you for that;/but T
felt it ought to be corrected on the record here. s ibrjined)

Mr. Berr., Quite:right. : o e ad o

Senator O’Manoney. It was a Democratic Congress which passed

Mr. Berr. I regret that a Republican Congress did not. T

Senator O’ManowEy. That is one thing I can- properly state, I
think, with respect to it. I was the first chairman of that com-
mittee, and Senator Taft was the second chairman, because the 80th
Congress came into existence immediately after this became an
effective law.

I want to say that, both on the part of Senator Taft and on the
part of myself, and those who have succeeded as chairman of the
committee, there was always an effort to secure a staff which would
be competent, and which would be concerned not with merely partisan
arguments but with the objective study of the economy of the country.

. And T am happy to say that that has been the policy throughout the
life of the Joint C(y;mmittee on the Economic Report. -
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Members of the staff, which were selected at the beginning, still are
with the committee, no matter what the turn of the wheel of fortune
was at the ballot box.

Mr. Bern. I think that it has been generally recognized.

Chairman Paraan. Frankness compels me to admit, too, Mr. Bell,
that I was the author of the bill in the House. We had bipartisan
support for the Employment Act.

In fact, I was amazed at the strong support we had from both sides .
of the aisle. And I think that is to the credit of both major political

arties. ,
b And T think it has worked out quite well. This question that I
wanted to ask you, you discussed a little with Senator O’Mahoney, a
matter of this great importance, anc. in view of the fact that there
are differences between the administration people about certain things,
I just had an idea that you discussed this proposal with some of the
administration people before you made it.

For instance, Arthur Burns. I wonder if you did discuss it with
him.

Mr. Berr. I have known Arthur very intimately since long before
he came down here, and I have discussed a great many things with
him. And the answer to your question, sir, 1s “Yes,” but the speech
was entirely my own—everything in it was my own, my own concept.

You recognized there are a great many ideas there that are not new,
and that have been discussed before, and nobody in the administration
at any point either said, “This is'fine, go ahead,” or, “Aye, yes, or no.”

Chairman Paraman. Mr. Bell, in rounding out the record or for any
other purpose if we should want to submit to you questions to be
answered before the record closes you would be willing to do that?

Mr. Berr. Yes, sir.

Chairman Paraan. Do you know of any other questions?

Senator O’'MauoNEY. No.

Chairman Parman. Would you like to ask any ?

Mr. Enstey. No.

Chairman Parman. Thank you very kindly. Your testimony has
been very helpful and we appreciate it.

Mr. BeLL. May I thank you? It was a great courtesy.

(Supplementary questions later asked of Mr. Bell and his answers
to them are covered in the following letter from him:)

McGraw-HiLL PuBLisHING Co., INC,,
New York, N. Y., December 18, 1956.
Hon. WRIGHT PATMAN, L

House of Representatives,
Washington, D. C. -

DEAR MR. PaTmaN: The two questions you have asked me are not easy ones
and I am not sure that my answers are very good ones; but they are about the
best I ean produce at the present moment without going to inordinate lengths.
Here they are:

Question. First, assuming that, at any particular time, economic forces are
recognized and accepted as predominantly inflationary, warranting thereby
some measures of restraint on the supply of credit, what type of borrowers should
get the available credit and, under our present system, who actually does get
it? In other words, what form of machinery should we look for rationing the
curtailed supply?

Answer. Except in time of war or extreme national emergency, I would not
favor any overall system of rationing credit. My objection to the present tight-
money policy is that it does in effect provide a discriminatory rationing of credit
by making credit difficult to obtain in certain areas such as housing, municipal
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financing, and small business, while it places very little restraint upon large
corporations. Credit restraint, as I see it, is justified merely as a means to an
end. That end is the prevention of a runaway boom in the economy that could
lead to a subsequent collapse. Accordingly, my approach to the problem would
- be as follows: First, when there is a predominantly inflationary condition,
overall measures of restraint should be applied but they should include not only
quantitative credit restriction but also appropriate fiscal measures, including
refunding of the debt from short-term to long-term obligations, restraint of
Government expenditures and tax measures. This overall restraint should be
supplemented by selective credit controls directed toward particular areas of
the economy which appear to be advancing at too rapid a pace.

Question: Second, what policies or institutional setups should we have, if any,
to insure that certain social demands for schools, housing, highways, ete., do
not get lost in the scramble for the relatively scarce credit resources?

Answer: This is the type of question that needs to be examined by a national
monetary commission such as I have suggested. It is clear to me that by con-
gressional action in the past we have accepted as national policy the proposition
that certain types of economic activity, such as housing, represent a social good
that entitles them to special consideration not accorded to other types of eco-
nomic activity. It is a fact, however, that many conservative-minded people do
not recognize that such national policies exist and see no reason why housing,
for example, should get any special consideration in a period of credit stringency.
Such people can see nothing wrong in the fact that a veteran may not at the
present time be able to get a GI mortgage to finance the purchase of a $12,000
home, while a big corporation has no trouble in borrowing millions of dollars to
set up a new finance company. Before we can have appropriate policies or
national setups to protect these social demands, we need, I think, a clear state-
ment of what our national policies are.

Sincerely yours,
Errrorr V. BELL.

Chairman Parman. The subcommittee will stand in recess until
2 o’clock when Mr. Robert Young will be the witness.

(Whereupon, at 12:30 p. m., the subcommittee stood in recess, to.
reconvene at 2 p. m., this day.)

AFTERNOON SESSION

Chairman Paryman. The subcommittee will please come to order.

Mr. Robert R. Young accepted the invitation of this committee to -
be our witness this afternoon. Mr. Young is chairman of the board
of the New York Central Railroad Co., in addition to which he has
many other interests.

We are mighty glad to have you, Mr. Young, and you may proceed
as you desire.

Mr. Youne. Thank you, Mr. Congressman.

Chairman PatamaN. You may take your seat, if you desire.

STATEMENT OF ROBERT R. YOUNG, CHAIRMAN OF THE BOARD
NEW YORK CENTRAL RAILROAD CO.

Mr. Youne. My invitation here today came, as you gentlemen know,
as a result of some remarks I made before the Economic Club in
New York on the night of November 19 when I was requested to
address myself to the problems which business will face during this
coming administration.

‘While the subject of my talk was “inflation,” I had time to deal
only with its three most important causes: Wages, taxes, and the
export of our capital. I did this at some risk of being painted as an
enemy of labor, which I am not; an enemy of the administration.
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uwhlch T am ‘not ;'al .enemy’ of‘ConO'ress, Wlnch I"' not "’hnd"'i
rrenemy, of our alhes,,whrch Lam not. .. ;. frtes
vine T was: prepared to take this personal risk for the s‘tke of labor :the
-+adininistration; Congress, and ‘our allies, ‘and T hoperthat as'T: amp lify
"these rémarks today, cons1deratlon will be glven ‘to'the fdct' ’clnt tlme
hmlts continie to make it 1mp0831b1e for.me, fo, elaborate on all of m
“wiews with- ‘whlch, i£.I had the time. teo, ful]y explalnnthem,nI; beheve
isevery: well- meanlng American citizen Would:agree, wi-1minaites
I started as a"day labiorer i ifv'the days When' a“m'm ‘Eolild Figg out
0f 'the ranks, of labor through liis, ‘superior productlvgty W1thout
oﬁ'endmg its. senlorlty rules. . 1.-have been associated. with.. bxg busi-
ness.: T haveiéven been in Wall Streét. +And, while I'havé neveribeen
'in goverhment, T have' frequertly been, before it nd “titiderstand 'its
\probléis ‘and’ the ‘tremendous; handicaps and. pressures 1under. which
,all Of you WOl‘k-‘ Y T TR Y TR YR IMVERINEN PR BT VSN T LTI PRI S TR YRR FT VA |
v ~The problems you face today'are so-complex-and the 1mponderables
“80 mtermlnable that it seems presumptuous for mé'to attempt( to difig-
. nosé' our. mountmg ‘Hness.. . Some of those who, imagine they beneht
,»from this. illness: may think I exaggerate its critical. nature. .. -,
~T'appear here only because'I was urged to. "And: hearly- 2-yeals
elapsed before I; accepted ‘the repeated- inyitdtions of the’ Econoinic
"Club, so sure T was that any honest expression of my'views, wonld
only make me new enemies, with which I am already- «well supphed
Yet; as controversial and complex as the total situation is, there are
1;a few basic principles on-which maybe even'my critics and-I:can agree.

Our economy. iniits abundance is: the eighth iwonder-of theiworld.

~Any-threat .to.. thatabundance.'is inflationary 1and «retrogréssive.

Monopoly in all its forms, because it hamstrings and corrupts enter-
prise, is the greatest threat to this abundance, whether it be monopoly
of government, agriculture, ‘labor; production, distribution, trans-
portatlon, communications, or credit.

-+ Judging from the backgrotind of your ¢ther witriésses here foday
(‘and tomorrow, it is this Tast problem of credit' Wh1ch 'preséntly en-
hgages you. On this subject: Undér a Government' managed plethora

‘'of money, our banks‘an other lenders suffered'many: yéars® of famine.
It is hard now to begrudge them a few years of clover!! !But’lff‘as it
Ivdid in 1929,'the’whole hotse:comes: tumbling ldown*'about'thelr’ears
as a result of a famine or panic of eredit, what w1ll the‘be’r’ieﬁt in
earnings have been to the moneylenders 1f11t 1s'ult1mately tobe' meas-
ured-in terms'of ‘dollars thatiarérworthless? 7174 iinnrunl’?

It is not hard to see why you are concerned Wlth the recent 1ncreases

‘in'the ¢ostl'of Crédit and' the r pld shrinkitig’of its Supply! "Futther
increases in interést Fateséan make ‘the alre'ldy ehormous carr 1ng
ch'u'(fr1 s on our Government debt more than we can bear, to saynothing

I"l R

it might hdppen’ to’ conﬁdence should the bottom drop o'ut of
“Government bond quotatlons'. o
‘ Brltlsh Consolls, their prlme Grovernment1 sé'g'u’,r;lt}'r‘, t'\'*hlch once‘ so]d

'forjiih'r" are ow 'selling ‘at 50! Can"¥¥é be' Sure of where the kind ‘of

a run such an eyentuality could start, in our ecor']’oin W ‘1]1"" dfz H
!' ) It'is'a d‘lptablhty and versatlhty Whlch are 'the’; eculnr, Amerlcan
g nitis, - They have madé our colintry gt eat, hnd’6ur Highest chle'ée-
" ments have had the tiniest beginnings. It i an ‘}larmmfr[tr end, ‘tliere-
fore, when So'many new'dévelopments 'toddy ‘séeni’ to fivor' Bighess at
the expense of the little fellow.
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I have been. both, and _can, see:the value of both., Only the big
corporatmns, which already en]oy many, compet1t1ve r1dvant‘1ges over
their;smaller rivals'and which interlock through’ their, bO'ers of dl
rectors w1tlr the big s sources of credlt—b'mks, insurance .companies, ; in- |
vestment "houses, pension and charitable funds, trust funds, d in-
finitum-—seem;to be, able to, get. credlt today., . '

Yet, qur productlve resources ‘are more than just thls close kmt Web .
of big business. Some of our ﬁnest products and ‘best cltlzens are’
foung in the.thousands of middle-size and smaller enterprises which,
are progress1vely belng sgueezed out of the credit.they. so badly need
The mortality.of such independent’ enterprlses can lead to. further 1n—
flation and’ concentratlon of power in still bigger business,

"Just as the inflation of wages, taxes, an§ the export of capltal
threaten to beggar the white-collar classes,, agrlculture the pens1oners
and the' serv1ce 1ndustr1es, S0, 1s.the concentratlon of big busmess dr1v-
ing a large segment of our »populat.lon ‘out of smal] busmess and 1nto
the rank and,file of big business; subJ ect; to all of the rules of the club v
and you can define “club” éither way. e

Therefore; the most, important, domestic problems, faclng 'the' new
Congress are.the rising interest costs and shortages of credlt whlch
add. powerful new mﬁatlonary forces to an m}ready hardshlp 51tuat1on
Theré i is not only the dlrect cost of hlgher mterest but also. the reduced
product1v1ty that must’ eventually flow  fromn postponed- tcapltal .
projects.., . e B

There are other far more 1nﬁ;,1,tlonary forces, however, wh1ch are
1gnored by; most ‘of our: ﬁscal authorities. Irrdeed, ‘there seems to be
a calculated effort to suppress the facts ; about inflation. .

Mr George Hum ohrey, in, a, Tecent speech boasted of the stablhty
of the Repu%)hcan ollar, 1mply1ng that the rise in the cost of, liyin
under.the Democrats was,due, to, I quote him, “arbltrarlly cheap an
plentiful money,” i i "

Dissenting from this view fxs a busmessm‘m,‘and not as a partlsan,
my,experience is that easy;money under the Denjocrats encouraged in-
creased capacity; rLnd ‘automation which made operatlons less costly,
thus, slowm«r therisein the, cost of l1v1no' e

If, you knock automobile sales down .by, restrlctmg consumer credlt ’
all ‘you accomphsh is to reduce f‘lctory volume whlch, by i Jncreasmg
overhead, forces an increase;in selling price... , .;,

The $ame. inexorable- l‘uv operates in housmg, furmshmgs, apph- ]
ances, and elsewhere for ours is an economy. of abundance, not scarc--,
ity,.in which prices ; can ‘only;be, held down in the face of splrahnfr
wages by, 1ncreasing both, volume and product1v1ty Only thus can
the ‘huge, capital costs of automatlon,be -absorbed. .

Busmess today must have volume to meet its overhead just as our .
F ederftl Government dependent on income; taxes, must ‘have, . v1tal
and prosperous ecoriomy. .. It is only, through a.continuation of recent |
O'rowth trends that. either. busmess or, Government can keep from go— ,
ing broke if we goon inflating wages...

Surpr1sm0' as it .may seem, to most busmessmen, it looks now as
though our Te ederal Reserve has brought the mature econgmy fa,llacy ,
of Keynes and Hopkms,,long ‘after the Democrats themselves aban- .,
doned it; for inall their mummery. ‘about controlling inflation through
the mampulatlon of the rédiscount rate,, L have not heard our fiscal |
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authorities once mention the real inflationary force, the wage spiral,
taxes, and the export of capital, which go on unabated.

Here is a gathering typhoon of inflation beside which the policies
of the Federal Reserve are no more than an electric fan; they cannot
possibly check, but might start the cyclone.

Wage increases have not been a necessary adjustment to inflation,
as they would have us believe, but are its prime cause. Since 1932,
wage rates have risen an enormous 320 percent, while the increase in
consumer prices has been only 100 percent. Thus, it is plain that
wages have led and prices only sluggishly followed.

The only possible way to maintain this favorable relationship if
wages continue to be forced up is to still further increase productivity.
Tight money discourages it.

nd as for the export of our savings, which now threatens to check
our domestic expansion on which the defense of the world depends,
Republicans were once so high-principaled, they said, that they op-
posed Democrats on a few millions of badly needed relief for the
unemployed.

Last summer they bemoaned an appropriation of $4 billion of for-
eign relief for Heaven-knows-whom because, as they alleged, it was
hot enough. Any economist knows why the “handout” overseas, be-
cause it does not fill a domestic need, is more inflationary than a
“handout” at home.

For example, I would guess that perhaps 25 or 80 percent of our
steel production has gone overseas since 1940 in one form or another.
The price of structural steel has tripled since 1929. Think how much
lower steel prices, to say nothing of wages, might have been if that
huge volume had been allowed to influence the price the other way
in %ome markets.

Already Suez has caused our oil producers to talk about jacking
up the price of oil. Only weeks ago they were restricting produc-
tion to keep the price up.

If the o1l the New York Central is about to carry to Boston—to
take care of the foreign policy mistakes of France and Britain—were
allowed to go into our furnaces at home, the cost of living this winter
in Harlem and on Park Avenue would be correspondingly lower than
inevitably it must now be.

Our fiscal authorities have correctly attributed our capital shortage
resulting from these exports of capital to a deficiency in savings, but
they behave like stern fathers pointing to our piggy banks; saying
nothing about the fact that the old-fashioned American savings that
once went into common stocks, bonds, life insurance, and time deposits,
continue to be siphoned off in taxes to find their way eventually
through foreign war lords, bureaucrats, and entrepreneurs into the
Swiss banks and the gambling casinos and wine cellars of the Riviera.

You remember that wry line that came out of 1929, “Where are
the customers’ yachts?” Now, on those rare occasions when I can
make the Mediterranean, I wonder “Where are the Americans’ yachts ¢”

No; business cannot be made the scapegoat for inflation because
of its abuse of credit or its failure to save. It has been as frugal in
its demands on bank capital as it has been efficient in reducing costs;
for we find that our gross national product since 1929 has risen nearly
four times as fast a,s%)ank capital.
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It has been mostly out of corporate savings that this vast expan-
sion in production has been financed, while the Government has
plowed under abroad what might have been our individual savings.

Savings, capital, and credit are synonymous. When you export
capital gratis in the form of raw materials, wages, or currency, you
disrupt the normal channels of trade, penalizing some foreigners
while enriching others.

The unfavorable balance of trade which results is reflected in drains
upon our bank balances and gold reserves, thus abnormally depleting
the monetary expressions of savings here at home and depriving the
home economy of exactly those same values in terms of local credit.

Tt is those shortages reflected in tight credit and higher interest rates
which now block our smaller businesses and many municipalities from
building sadly needed facilties.

Our money managers flatter themselves when they pretend that they
check today’s inflation by the orthodox measures which they should
have used fo stop the flow of credit into the stock market in 1929. It
was those 10 percent margins which brought us Keynes and Hopkins;
hence most of today’s troubles.

Parenthetically, I would like on another occasion to present to your
committee the reasons why banks and brokers even today should be
prohibited by law from making demand loans on anything so intan-
gible as current market prices, which inevitably must crash with the
first bomb.

If it is sound to make a 30-year loan to the United States Steel Corp.,
why is it not equally sound to make at least a 3-year loan on United
States Steel Corp. stock without the usual fine print sell-out clause?

Such a law might avert the next depression. ~If the Federal Reserve
would really check inflation, it would call upon Congress to curb
the excesses of labor and taxes. Only thus can our savings meet the
capital needs of constantly growing demands.

There is no failure to appreciate the dangers of inflation; for, Mr.
Humphrey has described it as—

- the cruelest form of theft—a theft with the greatest harm to those least able to
protect themselves.

Yet in a Treasury bond advertisement, built around his personal
signature and photograph, the Secretary characterizes savings bonds
as, “a reservoir of future purchasing power.” Perhaps his legal
advisers helped him with that word “reservoir’—a receptacle which
can be drained down to the last drop—for half of the original purchas-
ing power of these savings bonds has already gone down the drain.

Your congressional concept of truth in securities as expressed in the
Securities Act is so sound that I have already urged that it should be
expanded to deal with those in Government as We%l as those governed.
Certainly Congress is inconsistent when it allows the Treasury Depart-
ment to make questionable representations in the sale of government
securities which the truth in Securities Act prohibits investment com-
panies from making.

If it is moral for the Government to defraud pensioners to finance
overseas adventures and placate labor, why does the Government find
it any the less moral to allow a private corporation to mulct them ?

To inflate labor at the expense of agriculture, housing, transporta-
tion, the service industries, and the white-collar class, all of those -

85560—57——4



46} MONETARY . POLIGY:  1955-56

ingome lags. far behind lahor’s, is also a, cruel form of theft; as cxuel
ag,ih 1s, to strip those who- retlre of thelr hard earned pensmns -

It i is. only. by, such, thefts that’ Mr Humphrey S boqsted ‘honest Re-
publican dollar,‘has been temporarl,ly sustamed—to, go rLghmmermg
when these tardy, segments catch up,, as they must,.lf ‘thelr wornout
facilities; and, denuded : purchftsmg pov;ver are to be renewed -

The alleged benéfits of this built-in wage Jnﬂwtlon in Whlch most
myst. lose for,a few to.gain are wholly immoral:’ And as Mr. Hum-
phrey says, the Josers 1nev1tf1bly are tl ose leflst able to protect them-
selyes.., vty Yy ‘

lre‘td’}; ‘son’le' of our pensmners seek congressmnal rehef‘ ahd, | l
frankly, ,they 'tre entltled to it, Tt is 'doubtful if gur economy, wlth
all the genius. of busmess, can remain v1tal rnany years longer éven
with further sacrifices by 'the people, 1n the faee of, the 1mbalances
created, by the. wage manopoly.., ,

‘One: by, one the. unprotected areqs—housmg, tr msportatlon, the
whlte collar class, and, .even many of our municipalities—will ome to !
you for, rehef and agrlculture, qlready helped So much, w1ll requ1re
even more of your scarce tax dollars. b

.Lhen, the philosophy of Karl Marx, as lie predlcted wﬂl havé won"'
the: crucml last b'ltt]e through our own folly, and our monuments to
Lijjcoln, VVashmgton and J efferson’ will be overturned.’ IO

hose ‘who beheve—or pretend to' beheve—thmt our present full
econoiny is bésed on 'rlsmg wages, lavish defense and careless, forelgn
relief, should be reminded that we spent on our defense establishinent -
b} 1929 less than 2’ percent of Wll‘lt we spent last year, and fore1gn
rélief fyas undr eamed of. -

The lprosperous twentles were founded on, f‘lllln“’ rices and taxes, '
pairadoxmally accomp'tmed by huoe reduidtions in’ Government debt—
three st1mulants tlme honored in the1r 1ntegr1ty, now w1dely feared
as deﬂatlonary ‘

We might have expected’ our economlc ‘defeatists'of the school of the’
“maturé econom ” 7 still plagiied by unemployment after 6 years of
the New Deal, to ’tell us that to avoid a Tecurrence of 1929 ‘we must '
accept wage. 1nﬁat10n, wartime:taxes and a foreign policy.of universali.
meddhng, but here in 1956 we hardly expected the Federal'Reserve "
Board to; imply. that: the dire rconséquerices: of these-policies,can: be
cured: by:a irise in the rediscount rate. : Do .theys xthlnk that we . are

just céuntry. boys atia carnlval2 T R TIT RS FI% 171 B TURNOIOU T

1 Thesgreat; depressionwas not; as. -many: would hive! us! belleve, ,zt
normal: phase of the: old- fashioned economy, becauseithe-brief down-..
swings:of all: but: 1, or.2: out:of 'our:many: economic: cycles Were/more.
salutary. in their-aftermaths than othersvise. .o .. L - oo v gy !

\Vlthwnew.leglslatlon iprohibiting the'call! feature of collateral loans';
that Trurge, it :1s, not: a,new 1929, crash: we: ‘have to fear...'Rather.dit.ds -
the. creeping, stagnation; which accompanies.:wage inflation -oncerit ;
niecessitates new . subSLd1es,1 hltrherncarrylng .charges on the, Federalqa
debt.and highertaxesi: ;. U e s L ady e g e

I am not an alarmist when 1 warn that it may-come to-a chma,xv
in,price, wage, and credit: controls; in-loss of confidence in-the:Govein-
ment: debt,; .and finally in.a flight ‘from the dollar—then. the printing:,
press andxa\completely, manegedxeconomy ol oi Do - b by o di

-Our, freedom,ionr,;wealth,-.our, prldevln achleuement land..]oyuof
accomplishment—-all will, have! gone jwith: the.wmd e R SR

IS 1 TR
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" st somie of fyoui think!that inflation and- foreign policy -are of no
concern to a railroad man, let me remind you of this: While“our: poli-
ticians inl theit subsidy. ‘and’ tix discrimination’ havé held firstclass
" passénger: fares' since’ 1929'dovn to'a: puny raise of 'only' 18 “percent,
- ‘théy have ‘encotitaged Tail wages to tiiple.” Coach fares'are actually
lowei today than they were 27 years'ago, ' i » wisi 4 oo ol
"' THe bigsteel’ comipanies whésé biggést ¢asy-going'custotrer!is ‘the
. United States Government, face no problem n absorbinb these: wage
' Increalses.” Thiéy riise theit prices’and their profits the very' Same’day
they Begin paying thé wageiincréase, ' 7 ' 00 T S
" But ‘what about the railroads, oni whih the'stekl coriipatiies'depend ?
*"We must endureé the mockery of lénigthiy and costly heariiigs'before the
,ICC. montHs, éven 'yeéars, after our’ own Wige in¢reases hive started
' Finhing, in order that special and selfish'intérests who 'séék to sponge
" on'the railroads'by ICC. license tiay haye 'their, Wishes 'héard: " "'
" These protests'liave not the 'Slightest rélationship t6'theé public in-
 terest; but'since they ledd clear to the Cabinet aid Defense ‘Departiiefit,
- they'are too powertful for the ICC to ignorel = /it ™ PRl L
"I Our railroads ho $ooner'stagger up from one of thése pereiiniial wige
intréases than'théy are met by 'tli'e‘bﬁidgéo'r’l of thé next;'payofts to our
_.congressionally licensed monopolists, a process of exploitation of the
“léssfavored unctuotsly called negotition.” ' ¥ ' e T erih

RE 3 ORI REASE RN . B TR ipa eviasestoyl audt rqt
" And what ¢ould ‘be moré inflationary, moreé-dégrading;' itore” de-

UM N ST . [SIRAS 03 R M A DS RA R DL | C1EEeseds
'structive of the j y. of accomplishment, thin & work rule whl_ch‘i'eiq’ql’fes
. R ‘ ‘e H B : N by

-2 mén 'where 1'is neéded? ' To {‘s'iibt’feﬁt‘ 'ihém’r'l?é'éhb"app'ﬁsé s’ to, ¢OrTipt
e Wi o] Ui prod T 1., wapljsest  gg(ed 07 fevgaies (b q e i} O 1E LR ATRR () 1
his devine gift of aspirhtion, the quahlt W}ll,(:h’ .elevatgs'hlm 'f{'olm the
- . . Y MRS A N N IR T L TR RN B U B LA TS KA
_animals, , Grush this precious gift entirély and wé become no more than
R I LN L L A R L SR TR Y R« TR O £ AR Y XS RE PRET U U NI I
bovine chewers of the cud, easy prey, t,o”the .voraq,loﬁxs} and insatiable
- p R R R B LRI -G IRRY A LRV R Trye oy

Staté, police or patronizing. """ L
PN N KNSR DSk S A S (X R W] L IR TS R AR Peygacay
.. Gentlemen, ;when 'Russia 'has most. of the manpower of /the'warld,

B : Pl e AR IV P NI AL T IS0 5 e s AL S S A PR0 S TS I
this Nation canmot longer afford festherbedding any more than'it can
“afford, as Congressman Patman has told me, the'e¢ducation of many

~~~~~ i O

. N « e 8 i LR - N IR T q i SANIE st
more, technicians an;i engineers. in Russia than W(‘a_' havé 1n,61‘1r"(}xyn
NN T AT S e R AT AT D e i et

!-‘(%gu'ntl)ﬂ'l?"“.‘ "-l". L4 e 'IT SN (‘: il T teth, o t, ii F-l.:' ,".Z |{||;.’1‘A
. Chairman PaThaN. Mr. Young, may I interrupt you just a‘moment,
R ekl Ko fea RN U i PR Y A R AL ERAH S N A TR R

. i RPN i
since you mentioned that. b 2loisn st b b

. . . Lo 1Y 56 - 3
Our committee, I think, was the first, congressional committee t6 go
the question of automation, In November of last ygar, and we ivere

h .

¥ .

"hto the i : ‘ ‘G Tast yer
' shocked to learn that, the Russians are griduatirig engimgers and stien-
; .tistﬁ,]oabout twice as many, this year as i the United States, af Teast that
numper., . ey e o
""" And the most disturbing and alarming situation was the faétyth'at
sthey.are graduating 32 times.as many. technicians in Russia this year
.28 e are graduating, 50,000 here compared: to, 1,600,000 there. , . .
"""Mr, Youne, Well, I.would like to take some.of these surplus firemen
in ‘our locomatives and put them over into edgineering school; where
. they, could do the country some good.., G L

Sl o B O ST ATT RTINS S
. What, is the end, result to 1abor of these policies ,?_,_Wgh_','ga.ll,qplpg

L B ST

inflation, and eventually forced ] abor? ’,:,YV,I,th then will be remembered
,-as the friends of labor—those who ‘furthered; these’ policies, or. those
"who warned ‘against them®,. " - T L (i

If. anything can, be more inflafionary than a;wage monopaly. it.is

“taxes. Under the Monroe Doctrine; our,taxes were, virtually, nohing.
Under present policies they eat up a third of the national income. As
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a result, consumer prices are grossly higher than they would other-
wise need be.

And those who think taxes, the price we pay for our constant failures
in foreign policy, do not warp ambition and curb enterprise, have
never sought to pry a man out of a good job by a big salary increase.
Nor can I blame a family for not wanting to pick up and move just
to serve as a conduit to the United States Treasury, and thence to some
Greek syndicate.

So little is the material reward left for high attainment, I would
pause before advising a young man to put a productive career very
much ahead of that of a golf pro. Why should the family doctor
respond to calls at all hours from neighbors who practice the organized
slowdown and, consequently, yearn for Mr. Nixon’s 4-day week?

And speaking of the idle rich, the big houses of the lords of England,
who have just missed getting us into the third world war and who are
asking us now to pick up the tab for their latest blunders, can be
converted into museums without any loss to their economy. Yes;
they can go; but we must preserve the material rewards of our pioneers
of business if we are to go on enjoying their miracles. If they must
be leveled down, let’s be selfish about it and wait until their death, as
God does.

The last cut of any consequence in the steeply graduated income
tax, the joint return, came away back in 1948. It is one thing to work
overtime in wartime, or from force of habit; but in this new peacetime
culture of universal mediocrity imposed upon us by Mr. Humphrey’s
tax guillotine, will coming generations aspire to promotion with its
accelerating responsibilities at decelerating rewards?

Just as the railroad man cannot forget inflation and taxes, how
can you forget your dependence on cheap transportation when its
urgency is registered in all the bloody pages of history?

o back far beyond Suez to the legendary days of Troy whose site,
at the entrance to the Dardanelles, dominated the dark waters that
flow down out of Europe and Asia, the world’s greatest land mass.
The lading of ships, however, in those days was mostly light mer-
chandise, and it was not until the last half of the past century, when
the rails enabled us to tap our coal, cement, and ore, that heavy in-
dustry evolved. :

Fortunately, our form of government, so wisely founded, was yet
too young to hamstring business after the foreign fashion. Hence
our native enterprise, stimulated by the prospect of unlimited and
untaxed gain, took advantage of that cheap transportation and our
natural resources to create a standard of living that can only be ap-
preciated by traveling abroad.

We can be grateful that this combination of circumstances took
form about the Great Lakes and not the Black Sea. Our ton-mile
rate by rail is only a fraction of what it is in other countries ; explana-
tion in itself of the vast disparities in our standards of living.

Those Americans who loathe capitalism should be confined, say for
-10 years, to some of these overgoverned and underrailroaded foreign
countries they prod us into emulating.

Penalize Ford, Du Pont, General Electric, with British or French
socialized rail rates and service, and their wonder products would
wither into a fraction of their present volume, conceding that they
could have been achieved in the first place.
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It would take 450 truckdrivers to move the coal that can be moved
by only 5 men in a 150-car train, and 2 of these 5 are featherbedded.
Neither the truck nor the bus could possibly compete with the rails if
they paid for their own rights-of-way; nor could our subsidized air-
ports have been brought into being if their steel and concrete had not
reached them by rail.

It is only because our harbors and waterways are served by the
railways, built and dredged by the taxpayer and protected by our rate-
makers, that even water can survive rail competition. The boat not
only consumes more fuel, but it requires 34 men to move the ore that
15 men move by rail, and the rail moves it faster. )

You would think, then, reward being a function of service, the rail-
roads would be rich. Instead, since 1929 their rate of return on in-
vestment has averaged only 3.4 percent, and in no peacetime year since
1930 has it exceeded 4.3 percent, a shocking contrast to the 9.7 percent
justifiably enjoyed by all other public utilities.

Because of political pressures from members of the Cabinet and
Congress on the Interstate Commerce Commission, and because of the
resulting timidity of railroadmen, the traffic of this rich country has
not been made to bear its fair share of transportation costs—a sop to
the pressure groups which in the end has meant only higher rates and
poorer service. .

This Republican year, supposedly favorable to business, was ironi-
cally not nearly so good for us as our last years under Mr. Truman.
Could there be a greater warning against rapidly encroaching Govern-
ment than this sorry record of our first big regulated industry ?

More than one-third of the Nation’s freight cars and two-thirds of
its passenger cars are over 25 years of age. Many are 35 and 40; and
the rust and rot advance. Superimpose a national emergency, and
where would we be?

If current rate relief requests are not granted in full, your two
largest railways may be forced to stop buying passenger equipment
for all time. Already millions of passenger train-miles have been
lopped off our mainline schedules.

Yet, in New Jersey and New York we are compelled to run trains
some of which average only 414 passengers a day, less than the train
crew. :

The Nation has just faced a shortage of at least 100,000 freight cars,
$1 billion worth, from which nearly every business suffers. To re-
place every car over 20 years of age would require $12 billion, and it
would pay for itself out of savings.

Large immediate expenditures in many other areas of railroad
physical plant would be no less self-amortizing ; but how can you bor-
row at 514 percent to renew a plant which earns 3 percent ? :

A 10 percent decline in our carloadings and most of us would be at
the brink of bankruptcy, so small are our reserves and narrow our
margin of profit. E

And in the face of all these well-known needs of our railroads, there
are those who advocate defense and relief expenditures just as a means
of keeping our people employed.

Local public servants pressured by selfish and special interests
force us to continue marginal rapid transit services of a trolley car
type which they themselves have long since abandoned. At the same
time, other public servants under similar pressures grant subsidies to
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the:airways-and: highways which; threaten. the. continnance; of, main
lime.trains. ;. + o o e o b NTTEIS S ERTVC N U0 B URIPE Ll g

‘Our revehues;in New. York State have dropped 8 percent since the -
throughway was finished a few monthsagoi.: . .. 110t 0y L0 0

Ganhsuch- discrimination -ands ‘regulation. by, any, stretch, ,of tlie.. .
imagination be in the public interest ? R ERTENE IR TR

:‘What! a:mockery,.these,protracted andidestructive public rate and
service -hearings, which Congress, and,our Stateés intended. to protect .;
the:public, have become.in theiface,of our hazardous financial ‘plight.,.

es, these hearingsihave been-peryerted; inta devices to-protect the...
special interests at the expeiseé of:thepublic interest; as the record :
clearly shows. T st e s ned v B e i

So far has the will of Congress been perverted that the ICC.pub-. .
licly announced, with unconscious irony, that the recent hearings,in:
Kansas City were to be held in order to hear-shippers: 1:What on earth
do they expect the kind of shipper to say who! puts' his heel on our-3.;
percent rate of return so that he may earn 20 percent?. . ... . ., - ¢

And at the top level, supposedly, of national enlightenment, Con- :
gress recently threw out the excise taxes on admissions to movie:
theaters, but continued them on admissions to passenger and freight
trains, the one forced to carry more than 95 percent of our troops and
the other more than 90 percent of our freight in the last war. ,

Imagine, imposing a special excise tax on our only all-weather
freight and passenger service, essential to troop and civilian move-
ment, which already loses $700 million a year on its passenger trains.

The tax on freight is an added inducement to already rich industries,
like those Mr. Humphrey came from, to go into self-transportation
so that they get richer and the rails poorer. His former companies,
as self-transporters by rail, belt, water, truck, and air, save this tax
and hence enjoy that much of an advantage over their smaller
competitors. .

I am told that Mr. Humphrey opposes the lifting of this tax, in
surprising contrast to his predecessors, Mr. Snyder and Mr. Morgen-
thau, who saw that the tax, in peacetime, was not in the public interest.

Cannot those responsible for such follies see that if the most re-

munerative traffic is skimmed off the rails by the truck and the private
carrier, the traffic which the rails are left to carry must finally come
to.bear an intolerable burden ? _
. This I know: sound railways in America are a hundred times more
important to us than the Suez Canal, as is demonstrated by the fact
that it is our railroads that now are called upon to carry oil to our
ports for delivery to France and England.

Yet, the money to buy equipment is left to the mercy of these mock
hearings. Indeed, Mr. Malenkov is smiling. How can the Depart- -
ment of Defense close its eyes to our Achilles’ heel, our railroads?
They know that current rates are not keeping our physical plant alive,
particularly in the passenger field. Yet their own underlings come
in and oppose our passenger fare increases in the face of a wage rate
which has tripled. ’

They act as though the Defense Department had no higher obliga-
tion to the public interest than a coal operator, some of whom do not
have enough judgment to see that if they do not pay fair rates the
railroads cannot continue to provide cars with which to ship their coal.

A railroad without cars is as useless as a skyscraper without ele-
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vators. . Can 1t be that the Depax tment of Defense has beerittikéii dver
in thé way in whlch the Cdinegie Foundation was' oncé taken' over? -
o et this greéat ‘rail service th tigat does 5o ‘mideh’ fot our’ ‘defense, at'iio
Ycost 0 the taxpmyeg 1ias been pauperlzed and 'made the butt of poli-
. ticians, newspapers, ‘taxing’ authontles, ambulance‘ chiasérs; col lege
rofessors, ;md Government agenmes for'a fall’ generatlon,‘wlnle 1ts
"Tapidly growing dompetitors are subsuhzed and tax exempted——even
, Tescued, by the United States Nayy. R T AR TR
"The rails bemg the very core of our capltahstlc system, it'ishothard
.} see why its enemies have made thein their ‘fivst line of ittack i but
it is dlfhcult to see. why the Défénse’ ,Dephrtment and the Tt reasury
Depn tment, should persecute ,them. Or"do P sée ghosts' of' Harry
Dcxter Whlte L O R L
Even‘lf Defcnsé ‘1nd Treasur fall to's see, you entlemen ‘concerned
w1th' ‘econoinic stabilization iwﬂl Tot £4iil to'see the Importaice'of stroilg
rallrowds to the/s economy 'and’ defense of 'the Nation. ‘T thé Fiilroads
' go, the rest will not, be'slow th'follow,” ' 0T iyl ol
Forgive me for using the ‘Failroads a8 m&‘xllustratlon " IEhE only
because, they, are so. symptomatlc and I am riost 'familiar’ W1th‘them
Thele are scores of other areds of ‘our economfy Shdlias ot schoo]s,
m Whlch the deterloratlon that results from w'lge andtax lllﬂ"ltldn .has
dl]e abol]t aS f . il ¥ ‘ oG N A S YRR Hi' -hU i
, “'Our, 1nﬂat10nary"t'1"'o'ubles, ‘then, are Wot of bus1'n‘és's”{f0r it i§ the
hiffation and abuse of' cre'diﬁ by Government”n‘ot b3 b‘ﬁsxness ‘which
f;hleatens to,'stall our’ rlsmg standard’. of’ 11v1n g to’strlk’e" t"the
}'1“ rt ‘of pmvéte enterpi"lsé‘." SR Pt tro el
"I'He Miracles of tr‘xnsportatlon and busmess’h?iizé‘ dotfar che’cked the
legenemtwe forges of progre essively burgeomng Goyernment, but! the
’b'e‘glnnmcrs ot ‘capital shortage 1nd1catel (thfltt“t e stm’ng Has a{bo)ut’run
.out e i "'x'."- RO e

We cm sfop 1nﬂftt10n we m ;educe tf\Xesj weé cinl stop squ’mderm
,‘a’. Iro'atd our’ essentnl resour feesiind’ tn_e ﬂo\ver ‘of! our yout}_x Tiidedd,
,v'vpc‘tnr"'eltu‘lnl peace'to the' world.: Hie BT o,
“But we can’do’ these thmgs only i ongL U Andl’ blisinesy ] 1’n to-
“gether and 'Sell econdmic trith and'a forsign pohcy of- natmna‘l‘sqnity
Like charit; ,t,hevmceofAmeuch sh(’n.]d‘be;?m dt hohe.""’ P
SRS 98 alatiing as it is "hétedible thit' Ol‘lﬁelcent of‘om high-
.school se11101s for ex‘tmple, do not believe in thé! néed fol ’f)ré‘[lts‘" 8&
pelcent “do not‘ beheve \'ve "have compétltlon ﬁn"busmes SRS can
‘ only reflect” equally mlsm:formed pll'l‘ entsior! ‘hre”théy’ ‘pl édbicions
Xoungsters Only anti¢ipating thé1 econon’h mfo Whiich they! may. Datiie?
Thé Presidént of the Umted Sthtes s blr ea'dj iirged [‘Jon"("on-
gress the only constructive transpor tation legjslation eygr to 6r Tgiate
i the White House. It remams to Bb'séeh if ’Con’crr‘ess whﬂ‘bé as
"Sonstiuctive a3 thé President in trym & {6 Peistore sanﬁy t diir natibnal
transportation system. R
Again, forgive me for i tsitg o rilidoq (e my 111uétmtlol' Lo ?
Chairman PAth\ That 1s per fectly all nght f\{l R oung, an“( we
thank you for you x'f’e'ry‘mteresfmg statemeénf; 77 7 el
What are the advantages or disadvantages to the’ alternatlve ¥hYy of
combating mﬂfltlomry ‘_forces, Mr. Young, w luch are listed it tl)e'chalr-
Jman’s opemng statement, this rnorm'n%r 1f Y ou v e1e hexe’l ”Wcr g you
“Tiere this morning when T réad it? e e s
M. Yound. Unfortindtely, T'was not’hei‘e. RSN
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Chairman PatymaN. Anyway, I mentioned increased taxes and gen-
eral credit control through manipulation of the interest rate, open-
market-policy reserve requirements, and selective credit control apply-
ing to specific segments of the credit structure, such as installment
buying, real-estate financing, plant and equipment.

In other words, what are the advantages and disadvantages of those
three in comparison with the present method that is being used by the
Federal Reserve System ¢ ,

Mr. Young. Well, I would say that almost anything is better than
our artificially tightening credit. ‘

Chairman ParMan. You mentioned a while ago something about
the direct cost. It reminded me that if this is a short-run credit
squeeze of tight money, as some would like to believe, then it means
that during this short run we have still got to have schools, and we
must vote bonds and sell the bonds in order to build the school build-
ings, but these bonds run 30 and 40 years, so it looks rather burdensome,
does it not, Mr. Young, to make taxpayers pay higher interest rates
for a 40-year period on account of what many of them claim is just a
short-run credit squeeze.

They have got to do it for 40 years instead of just a short period.

Now, when you, as a big-business man—you stated that you were
a big-business man. Of course, we all know that you are, and you
were small business, too, and you know something about both—when
you can see in the future that there is going to be a scarcity of credit,
and possibly a higher interest rate, would you, using what you con-
sider good business judgment, go into the market and borrow funds
in advance of your actual needs, or would you wait and pay the higher
rate?

Mr. Youne. Well, if I could foresee it surely, I would certainly
go into the market and borrow.

Chairman Patyan. And do you not think that that has caused
a tighter money market, the fact that some of the larger concerns,
knowing that interest rates are continuing on the way up, are not
only anticipating it but, knowing it, they are going into the market
and borrowing funds they do not actually need now, but expect to
use a year from now or 2 years from now ?

Mr. Youne. There may be some of that. I don’t believe there is
too much of it yet, sir.

And on that subject of schools, I would say that the national peril
is going to increase rapidly over the next 10 or 15 years or over the
next generation, certainly, and that certainly the last place we should
economize is in our schools, for the very reason you mentioned,
Congressman.

Chairman Parman. Yes,sir.

Mr. Youne. That we need technicians and engineers badly, and
we must have them.

Chairman Patma~n. And we must encourage our school system.

Mr. Youne. Yes,sir.

Chairman Patman. And we need plenty of buildings.

Mr. Youne. Yes,sir.

‘Chairman Patman. Lots of school construction.

Mr. Youne. Yes,sir.

Chairman Parsan. And on the interest rates in particular, Mr.
Young, do you not think there are other ways of restraining an
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inflationary condition, if there is an inflationary condition, rather
than just arbitrarily raising interest rates there across the board?

Mr. Youna. Again, I think that is the last thing we should do—-—

Chairman Pataan. The last thing we should do.

Mr. Youne (continuing). Is to artificially make credit tight in this
Nation, because I am afraid that the policies that have already been
followed and are still being followed are going to make it plenty
tight enough without any artificial tightening.

Chairman Patman. The Federal Reserve Board—I believe you
have served in the Federal Reserve bank as a director.

Mr. Youne. No, sir, that requires a banking invitation and I don’t

- qualify.

Chairman Patyman. Iunderstand. [Laughter.]
Anyway, the Federal Reserve System—you are acquainted with
that—and you know that, for instance, if they wanted to just make

rcredit a little tighter to meet an inflationary condition which they

really believed was in existence, they could increase the reserve re-
quirements of banks.

In other words, instead of permitting banks to expand their loans
by really creating or manufacturing money equal to $6 for every $1
in reserve, as they can do now, they could change that, they have the
right to do it under existing law, to where they could only manufaec-
ture $5 to $1, or $4 to $1, or $3 to $1.

Mr. Youne. Correct; I believe that is true; yes, sir. )

Chairman Patman. Would that not be preferable to just auto-
matically increasing interest rates ?

Mr. Youxe. Well, of the two, I think it would—well, no, I am not
sure that that would be preferable.

Chairman PaTMaN. Anyway, that is one of the tools they could use.

Mr. Youne. I would say they are equally, they could equally be dam-
aging.

bChgairman Parman. They could be, I know they could be.
Mr. Younag. And equally inflationary. _
Charman Patman. But through rediscount rate increases the in-

‘terest rate is raised immediately.

Mr. Youneg. Certainly we know that is inflationary, because we
know higher interest rates increases the cost of doing business.

Chairman PaTman. And it comes immediately.

Mr. Youne. Yes,sir; I agree with you. I think I would agree with
you ; yes, sir.

Chairman ParmMan. And the other one is at least a lot slower if it
comes.

Mr. Youne. There the effect would be several years later, not im-
mediately.

Chairman Pataan. Yes, sir, several years later.

Mr. Youne. Iagree with you ahundred percent. ,

Chairman Parman. Now, another thing they have, another tool, is
the open-market operations. They can buy and sell Government bonds
to make money scarce and dear, or plentiful.

Mr. Youne. Yes,sir. I remember very well we embarked on a sell-
ing operation in 1953 which knocked Government bonds down to 90.

Chairman Paraan. That is right.

Mr. Young. Which hurt business.
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.Chairman Patyan, And theycan do,it either way. They can make;
Government bonds Worth more or. Gove1 nment bonds Wort.h less

Mr) Youxa,: Yes,sir, within limits,. |, -

Chairman Patmax.. Mr. Eccles, testlﬁed——‘md Mr Ecc]es should
know something, about the, Feder‘d Reserve System He was Chair-

man 10 er than s any other 1 _person;; 19 years., ; .

Y%UNG I t,hlnk hrs,,wews on, that have. been yery,s sound R,

Charrman PATMAN. Yes, sir, And he said that the Federal Reserve ,
System could keep the interest rate at any;level it wanted to, if it wanted
to keep the Government bonds at 214. percent, it could. do it, or, 2 per—
cent, or any other rate, by usingithe.open- -market, _operations. ;

Mr. Youwe. That was certzunly true durmg lns admmlstratlon

Chairman Patvan, Yessir, ;1 i, .-

I.insist that arbltrarlly 1ncreasmtr 1nterest rates 1s certalnly c1uel
and brutali m comparlson to the use of the Weapons, they haye at.hand :
ar}d are not using. |

You, know the danger ofv ra1s1n0' 1nterest rates, because you men-
tioned ‘about the school construction and about your,own business.
What, incentive. have you, to borrow money at 514 percent to earn
4:percent'3 .

Mr. YOUNG We have reduced our bulldlng of boxcars recently ]ust
because of the increased cost of money. - .

Chairman’ Patya~. You have2 How much would that run 1nto
in dollars, Mr. Young? ..

Mr. Young.. Well, more 1mportantly, it. deprlves the Natmn of box-
cars when thereisa 100 000-car shortage,of boxears, .

Chairman, PaTyan. I believe you. sald $12 bllhon would be 1equ1red
to bring the boxcars up to standard

Mr. YOUNG Yes, sir, Yes,sir.: .

Chalrman PATMAN Twelve billion, dollars

Mr. Youne. Yes,sir.

Chairman PATM;AN And you; have canceled or ders, or at. 1east you
have not——

Mr. Youxe.,.We.have slowed, down the sc,heduhno of our bulldlno'
of boxcars just because we cannot afford to pay.5%% percent for money.,
when.the Interstate Commerce Commission glves us a 3- percent return
Itls]ustthatsnmple . tes tege L YOI B

Chairman PaTMAN. ,,Y es, SlI‘ S e 0T o

Mr, Youna: If the,figures were reveresd we. would start bulldln
if we ‘paid 8 percent for money and we were allowed to earn.5. percent
we would cure the boxcar shortage.overnight. , e

Chalrman Parvan. And other utlhtles, in the pos1t1on that you .
are in; of course, they evidently:are doing the same.thing. ,. , -

Mr. Youne. Well,'since they earn 9.7 percent, they will not,do 1t as.
quickly or as drastlcally as we,are forced,to do.t; but I .am,sure thelr
minds operate in the same, way--as. moneylgets tlghter they do not
make improyements which they, wonld, make if ‘money was easier::; ; >

Ch‘u,rman,PATMAN Yes, sir,,: But allithe rallroads are-in the same’
position that your railroad is 1n,\I am SUre. ;.. 4, i

Mr. Young,. The big passenger, r:nlroads are all in the same fix that
we.arein, and that J,neludes such as, the Pennsylvanlaxand New, Haven,:
most of the railroads in the Northeast;  where we carry the heavy burden
of mail, passengers, and freight, .. Uil a0yt s Y

Libovy ot {'"v_ ‘l‘l.,"-, N

o
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- Chairman PaTmawN, ‘As an investor, Mr. Young, with' considerable
-experlence in- the ‘money :market, do you believe that 'banks hnd
security dealers are able to antlclpate ‘Federal Reserve actions and
*thereby avoid the consequences ‘that; the: Federal Reserve hoISes to
-achieve by raising ratesand causing bond prlces to fallg "0 ety
*Mr: Youne. Well, I would say theré ‘are some mﬂuentlal bankers
in New York who mlght know i in advance what the Federal Reserve
‘policy was going tobe.” ¢+ - cooET T e
- Chairman Patyan. :Aghin speaking as: ‘an’ mvestor,‘do you ' think
it+is possible for someone ‘with ‘access to restrrcted ‘information about
the intentions of the Open 1 Market Committee, trading’ this; to make
-.a lot of 'money: speculating in' the’ Government securities? '+ 1i!
Mr. Youne. I would say that'it'was almost inevitable, 110 h
Chairman Parman: It 1s‘impossible- to keep secrets like that. i

Y

Mr. Youne. Yes,sir. e e ey "," !r
Chairman Paraan. Just like. it 1s' here ‘on 'the Hlll b S
"”\!IrYOUNG ST 4 e e T

* Chairman ‘Paritan. If there are: tWO people 1nvolved why, it is'niot
a secref any 'more. - - liwih T
Mr. Youne. Yes, sir; pftrtlculflrly when $0' many of these Govern-
ment-officials come ‘out of influential ‘New York law ﬁrms with ; many
-banking 'partners ‘and aﬁihatlons‘ st e ity b
Chairman Patman. In” connectlon Wlth that tyou’ see, the:' person
“who'! actually runs'the Féderal Resérve: open"market operatmn is
- selected by'the Federal Reserve Bank of New York. He'is not 'selected
by the Fedéral Reserve Board:' ,He'is not selected by the Open'Market
-~ Committee. He'is selected by’ & bourd' of -diréctors, six ‘of Whoi' are
selected by the private banks, and he is placed in that pos1t10n ‘of
‘running ‘the'desk, the open market operition.”’ " o
Now, that is for the whole Nation. These' b‘mks, mdlvxdml batiks,
they have no power over that. They have no-control.at all.TFhe 1935
act made the system of a central bank, and thev have practically, no
power now; and the one person there in New York, selected’ by the
“Federal Résérve Bank i m'New York, has conipleté control over runiing
these operatlons, running ‘into b1111ons and, billions; of dollars;a day
, sometimes, and you do not thmk that they can keep that lnformatlon
“‘from leqklng very Well? ST
't Mr. Youne.' I would thmk it would bevery difficult” ) e
. Chairman Parman. . Very difficult. | ol
You take the bond market Mr. Yourng, | you mentloned a Whﬂe ago
""‘lbout 1953, 1954 Whit ¢an'a busmessm‘ln do to' protect ‘himself i i a
" situation we are faced with' now, “of such’ uncertalnty2 He does not
know how low these bonds will .go. They are already below 90.
"In England, 8% percent bonds are down below 60, and England,
of course, has been following the same:kind of. h"LI‘d money policy
‘that we have been following; in “fact, very similar. Axid this interest
‘rate keeps going up and up and up. HoW can'a bus;nessm‘m intelli-
‘ gecrllt]y plan. for the future, faced with a; “condition llke e, have rlght
toda ‘
Mr "Youwd. Tt is” very dn‘ﬁcult It 1s certalnly a great temptatlon
. to go to Florida..
" 'Chairman PATMAN, There is certalnly no’ Way th'lt you can ant1c1-
"pate what is gomg tobe done PR -

e o AR IP AR
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The Federal Reserve seems to be adamant; they just go ahead and
let the bonds go down, interest rates go up. We do not know how far
it will go. Thereis no way to tell.

They claim they are independent, of course. Independent from
whom? They claim they are independent from the executive. You
know, they seceded in 1951; but they cannot secede from Congress
because they are the agents of Congress.

And Congress, realizing that the Members of Congress are re-
sponsible for their actions, I imagine will take definite action in the
foreseeable future if something is not done to change this trend which
is so devastating to the economy right now. :

Mr. Youxe. % think we will be forced to do something about it, sir.

Chairman Parman. Senator O’Mahoney ?

Senator O’MasoNeY. Thank you, Mr. Chairman.

T am very much interested

Mr. Youne. Mr. Senator, how are you, sir.

Senator O’MamoNEY (continuing). In your paper. I am sorry I
was not here at the beginning, but I have been checking back on it
before proceeding, and I find many stimulating statements in it.

Mr. Young. Thank you, sir.

Senator O’ManoNEY. The problem which confronts us is undoubt-
edly one of the greatest that this country has ever faced, and not many
people realize it, particularly, I think, in New York.

My questions are intended only to clarify statements which you have
made today and previously, and to develop the facts that as a person
holding the important position that you do, and having the important
experience that you have, can help lay before the Congress and the
country.

On the last page of your statement, page 18, I notice 2 or 3 state-
ments which I would like to ask you to amplify.

Our inflationary troubles—
you say—
then, are not of business, for it is the inflation and abuse of credit by Govern-
ment, not by business, which threatens to stall our rising standard of living and
to strike at the heart of private enterprise.

Do you mean by this to place all the responsibility for the abuse of
credit, which you find to exist, upon the Government and not on
business ?

Mr. Youne. Well, I wanted to exclude business in the sense of, let
us say, productive business. I would not exclude certain monopolistic
influences in business, which I regard more as banking influences than
business influences.

Senator O’Manoney. I see. Well, then, you feel that the banking
interests——

Mr. Youne. Ithinkbanking influences——

Senator O'MamoNEY (continuing). Have contributed a responsi-
bility to this abuse of credit ?

Mr. Youne. I do. I think, as a matter of fact, most, many of our
Government policies, that the responsibility is fully shared by these,
let us say, these monopolistic banking interests.

Senator O’MamONEY. You spoke in your testimony today and
revious testimony that you had given Congress, of men—sometimes
awyers, sometimes others—flitting back and forth between the law

firms and the business houses of Wall Street and the Government.
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Mr. Youne. Yes,sir. There is a constant path, well worn, between
Washington and New York, between partners of these law firms and
banking houses that made it their business to interlock in some of our
big industrial corporations, all of which I spelled out in my last ap-
pearance before Congress, and gave Congress a chart at that time of
how they interlock.

Senator O’MaHONEY. You are referring to your testimony at the
hearings before a subcommittee of the C%mmittee on Banking and
Currency of the Senate in the 1st session of the 84th Congress?

Mr. Youne. Yes,sir.

Senator O’MamoNEY. In June or July?

Mr. Youne. Yes, sir.

Senator O’ManmoNEY. I was aware of the fact that you were having
a proxy fight at that time to gain control of the New York Central
Railroad, and that you had testified at that hearing that the banks
and investment houses and other railroads had combined against

ou—-—
Y Mr. Younag. Yes,sir.

Senator O’MamoNEY. (continuing). In the war to prevent you
from gaining control of the railroad by the votes of the stockholders of
the railroads.

Mr. Youne. Yes, sir. They organized against me, and almost unan-
imously, and that included the big insurance companies, the big banks,
and all the railroads. They operated hand in glove to keep any in-
dependent stockholder interest from getting into this railroad field
which they had dominated for two or three generations.

Senator O’MamoNEY. Inorder to get your language into this record,
since you brought it up, I would like to read one or two extracts from
your testimony. The first one is from page 1459.

Mr. Youne. Yes, sir. :

Senator O’MamoNEY. You were speaking here of competitive
bidding for bonds. You said:

The records on competitive bidding, railroad reorganization and the Pullman
case, are as complete as they are revealing of corporate collusion against the
public interest.

You meant that, of course.

Mr. Youwne. Yes, sir; I meant that sincerely, and I think I have
said that under oath.

Senator O’MauoNEY. And you still mean it ?

Mr. Youne. Yes, sir.

Senator O’MamoNEY. “It is indeed shocking,” you went on—
that while no two railroads can get together on such constructive things as
through service at Chicago—
and since I am a citizen of Cheyenne, Wyo., I may say to you that I
would like to have through service from Washington, through
Chicago, to Cheyenne.

Mr. Youwa. The Nation’s security requires it.

Senator O’Manmoney. What?

Mr. Youwne. The Nation’s security, if not your comfort, requires it, -
Senator. .

Senator O’ManoNEY. Well, why don’t we get it?

Mr. Youne. For the reason I gave you, the reason that you will
soon read.

Senator O’MaroNey. To resume:
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It, is indeed, shocking that, while no,two raflropds can get ‘together .on sich
constructive things as through service at, Chicago; mechanical; refrigeration, or;
setiled bidders, 131 of ‘theii can' be broight into undhimous agréement, to serve
thiébankery atthe' expense ’O'f"th‘éir o6Wn tailr‘oa:l" éharelip,l’del‘s‘:“ T ‘{ Tt

AL P oty Fbl . o i o e s eae o Toed g !

‘\LIr' Y'Odﬁ.ﬂ.' '\Ye’.srys;llg'.‘ ! Ll I} L. I ‘.”.. Sarernis o vt :; '1‘,‘ IR

‘Senator O'ManoNEY. Yot found thiat to bethecase? .° . °~ "
Mr. YOUNG'.- I ,flO}lltl‘d that tg_‘be true, and I still belieye that to be
LS I TN VR TS 1) 3 Vi M' X} »'lr‘, el el 1_ N T I ) ‘ . '-_n.
tr]u%':' .'nn’;l‘"-‘,q Tict 2500 0yigmi) o oihe Foge ity upin'u{‘t. 3 ‘)‘!-,év‘;({ 'A‘_'jli"“..(.‘.:,
Senator’ O'MARoNEY, You still. believe that'to be tride?' "™ =" ',
Mr. Youné.-Yes, sir$ aliost T might make 1t, .12? [nstead of 131.

"
"

9 . ST N At

Senator O’ManoNEY. Anot}lg};,p%}“ag}}f}plﬁ e R s
Here was the New York Central, America's second largest railroad; dominated
by 4 -personalities, all bankers, holding among them; only. 450, shares.of .Central
stock, less thdn $2,500 worth apiece, through their'subordinates and fellow bank
directors.’ Ad1yéu see‘from'this ¢hartt'over on niy'left; they intetlocked' with the B
dirgctors of 14 .other railroads;.including: Géntral’s imost {pdwerful competitors,
and with 56 other:mammoth corperations having dssetsof more than $107 billion. :

Mr. Youwe. Yes, sir. It was against the law for_me to serve onv.
another railroad, but those bankers can interlock allover-the ot with
im unit.y/.lj."i\; T ERTIROTI R B VAN (RO TR BEITRTAN S PPIES B S RPN

T f ‘ , . L IR . vy arert ey .

"Senator. O’Manmonky. . You told this story i To fon o it e 00

“hooeas sl

Several great insurance companies— e - P
A 1

A . . At . N
CN L R Lt e e T

B LTS TS SRR LIS § TR e

T am reading from page 1462—
through their fihancial:vice presidents, two .of whom; also'served .on-the ‘hoard .:
of directors.of railroads competing, with Central, filéd, petitions, alongside the )
o0ld 'Central management in jts frantic but unaxailing attempt for Interstate
RARITENS, of Wide pub-

. . e . S . s .
[ IR LR S T C A TR P T S TR B

Commerce Commissiol heélp’ against' us, all’tgs'the aceo;
licity-damagingtorouricause. - it oo i LT Pl \ .
Letimelinterpolate ithere -and drawiyol¥ aftention to'the effrontery'of: thisdti -
action of these two insurance companies . whoihad naméd boards: of, directors. to. :
17 railroad reorganizations, and thé.directors of these, companies. interlocked
with many railroads and interlocked with these,corporations which intefiock
with all the!railroads, and those gentleiven ha'd the effrontery, t6' come down to, .
the Commission and demand that we be found:in: violation of ‘the ‘Clayton Act -
because I once knew Mr. Eaton and had once owned some stock in the C. & Q.
Imagine' the'leffrontery' of them, and-compare' that with' the' fact' that'a Mellon |
Baiik president sit'on the Central bodrd when' Mr. Mellon himself sat on the”
Pennsylvania board with another president whom he controlled, of the' Pitts-"'
burgh Plate Glass Co. v bo e Yieanie ot

+You fiamed itHe insurance companies i it b otvi. 0 et s 13

Mr. Youna. Yes, sir. e b St i

Senator O’MaHONEY. ‘Al little While ‘later-"‘you‘_-said{-tlfé&’WQi,‘é"tHe
Metropolitan Life and the John Hancock, o LeaaTl s

st e on s h b g BT e ovra 05 o s
And I would like t5'say thig ! - fr s ; e

N P St e ey o Al e ey oy bioelter oL o sl G
you Wentlon,—l"_ , [ ST TYH IR FHRTT IV AR S IY RS
I would like to say this, that I Jad the pleasure,of dining. at the, White, House
during'thé'proxy fight dnd' President’ Eisénhower was so determined’ to maintain’ "
neutrality. ithatclie asked .Mr. 'Vanderbilt to’ dié theré firsti!' Ang I ~discussed !
the New York Central proxy fight with members of the White'House staff,-and
they said that the strictest orders had come,down from: Mr. -Eisenhower. to' main-
tain the strictest neutrality in that'proxy fight., gt o .

PR

Do .you.attribute your,victoryto that.intervention 2.1y - -« vt - i7
‘Mr. Youwna. Well, T would say this—well, I couldn’t say that,:sir,"
but T would say that———.. ... : vk stb N e e TN e
lis,en&tgy O'ManongyY. , That, Was, ONly—m—., 1 why 45 one ! oseln
Mr. Yoone. That was a little light atmosphere I was trying.to::
throw in there, sir. Sonittear o F i p iEEY edno.

* - -
cro oyt ey ol e
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' Seriator O'MATONEY. Yes, §ir. ', I so interpreted it., - But what T am
driviiig'at is'to find out Whethét you still believé that that'cor :di;t;ib’n
exists. e e e

" Mr, Youia. T do, and ‘it exists just as dangerotisly foday.""And I

think'it is that inflience that is béhind our tight money credit; it the

moment. I think it is that same group thiit are béhind this policy; '
Senator O’MaroNEY. Well, now 'you see you jump.ahead of ;me.

You have given me the ‘answer 'to thé'quéstion 1'was about to dsk: I

was referring to men,in Wall Street coming to Washington in Govern-

ment and flitfin back again! " And then'T was going'to ask you whether
you thought that Mr. Humphrey, the Secretary, of the Treasury, aild

Mr. Rangolph Burgess, the Under Secretary'of the Tredsury, who are
issuing the bonds with'the higli'raté of interest, are'to be listed fij fhat
sime category of big leaders of busiriéss coming' to-Washington to run
the Governinient? v Al;l“:' . e R A " : !""'x'“"n _.!a'!' e

“UMf. Youe.  Théy hre mieibérs of the'clil, g1 T hi witoshy
i “Senator O’'ManoNEY. Yot ‘are mitch bettér than T ariimuch fore

‘suceinét'and much more direct,sir, in characterizing the situstion'that

-confronts us’ You are concerned about'tnonopoly.” 7 T e
““Mr. Youna. Degply,'sir:' T think thatis the gl‘e%ites"‘t; threat we'have
to the great geniug'of Américan enterprise and we have'got té'éurb itin

'all'-its‘iforms.r! R T R LTy B L 1 L AT U B PR K I RPN R T VR PR LA SN R R N B A

"+ Senator O’MaroNEY, And in“this-testimony which'you gave some
R SN N R SN TR RS IR PR S T G IR D I I T

years ago—1it, Was. nof, so’ many=—it, was'1954 or 19552 years ago-—

you drew attention to the changing character of some buSinesses. . ; ..,

.* Once they were family businesses;.and:later.in:the “public.doemain,”
a phrase which I thought was very apt.. 1., i g oty 1edv e §¥
‘!<(Llr--¥OU,NG,-:XQS,‘,'S,iI‘-;;!:u T R N TRt BT T SR RURIIT ','A,. K

Senator O’MaroxEy. That is a correct statement;.of your, views; |
oM. Youmg: Yes; it i e riiielon shn nls o n3l

1. Senator, O'Mauongy.. There are corporations now holding. domi-

nant positions.in the trade and industry of.the: United, States Jhich

are managed not by their owners or by. their, stockholders buf by, the

,b,ankel;s,,[ Vi 4 e, anthry bedbgns s g

a4 el ey SRR W .
thiere thati hajke, if. their
he biggest. business, in, the

VR

i, -Mr. Youna. There is,a gronp; ofymen u

business; ta get and,secure the control of,t
yeountry., And they are allowed to interlock freely. ;i s i)
"'\ And; the, real owners, the voice of, the owriers, s kept opt.  And I
say ;that that kind of bureaucracy is-far more dangerous fthan the
-kind .of bureancracy.they like to criticize, becanse.that bureaucracy

idoes not, have to ansyer:to the eléctorate as the Washington burepuc-

racy,does. , At least, e, get a;chance fo change them., .. "\ . i,
“But I don’t know of any greaf corporation in America, that ever
had to face the stockholders. until. it: happgned in’ the New York
Central.;, And thelo—r - 1y 0 ol obend e bity oo d o s
""Senator O’'MamoneY. Isn’t it a fact that many of these corporagions
_now are endeavoring to change the face value of the stock 50 as to.get
it in the hands of small stoskhglders:they, feduce; the face valye of
the stock ? o ' g o
Mr. Zerr. THat miay be one of their motives, sir.” I'khow that they
just hate to have a large stockholder. They just hate:to: havea stock-
Jolder walk into their officé and ask them any-questions.. i -7
Sendtor..0’MamonEY. Isi't -that the: case : with.: the . New. +¥ork
Central?
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Mr. Youwne. No longer, sir. No, sir. As a matter of fact, the
management of the New York Central has me walking into their
offices every day. And I ask them a lot of questions.

Senator O’ManoNEY. Then you wish this committee to under-
stand, so far as the New York Central is concerned, the latchstring
is always out for the stockholders?

Mr. Youne. Yes, sir; it is, indeed.

Senator O’ManonEY. He 1s treated as an owner?

Mr. Youne. Yes, sir. ,

Ser;ator O’ManoneY. Where do your stockholder meetings take

lace?

P Mr. Youne. In Albany.

Senator O'Manoney. But in the State of New York. -

Mr. Youne. I want to say there with pride that—this was 2 years
after this heated proxy fight—at the annual meeting there last May,
despite the fact that many of them voted against me and hated me
during the proxy fight, for the first time that I ever knew it to hap-
pen, there was not a single dissenting vote in 60,000 shareholders of
the New York Central against a single New York Central director.

Senator O’ManmonNEeY. Let me read another paragraph from your
testimony of 2 years ago. This is from page 1467:

To repeat, a vice president of 1 of the 4 banks represented on Central’s board
who was also chairman of the executive committee of Central’s competitor, the
Erie, took a leave of absence from his bank to give the Central full time assist-
ance in its fight to prevent our victory which he publicly declared would be a
national calamity.

The Central has since cut the cost of transportation $70 million in 10 months.

Was that the national calamity he foresaw?

Let me ask you, has there been any other calamity under stock-
holder-office management?

Mr. Youne. The only calamity was, sir, we paid $2.75 in dividends
last year and we continuously have paid a dividend since we took
control. And the Central had not been on a regular dividend basis
under the bankers for 25 years.

We are improving service on the Central. And I want to tell you
some of the tﬁings we found in the Central were disgraceful. I want
to give full credit for what is happening up there to Al Perlman.

enator O’ManONEY. Returning to your statement, on page 18 of
your testimony today, would you say that the abuse of credit by the
Government is the responsibility of the Government itself and not of
the business, or by the intervention in directing the Government of
men who have come from this category of interlocking banks and
directors and producers of materials that have fallen under monop-
olistic controls?

Mr. Youne. Well, sir; I think I had better say that that kind of
monkey business T did not include in the productive side of business
which I have reference to there, sir.

Senator O’ManHoNEY. Further, down on page 18, you say of the
students of the high schools, high-school seniors:

Eighty-two percent do not believe we have competition in business.

Do you believe we have? )
Mr. Youxe. I believe that we have in the vast areas of business, sir.
Senator O’ManroNEY. What are the “vast areas of business”?



MONETARY POLICY: 1955-56 61

Mr. Youna. Well, I would say that we have it in virtually all small
businesses. ‘

Senator O’ManoNEY. Do you realize that many people in the cate-
gory of small business are complaining ?

Mr. Youwne. They are complaining—they are probably complain-
ing about these big gusinesses. And to the extent that we do not have
competition in these big businesses it is due to this interlocking and
there is a lot of that.

And I think it should be eliminated.

Senator O’ManmoNEY. They are complaining about the high cost of
money, too.

Mr. Youna. That affects small business as well, sir. And there the
effects of noncompetition in business affect all businesses, small as
well as large.

Senator O’'ManoNey. What would be your suggestion to this com-
mittee as to the best way for Congress to act to bring about the stimu-
lation and growth of privately owned, as contrasted with collectively
owned, private enterprise in the United States?

I ask you that question because you made a very pertinent remark
here about the danger that unless these abuses of which you speak
are not eliminated we may lose our system——

Mr. Youne. Yes, sir.

Senator O’ManmoNEY. To others other than the Communists.

Mr. Youne. Yes.

Senator O’Maroxey. What did you mean by that?

Mr. Youne. I think that first—one of the things that we must
eliminate is this imbalance in our economy created by these perennial
wage increases.

Two, I think that we have got to reduce our taxation from a third of
the national——

Senator O’ManoNEY. Which is the worst, the wage increases or the
credit %ncreases—the interest rates that lie at the basis of all tight
money? .

Mr. Youne. I would say they are equally bad.

Senator O’ManmoNEY. Would you reduce wages?

Mr. Youna. No. No. On the contrary, now, I do not think you
can do that. I would just stop increasing them until these other
areas catch up. .

I believe—gelieve me, understand I am in favor——

Senator O’ManoNEY. You are not making the fight on wages?

Mr. Youne. No, sir. All I am making the fight on is the constant
hiking of wages. In other words, I thoroughly believe with Mr. Ford,
what I would like to see is the other areas catch up with labor.

It is the fact that we have a turtle and rabbit iere. And most of
us are turtles. ,

Now, I would like to see us all rabbits.

Senator O’ManoNEY. 1 beg your pardon?

Mr. Youne. I would like to see all of us rabbits. When it comes
to this wage inflation I’d like all of us to have more money. But——

Senator O’MamoNEY. I suppose that anybody who has anything
for sale, whether it be services, commodities or transportation, wants
to have a purchasing power?

Mr. Youne. That is what I mean, sir. I think it is very dangerous
to the economy to throw agriculture out of balance—to throw the

85560—57—5 ’
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white-collar class out of balance—or to throw our aging out of balance.

I think it is very dangerous to have all of our aged sometime in
the next 10 years suddenly find that the money they had from their
pension and their savings 1s not going to keep them.

Senator O’ManONEY. 1 remember very well when I was a youngster,
in the State of my nativity, Massachusetts, living in a community
where a dollar a day was about the customary pay for a wage worker.
You remember those?

Mr. Youna. Yes, sir. I started out at 281% cents an hour.

Senator O’MamoNEY. I started out at about $10 a week.

Mr. Youna. Yes, sir.

Senator O’ManoxEY. That——

Mr. Youne. But your $10 probably bought as much as my 28%
cents an hour.

Senator O’ManonEY. Absolutely.

Mr. Youna. Yes, sir.

Senator O’MaroNEY. The value of money as a purchasing medium
has constantly declined, has it not?

Mr. Youna. Yes, sir.

Senator O’ManmoNeY. According to all of the theories it has.

Mr. Youne. It certainly has.

Senator O’MaHONEY. So it is probably a question of how we will
manage the money, rather than how much the wages will be or how
much the interest may be.

hIt is the question of seeing that no one group gets more than its
share.

Mr. Youne. There isthe point. I would say that if the white-collar
class, agriculture, transportation, service industries, the pensioner had
all gotten 300 percent increase with labor since 1929, I would be all for

it.

And it would not make the slightest difference to anybody if the
ﬁricesﬂ were 3 or 2 or 5 times higher than they were, so long as we all

ad the same currency with which to buy it.

It is only when one gets more than another that I think that the
situation becomes dangerous. And that goes for bankers as well as
laborers.

Senator O’Maroney. What is the attitude, according to your ex-
perience, of the leaders of business in New York, a central city of
business activities of the United States, with respect to the existence
of monopoly and its bad effects upon our whole economy

Mr. Youne. I think that the officers of the very institutions which
are part and parcel of this great banking monopoly disapprove of it
and resent it. I know that I found that some of these railroad officers
resented the fact that they had to come down here to Washington when
the bell rang and help the bankers fight competitive bidding.

But since, so long as they know that this interlocking control has
the power to hire or fire them or promote them, they are going to let
their true feeling be subordinate to their own personal good.

And I think that you would free, let us say, the General Electric Co.
tomorrow, if you saw that no one served on that board who interlocked
with any bank or insurance company or any other corporation. And
that all of the directors of that corporation were substantial share-
holders.

Senator O’'ManmoNeY. And you are saying in effect then——
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Mr. Youne. And I think the president of the General Electric Co.
would be the man who would be most highly gratified.

Senator O’'MaroNEY. You are saying that the board of directors of
the General Electric Co. has interlocking directors among its
members?

Mr. Youne. I would rather say that I would rather not use that as
a specific example, but let the chips fall where they may and let us say
the X'YZ electric company.

Senator O’MaroNEY. I can understand your unwillingness to

specify one.
__Mr. You~e. But I would say I would be surprised if the General
Electric did not interlock all over the lot as most big corporations do.
And on my chart I think you will find that General Electric there, but
I would rather call it here today, say, the XYZ company.

Senator O’MaHONEY. In spite of your successful fight to win con-
trol of the New York Central from banker control, you still believe
that lz)anker control operates in the country among the big corpora-
tions?

Mr. Younea. I know it does.

‘Senator O’MaBONEY. You know it does?

Mr. Youne. Yes, sir.

Senator O’MamoNEY. What are we going to do about it?

Mr. Youna. Well, I think that the way to cure it is the one T have
suggested, that no one should be allowed to serve on the board of
one of our great American corporations and serve on any other
great corporation board or on any bank, or insurance company board.
It is just that simple. ‘

I think that a man can have only one master, and that he should
not be allowed to serve on several great corporations. Some of these
investment bankers do on the boards of sixty companies.

Senator O’MaroNEY. And you would support legislation which
would prohibit any banker or investment banker to sit upon the board
of directors of any corporation with which his bank did business?

Mr. Youna. Well, T would go a little further than that perhaps.
There was once a law passed which prohibited a banker from serving
on an insurance company board.

Well, that was all very simple. The banker went on the General
Electric board and they then put the president of the General Electric
on their insurance-company boards.

It is that kind of thing that you have to stop.

So I would say that you ought to keep bankers, brokers, and in-
surance-company eXecutives off of any board. I just do not believe
any man is going to get—any corporation is going to get a square
deal from a banker if the banker sits on the board and makes the
deal with himself.

That was the way they tried to operate and did operate until we
broke it up with the competitive bidding.

Senator O’MamoNEY. These are the words in which you made the
suggestion in your previous testimony, and I am reading from page
1472, paragraph 7 of your suggestion at that time:

Prohibit the interlocking of directors and officers of banks, investment bankers,
investment companies, insurance companies, mutual savings banks, pension

funds and endowment funds and foundations with or through other large
corporations.
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Mr. Youneg. Yes, sir.

Senator O'MamoneyY. That is your recommendation?

Mr. Youne. I would amplify that to say that no one should serve
on the General Electric board and on the Du Pont board; and on -
the Du Pont board and on the General Motors board.

Senator O’MaHONEY. Do you think ——

Mr. Youne. I would like to strike that last out, sir, because of being
a former Du Pont man. Let us say on the General Motors board and
on the General Electric board.

Senator O’ManonEY. Thank you very much.

Mr. Youne. I correct my statement about Du Pont and General
Motors so long as that 30 percent interest is there. That stockholder
interest, I think, entitles them to interlock.

But where there is no stockholder interest, I do not think one great
corporation should interlock with another, for example.

enator O’MamoxNEY. Am I correct in summarizing your opinion
by saying that in your belief the abolition of monopolistic practices
would be an effective way of stopping the abuse of credit and of stimu-
lating actual free independent enterprise in the United States?

Mr. Youne. Yes, sir. And I would go so far as to say it might
straighten out our whole foreign policy. [Laughter.]

Senator O’ManoNEY. Thank you very much.

Chairman Parman. Concerning the foreign policy, Mr. Young, I
notice you said this, and I will just read the two sentences from your
statement on page 5:

Last summer they bemoaned an appropriation of $4 billion for foreign relief,
for Heavens knows whom, because as they allege, it was not enough.

Any economist knows why the handout overseas, because it does not fill a
domestic need, is more inflationary than a handout at home. |

Under present conditions, big concerns in the United States can get
plenty of money for overseas operations. That is correct, isn’t it?

I refer to the World Bank, to the Export-Import Bank, its capital
wholly United States funds, and the new International Finance
Corporation, through those three big organizations, sponsored by the
United States Government, they can get unlimited funds, up to billions
of dollars, right now?

Mr. Youna. Yes, sir.

Chairman Patman. To deal with foreign countries overseas or to
permit foreigners to have the loans?

Mr. Youne. Yes, sir. _

Chairman Patman. And to make loans to big business and little
business in foreign countries?

Mr. YouNa. Yes. '

Chairman Parman. But that same service is not available to the
people here in the United States. ,

Mr. Youne. The American citizen is getting to be the forgotten
man, sir.

Chairman Patman. For instance, I know a place where they have
a perfect location for a cement mill. They have the natural lime-
stone—they have everything. But you know, the cement people, they
are on these boards of directors, too, of these insurance companies, and
do you think they can get that loan?

f course they cannot get that loan. They do not have a chance
of getting that loan.
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Mr. Youne. I know how it operates.

Chairman Paryan. You have been through it.

Mr. Youne. It has been used against me, sir.

Chairman ParmaN. And you mentioned a while ago about the
“Club” and about the members of the “Club” and how they operate
and so forth. .

May I remind you that when Mr. Humphrey came in as Secretary
of the Treasury of the United States, he brought with him to run the
monetary policy which meant deflation in 1953, bonds going up in
1954 and a few banks making $260 million by buying low and selling
high—he brought down here 5 of the 9 directors of the 1953 directors
of the Federal Reserve Bank of New York, headed by Mr. Burgess
to be the architects of this monetary policy.

And that is the policy that has made this system so uncertain.

Do not the bankers thrive on uncertainty? ~Do not they make more
money that way by everybody being doubtful about what is going to
happen and trying to protect themselves? Is it not better for the
ba,li)lilers Qand money lenders to have uncertainty than security and
stability ? :

Mr. Youne. They are certainly the only ones that make money out
of tight credit. ' '

Chairman Parman. And the only ones making money out of this
high interest. And what I can’t understand is out of all of the differ-
ent methods and vehicles and tools that the Federal Reserve System
could have used to fight inflation, if there is actual inflation—I am
not saying there is inflation, I don’t think there is—and if.there is,
I am willing to do anything because we do want to stop it—but out
of all of the tools that they have, they picked out the only one that
would automatically increase, and arbitrarily increase interest clear
across the board, in every household in America. ‘

It will unbalance every budget in America, the higher interest rate.
Six times they have raised interest rates and six times they must have
considered it. “This is the only way we can do this.” And six times
they have agreed on the method that would unbalance the Federal
budget, the State, the county, the city, the political subdivisions, all
corporations, individuals, partnerships, even the household budget.
Whenever you increase interest rates 1 percent the ultimate effect of
that is over $7 billion annually. Divide that by the number of people
we have, over 160 million, and you will find that it costs $40 a year
for every man, woman, and child to have a 1 percent interest rate
increase.

Now, that higher interest is paid by them, whether they know it
or not. Talk a%out hidden taxes—this is the worst sort of a hidden
tax. If they own a home, they have to pay increased taxes to the
city in which they live, because the city is having to pay more interest.

And that is reflected in the tax bill, whatever the person pays.
Every utility serving that city is having to increase its rates, because
of higher interest. It goes all over the Nation in every home.

I cannot conceive of anything that is halfway as detrimental and
destructive to the conomic interests of our country as an arbitrary
interest increase. .

Would you like to make any additional statement?

Mr. Youne. All I can say is that it has increased the cost of our
running the New York Central Railroad.
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Senator O’Manoney. May I merely make this comment, Mr.
Chairman ¢

I think it ought to be in the record at this point.

As I remember the statistics of the interest upon the national debt
and the appropriations of Congress, the estimated interest on the
national debt made by the Bureau of the Budget for the fiscal year 1957,
which will be the period terminating on the 30th of June next, will be
$7,200 million.

That estimate was made before the President had recommended the
cancellation of all interest upon the payment on the British debt which
is presently to be made, and before it was released from the White
House that the administration is planning to ask for a substantial
expansion of economic expenditures abroag.

t was made before the request for 2 new loan which was announced
last Saturday by the Treasury was contemplated.

So that it is quite evident that the interest upon the national debt
of.ﬁl_le United gtates for fiscal 1957 will be much more than $7,200
million. :

Before we became involved in World War IT, the entire appropria-
tion—this I would say was for fiscal year 1939—the appropriation for
the entire cost of the Federal Government (the legislative branch, the
executive branch, the judicial branch, all of the boards and commis-
sions, and all of the services, including the Interstate Commerce Com-
mission in which you are so personally interested) amounted to less
than $11 billion. _

And now our interest upon the national debt alone is almost three-
fourths or two-thirds of what the entire cost of Government was only
15 or 16 years ago.

The national debt, it was éstimated in the papers yesterday, as the
result of this new proposed issue, would be about $278 billion.

The national debt was limited by Congress, by law, to $275 billion
under the Truman administration. The Congress on several occasions
within the last 2 years has had to pass special legislation in order to
permit the Treasury to go above the debt limit. :

The debt of the United States is greater than the national debt of
any country or people in all history.

And it is evident now that nobody can predict what the national debt
will be for fiscal year 1958. Not only is 1t planned to make these addi-
tional expenditures abroad, but it is also planned to increase the
appropriation for national defense.

uesses upon that from Secretary Wilson and others in the Penta-

gon are rather vague as to what the exact amount will be. As a matter

- of fact, the President has gone so far as to prohibit any of the people
in the Pentagon from giving out any information with respect to that.

But Congress will receive the information when the budget message
isreceived. I have no hesitation in saying that it will be much greater
because of this crisis than was dreamed possible when the Budget
Bureau gave out its report just before the election.

But this thing I am quite sure will result from the facts which have
been developing with respect to tight money. Unless we find a way by
which the Federal Reserve Board will cooperate with the Govern-
ment in financing the added debt which it seems as though it would
be impossible for us to avoid, the burden upon the people and upon
the economy will be greater by far than what was estimated. '
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The effect will be felt by every branch of the economy, from top to
bottom. And the big banks, ge big insurance companies, will not
escape the bad effect, 1f this is permitted to go on.

I have been creditably advised that the Federal Reserve Board has
held 3 or 4 executive hearings with economists—economists from the
universities, economists from one group and from another group. .

That is a very good sign. It indicates that the Federal Reserve
Board realizes that the trouble is at hand.

But one thing, certainly, it seems to me to prove, Mr. Chairman,
and that is, that restraint upon monopolistic practices by big business
to gain control over all business of the United States must be found
and imposed.

Chairman Patman. Thank you, sir.

I wonder how many automobile manufactures there were 14 years
ago. I notice they only have 3 or 4 now from the last night’s auto-
mobile show? -

Mr. Youna. If you will go back 40 years you would find 50 or 60.
There has been a constant attrition since then.

So there is almost a straight line.

Senator O’MaroNEY. Some of these automobile manufacturers, Mr.
Chairman, are dependent upon the award of Government contracts to
exist.

Mr. Youna. Correct. Really—really 2 or possibly 3 are able to
1s)urvive in the automobile business so concentrated has that business

ecome.

Speaking of your point, Senator, this may sound a little fantastic,
but I do not believe we would have gotten into World War IT had it
not been for this banking control in New York.

It is that banking control that endorses these international policies
and puts the stamp of approval on them.

And I say that our foreign policy is made more by that international

roup up there, than it is here in Washington. And we consistently
%1un er in all of our—the whole foreign policy area.

And T put the blame right up there in this interlocking. -

Chairman Parman. Do you see any interlocking between the people
you speak about and the dollar-a-year men in Washington ?

Mr. Youna. They are virtually the same crowd.

Chairman Parmaw. Virtually the same crowd?

Mr. Youna. Yes.

Chairman Patman. Senator O’Mahone

Mr. Youna. That went for both administrations.

Chairman PatMaN. Yes, sir. I understand.

Of course, we had them under the Democrats, the same as under the
Republicans.

enator O’Mahoney brought up a point I think should be men-
tioned about the national debt, where it is doubly cruel to increase the
interest on the national debt, it is because the national debt probably
will never be paid.

In our capitalistic system, which is the finest and best system on
earth that we have ever been able to find—and we all agree that it is
the best—we must have debt in order to have money.

And we cannot afford to pay off the national debt. It would just
cancel that much money and cause hard times.
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And until the slack can be taken up by other loans, by other debts,
in business or in industry or by the big folks, it would be detrimental
to the country to reduce the national debt.

Therefore, considering the expansion, the next expansion and the
natural expansion we will have, it is very doubtful that we will ever
pa% any part of this present national debt.

here 15 no sincere desire being manifested now to pay it—no effort
made, because everybody knows it would be highly deflationary. That
is the way to answer your inflation problem, if you have one, is to pay
some on the national debt. That will help a lot.

But nobody is suggesting that, because we are keeping this debt in
order to have a sufficient medium of exchange. Plenty of money.

And since this is for the convenience of the people only—and that
it what it is—certainly, the Government should not be required to pay
these excessive rates of interest on it—214 percent is enough, because
it is used for the convenience of the people.

Mr. Youne. It is certainly burdensome.

Chairman Patman. Yes, sir; it is burdensome. And it is getting
more burdensome. Imagine paying 314 percent and then imagine
going out here and asking these people to continue these savings bond
drives, by getting 3 percent, if they keep their bonds 10 years, when
they can go in the open market today and buy bonds, the bonds which
they will receive 3.69 percent on.

SZ) it is unstabilizing and uncertain and confusing everything.

Mr. Young, we certainly appreciate your testimony and your coming
here. And if after reading your remarks, you desire to make changes
or additions, why you may do so.

So again the committee thanks you very much for your attendance
and testimony that you gave.

Mr. Young. Thank you both.

Chairman Patman. The subcommittee will meet tomorrow at 10
o’clock. Mr. Martin will be our first witness and with him there will
be the Open Market Committee.

(Thereupon, at 3:55 p. m., the subcommittee adjourned, to recon-
vene at 10 a. m., Tuesday, December 11, 1956.)
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TUESDAY, DECEMBER 11, 1956

: Conaress oF THE UNITED STATES,
SUBCOMMITTEE ON ECONOMIC STABILIZATION OF THE
' Joint Economic CoMMITTEE,
Washington, D. C.

The subcommittee met, pursuant to recess, at 10:10 a. m., in the
01d Supreme Court Chamber, United States éapitol Building, Wash-
ington, D. C., Hon. Wright Patman (chairman) presiding. h :

resent: Representative Patman (chairman), and Senator
O’Mahoney. : :

Also present : Grover Ensley, executive director; William H. Moore,
staff economist; and Reed L. Frischknecht, legislative assistant to
Senator Watkins; John W. Lehman, clerk. B ,‘

Chairman Patman. The subcommittee will please come to order.

At the start of yesterday’s hearings I made a statement on the
background and purpose of these hearings, which I shall not repeat .
since I understand that you all have had an opportunity to look it over.

I pointéd out that this is only one of a series of studies made by the
Joint Economic Committee, and emphasized that the determination of
monetary policy is an important public function to be exercised in the
public interest by public-minded servants. :

I pointed out, moreover, that we must guard against the danger of
making high interest rates and tight credit a permanent habit in the
United States. : :

Now, Mr. Martin is here. We have with us Mr. Martin, Chairman
of the Federal Reserve Board, as our first witness this morning, ac-
companied by the other members of thé Federal Open Market
Committee.

Without asking you to go into a complete analysis and giving your
reasons, would you say whether you regard the forces in the current
economic situation as predominantly inflationary—I will get back to
that, Mr. Martin, if you please. a :

‘As today’s hearings begin, I presume it is safe for us to continue on
the assumption that the Open Market Committee and the Reserve
authorities are currently pursuing a policy of monetary restraint in
line with the policies of the past year or 18 months. :

Perhaps iou have answered these questions in your statement, Mr.
Martin. I have not had the time to examine it. It has just arrived
here. But we want these questions answered before you conclude
your testimony.

69
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You have supplied us with brief biographical sketches of the present
members of the Federal Open Market Committee which I believe
should be included in the record at this point, but I think it would be
desirable for you to introduce for the benefit of those present each
one of the gentlemen accompanying you, Mr. Martin, if you please.

(The material referred to follows:)

BIOGRAPHICAL SKETCHES OF MEMBERS OF FEDERAL OPEN MARKET COMMITTEE AS OF
DEcEMEER 11, 1956

MEMBERS OF BOARD OF GOVERNORS

William McChesney Martin, Jr., Chairman, Effective date of appointment,
April 2, 1951. Reappointed effective February 1, 1956. Term expires January
31, 1970. Formerly president of New York Stock Exchange, chairman and presi-
dent of Export-Import Bank, and at the time of his appointment was Assistant
Secretary of the Treasury.

C. Canby Balderston. Effective date of appointment, August 12, 1954. Term
expires January 31, 1966. Formerly director and deputy chairman of Federal
Reserve Bank of Philadelphia, and at the time of his appointment was dean,
Wharton School of Finance and Commerce, University of Pennsylvania. :

M. S. Szymczak. Effective date of appointment, June 14, 1933. Reappointed
effective February 3, 1936, and February 1, 1948, Term expires January 31,
1962. Formerly professor, College of Commerce, DePaul University, Chicago,
Ill. ; officer and director of bank; and at the time of his appointment was comp-
troller of the city of Chicago.

James K. Vardaman, Jr. Effective date of appointment April 4, 1946. Term
expires January 31, 1960. Formerly engaged in business and banking in St.
Louis, Mo., and at the time of his appointment was naval aide to the President

of the United States.

‘ Abbot L. Mills, Jr. Effective date of appointment February 18, 1952. Term
expires January 31, 1958. Formerly engaged in banking since 1920, and at the
time of his appointment was first vice president of the United States National
Bank, Portland, Oreg. :

James Louis Robertson. Effective date of appointment February 18, 1952.
Term expires January 31, 1964. Formerly special agent of FBI; counsel to the
Comptroller of the Currency; and at the time of his appointment was First
Deputy Comptroller of the Currency. |

Chas. N. Shepardson. Effective date of appointment March 17, 1955. Term
expires January 31, 1968. Formerly director and chairman of Houston branch
of the Federal Reserve Bank of Dallas; and at the time of his appointment was
dean of the School of Agriculture of Texas A. & M. College, College Station, Tex.

PRESIDENTS OF FEDERAL RESERVE BANKS

Alfred Hayes, Vice Chairman. President, Federal Reserve Bank of New York
since August 1, 1956. He was engaged in banking activities since 1933 and since
1949 he served as the vice president in charge of the Foreign Department of the
New York Trust Co. ’

J. A. Erickson. President, Federal Reserve Bank of Boston since December
15, 1948. At the time of his appointment as president he was executive vice
president of the National Shawmut Bank of Boston, having been associated with
that institution since 1920.

Wilbur D. Fulton. President, Federal Reserve Bank of Cleveland since May-
14, 1953. He began his service with the System as an examiner at the Federal.
Reserve Bank of Cleveland in 1933, advancing through the positions of chief ex-
aminer, vice president in charge of the Cincinnati branch, and first vice president.

Delos C. Jones. President, Federal Reserve Bank of St. Louis since February
1, 1951. He was in general law practice in Kansas City until 1945, when he was
appointed general counsel and secretary of the Federal Reserve Bank of Kansas
City.

Oliver 8. Powell. President, Federal Bank of Minneapolis since July 1, 1952.
He has been associated with the Federal Reserve Bank of Minneaoplis in various
officlal capacities since 1920, except for his service as a member of the board of
governors from September 1, 1950 to July 1, 1952.
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STATEMENT OF WILLIAM McCHESNEY MARTIN, JR., CHAIRMAN,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM; AC-
COMPANIED BY ALFRED HAYES, VICE CHAIRMAN, FEDERAL
OPEN MARKET COMMITTEE, AND C. CANBY BALDERSTON, J. A,
ERICKSON, W. D. FULTON, DELOS C. JOHNS, A. L. MILLS, JR,
OLIVER S. POWELL, J. L. ROBERTSON, CHARLES N. SHEPARDSON,
AND M. S. SZYMCZAK, MEMBERS OF THE FEDERAL OPEN MARKET
COMMITTEE ‘

Mr. MarTin. All right, Mr. Patman.

I would like to say that Governor Vardaman, a member of this com-
mittee, is unable to be here today.

Chairman Patman. He advised me of his reasons, and I think they
were valid and good ones, and he was excused.

Mr. MarTIn. Right.

On my left, I have Alfred Hayes, president of the Federal Reserve
Bank of New York, and Vice Chairman of the Federal Open Market
Committee.

Going counterclockwise, to my left is Leif Erickson, president of
the Federal Reserve Bank of Boston, member of the Federal Open
Market Committee.

D. C. Johns, president of the Federal Reserve Bank of St. Louis,
member of the Federal Open Market Committee.

Oliver Powell, president of the Federal Reserve Bank of Minne-
apolis, member of the Open Market Committee.

Wilbur Fulton, president of the Federal Reserve Bank of Cleveland.

Coming to the right side and down toward me, Governor Charles
N. Shepardson, of the Federal Reserve Board.

Governor James Louis Robertson, of the Federal Reserve Board.

Governor Abbot L. Mills, of the Federal Reserve Board.

Governor M. S. Szymeczak, of the Federal Reserve Board.

And Vice Chairman of the Federal Reserve Board, C. Canby
Balderston.

All of these are members of the Federal Open Market Committee.

Chairman Patman. You do have a prepared statement, Mr. Martin ¢

Mr. MarriN. I have one.

Chairman Parman. Would you like to present it first?

Mr. Marrin. I would like to present it first; and I would also like
to say that it encourages me to have these gentlemen here, because it
demonstrates that this is not a one-man operation.

Chairman Patman. That is right, and you may do it in your own
way. And let me see if we can come to this agreement.

Mr. MarTIN. Fine.

Chairman ParmaN. We will have 2 hours this morning, and then
we will recess for 2 hours and then we will come back this afternoon,
after a recess of 2 hours, and continue on until we finish.

I believe that on the agenda we have you for 10 o’clock, and have
Mr. Hayes for 2 o’clock this afternoon, but I think we can very well
just go along, all of it together, and make it a continuous thing. Is
that all right with you?

Mr. MarTIN. Perfectly all right, sir.

Senator O’Manmoney. Mr. Chairman, may I ask a questionf

Chairman Patman. If you please.
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Senator O’MamoNEY. Does the statement of Mr. Martin that
this is not a one-man operation, mean that the paper you are about to
read, sir, is unanimously supported by all of those who surround you?

Mr. Martiv. I can’t truthfully say, Senator, that every word of
it has been, but the gist of it is unanimously supported.

Senator O’ManoNey. There is no important disagreement$

Mr. MarTIN. No important disagreement of any sort.

Senator O’ManoNEy. Thank you.

Mr. MarTiN. On behalf of my associates of the Federal Reserve
System I want to express our appreciation for these periodic op-
portunities to appear }l))efore committees of the Congress. The Con-

ess has placed a great responsibility upon the Federal Reserve
ystem—a trusteeship, as I conceive of it, over money.

The Reserve System has always benefited from thoughtful inquiry.
These hearings are not merely a public forum—and that all to the
good. They provide a means of keeping the monetary machinery of
the country agreast of the times. The Federal Reserve Act provides
that we shall report directly to Congress and thus, through it, to the
country. :

The);ask of the Federal Reserve System, under today’s conditions,
is to determine the volume of credit that needs to be made available
in order to keep the economy running in high gear—but without
overstrain.

Too much credit would intensify upward pressures on prices. Too
little could needlessly starve some activities. We have to rely on
human judgments in this determination. There are bound to be
differences in judgment—sincere differences.

We do not undertake—and I do not see how it could be otherwise,
short of some form of dictatorship—to say how a given supply of
credit shall be allocated.

Experience would seem to demonstrate that allocations of credit
determined through the market process are to be preferred to judg-
ments—or guesses—of public authorities, however well-intentioned.

I was told recently 01P a tongue-in-cheek sign that hung in a Wash-
ington office some years ago. It read: “Our guess is always best.”
It may be that collective judgments expressed through the market
Erocess are not always best, but that process is consistent with our

eritage and our institutions under which direct governmental inter-
vention in economic affairs is confined largely to broad, general
policies necessary to protect and promote the public interest.

At any given time the economy is capable of producing a volume
of goods and services limited by currently available resources, human
and material. The difficulty throughout this year has been the at-
tempt to crowd too much into a given time geriod—demand, in brief,
has been pressing strongly against the supply of labor and materials,

Creating more money won’t produce more things when the economy
is running at peak levels. A choice has to be made—and the public
in the eng has to make the choice of whether we shall have more of
this and less of that.

We can have, in a given period, just so many houses, automobiles,
household appliances, schools, manufacturing plants, and a myriad of
other things, including ships, planes, submarines, and other essen-
tials of defense. Under present conditions, something has to be given
up at least for a time.

X
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Throughout this year the combined demand for funds—for credit—
coming from virtually all sectors of the economy has been at an all-
time high. It has outrun the available supply.

Contrary to some impressions, the Reserve System has not reduced
the money supply ; in fact, the money supply has continued to increase
this year though at a lesser rate than in 1955.

Moreover, the turnover—that is, the velocity—of the existing money
supply has greatly increased. Although the so-called tightness of
credit is often attributed to an insufficient supply of money, the fact
is that the tightness results from the volume and intensity of demand.

The great bulk of loanable funds represents savings of the com-
munity made available to borrowers (Erectly or through financial
institutions other than commercial banks, such as mutual savings
banks, insurance companies, savings and loan associations, private
and public pension funds, finance companies, corporations, and
individuals.

It is often forgotten that when the commercial banking system
expands its loans and investments, it generates new money. When,
as has been the case this year, aggregate demands for credit have
exceeded savings, the only way to finance them all would be by an
even greater expansion of bank credit—that is, by generating still
more money.

And, as T have emphasized, creating more money will not_create
more goods. It can only intensify demands for the current supply of
labor and materials. That is outright inflation.

The Reserve System—and it is a nationwide system of 12 Federal
Reserve banks with 24 branches having all told some 260 directors
representing varied walks of life—is united in the conviction that
the best course is to do what the System can do, to restrain excesses
arising from monetary causes.

It has been estimated that a rise of only 1 point in the consumer
price index, Bureau of Labor Statistics, would cost the American
public $214 billion a year.

The Federal Reserve System has been devoting its efforts, through
varying times and circumstances, to assuring monetary and credit
conditions that would help to foster high levels of business and em-
ployment, maintain the stability of the currency, and promote sus-
tainable growth in the economy.

The System has sought to keep constantly alert to changes in eco-
nomic and financial conditions, and to adapt its operations accord-
ingly—leaning against the breezes of inflation and deflation alike,
as I have put 1t a number of times. :

Thus, when the economy had a downturn in 1953, the Reserve
System acted promptly to stimulate credit expansion to help halt the
decline and foster the recovery that began in 1954 and carried through
into 1955. ‘

As we moved from recovery to boom in 1955 and on through 1956,
and as the economy in general pressed against the limits of immediate
capacity, the System took steps to keep expansion of credit within the
limits of the growth in resources so as to discourage excesses that
would inevitably produce higher prices and severe economic
maladjustments.

Focusing more closely on the events of 1956, it was apparent there
were positive inflationary dangers inherent in superimposing a mas-
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sive increase in business investment on an economy already featuring
high utilization of resources and upward price pressures.

%n this situation, to supply on easy terms all of the credit desired
by prospective investors would have increased inflationary bidding
for available resources, especially in the sectors of capital equipment
and construction. It also would have involved a rise in the volume
of outstanding credit, and in commercial bank credit and demand
deposits in particular, that would compound the threat to economic
stability and sustained growth.

Despite the restraint on credit growth and spending capabilities
imposed by monetary policy, demands in many sectors have risen more
rapidly than was consistent with price stability. The price advances
that began in 1955, after several years of stability, continued during -
1956, as output in a number of key areas pressed against the limits of
capacity.

rice increases have been particularly marked in sectors affected
by investment expenditures, in machinery and construction lines and,
affected in part by them, in metals and metal products.

These are the areas in which the restraint imposed upon current
expenditures by monetary policy was, quite possibly, the heaviest.
It is in these sectors that such additional demand as would have re-
sulted from easier credit would have been concentrated.

Despite the strength of credit demands, growth in total commercial
bank credit was limited to a moderate rate, below the average of the
postwar period. :

Thus, the increase in total loans and investments of commercial
banks in the 12 months ending with October was held to 2 percent,
and growth in the privately %eld money supply—demand deposits
and currency—to about 114 percent.

Restraint on expansion in bank credit and the money supply this
year contrasts with the rapid increase that occurred from mid-1953
through 1954, even though loan demands then were generally less
active. During that period, policy was directed toward assuring
ready availability of credit in the economy generally, and toward
creating liquidity conditions favorable to revival and expansion.

In part, the developments since 1954 should be interpreted as a
transition from a time of ready availability of resources, reduced de-
mands for credit, and a monetary policy of active ease, to a time of
intense utilization of resources, very strong credit demands, and a
monetary policy directed to restraint of inflationary forces.

Just now, the year is coming to a close with demands still outpacing
savings, with personal income at a new high annual rate of over $339
billion in October—$21 billion above the rate a year ago—and interna-
tional disturbances that could add to further overstraining of our
resources.

It is a situation that calls for alertness, as well as prudence and re-
straint, on the part of Government, business, finance, labor, and
agriculture,

Basically, the problem confronting us now—in contrast to that of
the early 1930’s—is not one of creating millions of jobs overnight to
cure mass unemployment, but one of sustaining the millions of jobs
we have today and fostering new job opportunities for an expanding
working force tomorrow.

Meeting that problem requires that the efforts of all of us be di-
rected to preserving the stability of the economy, and the stability
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of the dollar that underlies it, so that we may move steadily along the
road to a higher standard of living for all of us.

That concludes my prepared statement, Mr. Chairman.

Chairman Parman. Complying with your suggestion that you want
to make sure it is not just a one-man organization, I think it would be
well at this point to suggest if any member of the Federal Open
Market Committee, including members of the Board, have a substan-
tial difference, if they would like to present that, they will be recog-
nized at this time.

If they do not have a substantial difference that they want to bring
up, they can either not say anything about it or wait and prepare some-
thing for therecord. That will be acceptable.

But if either a member of the Board or of the Open Market Com-
mittee wishes to be heard in opposition to anything which has been
flaid, the Chair would be very glad to entertain anyone who desires to

0 so.

I assume it meets with the approval of the Board.

Now, Mr. Martin, I read a statement the other day, I wrote it down,
as coming from the Federal Reserve Board. It said the Board,
through its control over the supply of money available to banks, has
" sought to discourage borrowing in an attempt to control inflation.

It Eaels the labor force already is fully employed, and that further
expansion in business activity would push up prices. : 4

Is that a fair statement of the policy of the goard at this time?-

Mr. MagrmiN. I want to say on policy, Mr. Patman, that our policy
is adapted from day to day, and that the policy of the Board at the
moment is alertness to the general situation.

That has been a policy statement which would generally apply to
the ,period we are coming up to, the year-end money ‘market, and I
don’t want to in any way forecast what the policy of the Board may
or may not be with the money market in the present condition, but
1 want to point out—— :

Chairman Patman. I did not ask for the future. »

Mr. MarTIn. Our job— :
(l_?hairman PatmaN. I am asking for the past, if that has been the
policy. : :

Mr. MarTin. That hasbeen the policy in the past.

Chairman Parman. That has been the policy in the past.

Another statement was that the Board felt that if the production
of housing was increased by easier credit or easier terms or by mak-
ing loans available which are not now available, that it would not cause
an increase in housing because there is only a limited supply of labor
and mgterials anyway, being fully utilized at this time; is that correct,
or not ?

Mr. MarriN. Our feeling has been that the price of labor and ma-
terials would be—the price element is such that you would not create,
by money, additional housing or any other——

Chairman Parman. You would just take it away from other pro-
duction? 4

Mr. MarTiN. Thatisright.

Chairman PaTaan. That has been your feeling in the past?

Mr, MarTin. Thatisright. . :

Chairman Parman. You state that you are trying to stop inflation,
is that correct, that your activities have been directed in trying to



76 MONETARY POLICY: 1955—56

stabilize the dollar and the economy, and particularly by stopping
inflation ?

Mr. MarTiN. We have been trying to prevent the gap between sav-
ings and investment from being covered by bank credit, and adding
to the money supply in a way that would produce upward pressure
on prices.

Now, inflation comes from demand, not from costs, you see.

Chairman Patman. Yes, sir. '

Wait just a minute. Say thatagain, please.

Mr. Marrin. I said inflation, in its essence, comes from demand
factors, not from cost factors. When the demand exceeds the sup-
ply, then——

Chairman Parman. When there are too many dollars chasing too
few goods, I believe you said.

Mr. Marrin. That is right. That is another way of saying that.

Chairman Patman. Well, you have said that.

Mr.MarTIN. Yes; I havesaid that.

Chairman Patman. Yes,sir.

Mr.MarTIN. Yes,sir. :

Chairman Parman. Now then, if you have been fighting inflation, .
just name where the inflation, indicate to us where the inflation,
has been. Naturally, we know it is not in the small business, it is
not in agriculture, it 1s not in home building. Where is this inflation
that you have been resisting ¢

Mr. MarTin. Prices, Mr. Patman, have risen far more than T would
have liked to have seen them rise in the last year and a half.

Chairman Patman. Allright. Let’s break that down. What kind
of prices? Monopolistic prices, fixed prices, or prices in the open,
free market, like agriculture? Certainly agricultural prices have not
goneup. Which prices do you mean ¢

Mr, MarTin. Well, recently agricultural prices have gone up
slightly, but that is a demand-supply situation.

But in the overall economy, as evidenced by the general price index,
t}ii) fressures on prices have tended upward for the last year and
a half.

Chairman Patman. And you have been fighting the price increases?

Mr. MarTiN. We don’t want those price increases to come about
through credit expansion.

Chairman Parman. Through credit expansion, -

Now, do you feel that in fighting inflation, you have all the weapons
or tools that you need to do an effective job as an Open Market Com-
mittee or as a Board of Governors?

Mr. MarTin. Well, we have general monetary controls which we
apply. I think there are selective controls, such as housing credit and
consumer installment credit, which we had at one time which could
be used as supplements, but certainly not as alternatives to general
controls.

But in an overall sense, the Federal Reserve Board has at the
present time authority which we have been exercising in the field
of overall money policy.

Chairman Patman. Do you feel that is adequate, Mr. Martin, to
do an effective job ¢

Mr. Marriv. Well, it is not adequate to do an effective job if the
budgetary policy and the fiscal policy of the Government run com-
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pletely counter to it, because money and credit policy is only one of
the factors, important factors, in the problem.

I think fiscal and budgetary problems are——

Chairman Patman. :Equally important ?

Mr. MarTIN (continuing). Equally if not at times more important.

Chairman Parman. In your conferences with the Treasury, and
since you have mentioned housing in particular, do you have in your
confereglces Mr. Cole, who is head of the Federal Housing Adminis-
tration ¢

Mr. MarTin. I have conferred with Mr. Cole once or twice. I have
not recently had the privilege.

Chairman PatMan. Once or twice.

You confer with the Treasury regularly ? .

_Mr. Marmin. I confer with the Treasury regularly, that is correct,
sir. :
Chairman Parman. Well now, if your object is not increasing
interest rates, No. 1, which I am not charging but I think it has
resulted in that, but 1f your object is to reduce the demand for hous-
ing, why did you not prevail upon Mr. Cole and the administration
to raise downpayments, which they had the authority to do, on
homes, and also shorten the term of the mortgages which would in-
crease the monthly payments and certainly retard the production of
homes? Why did you not consider that, instead of just arbitrarily
raising interest rates, Mr. Martin?

Mr. Marrin. Well, we have no responsibility, direct responsibility,
in the mortgage field or the housing——

Chairman Paraan. Did you try to do that? Did you try to reach
Mr. Cole and try to do that?

Mr. Marrin. Noj; I can’t say that I directly talked to Mr. Cole; but
the Board has from time to time, in our conferences with the Gov-
ernment, expressed its general point of view that in a time like the
present, we should be careful.

I want to point out we don’t want to reduce the level of housing at
all. 'We merely want to have as much housing and as much of every-
thing as we can have without producing inflation.

Chairman Parman. I know. But your statements, your statements,
Mr. Martin, do not—of course, they do not contradict your desires or
wishes, but they make them impossible.

Mr. Martin. Well, it is a complex operation, and what we are
trying to do here——

Chairman ParmMan. And your statement is that you have not made
an effort to get the administration to stop the housing boom, if you
call it a boom, in the way and manner that I have indicated, by short-
ening the terms of the mortgages, which they have the right to do,
or raising the downpayments, which they have a right to do.

Mr. MarTiN. Mr. Patman, in several meetings with administration
officials, I have stated that to be one of the desirable objectives, in my
opinion. But again, it is not my specific responsibility.

Chairman Patman. I realize that.

Mr. MarTiN. And only an opinion that I am basing——

Chairman Patman. Mr. Martin, what you have done every time
has been to raise interest rates. Now, you mentioned over here that it
has been estimated that a rise of only 1 point in the Consumer Price
Index would cost the American public $214 billion a year.

88560—57—6
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May I invite your attention to the fact that the only weapon that
you have used has been to arbitrarily and automatically increase
interest rates, and with the knowledge that a 1-percent increase in
interest rates on debts of $700 billion, means ultimately an increase to
the American people of over $7 billion a year, not just $214 billion a
year on a 1-point cost of living increase. It means a $7 billion in-
crease, which amounts to a $40 increase for every man, woman, and
child in America. For a family of 5 it is $200 a year, in hidden taxes—
in hidden taxes—the worst kind of hidden taxes, and that means that
purchasing power has been diverted from the purchase of necessary
things, conveniences and comforts, and even luxuries of life, to the
payment of interest and service charges. I cannot see why you would
not try to find some other tool to use, some other weapon to use, which
Woull(iynot be so devastating or destructive to the economy and to the
individuals.

Did you try to find other weapons to use, Mr. Martin ¢

Mr. MarTiN. We have always avoided endeavoring to see interest
rates goup. I have repeatedly stated——

Chairman Parman. You have raised them 6 times in the last 2 or 3—
how long has it been since you raised the interest rates?

Mr. MarTiN. The interest rates were not raised by us specifically,
Mr. Patman.

Chairman Parman. What is the discount rate?

Mr. Martiv. The market process—the discount rate is the rate we
charge member banks, Mr. Patman.

Chairman Patman. I know. You are not expecting us to be that
naive. Now, what is it done for? You raise the discount rates to
raise the interest rates; do you not ¥

Mr. MarTin. We have tried very hard, Mr. Patman, to let the inter-
est rates follow the course of supply and demand, and to see that
money was available, but at a price so that we did not vitiate the forces
of the market.

Now, when the demand became so much in excess of the supply of
savings, there were obviously pressures on interest rates. I would like
to see interest rates as low as it is possible to have them at all times.
T am not in favor of high interest rates. I want interest rates as low
as it is possible to have them without producing inflationary pressures.

But you must remember that when the demand and supply factors,
which are always with us, are tipped in the direction of demand exceed-
ing supply, that the saver, as well as the borrower, has some influence
and some rights in the economy, and that the interest rate, the role
of interest rates, comes into play at that time in terms of a higher
interest rate.

Our discount rate has tended to follow the market, not to lead the
market, in my judgment. We have attempted minimum interven-
tion in the market, not trying to make the rates.

‘We do not believe we make business; we do not believe that we make
interest rates. :

Chairman Parman. All right. Let’s see. :

The President, at a news conference during the election, told a
reporter that his administration did not set interest rates. You
remember that; do you not?

(The article referred to follows:)
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[From the Washington Post and Times Herald, December 6, 18561
IRE DiscLAIMS ANY RoLE IN FRB CREDIT MOVES

(By Bernard D. Nossiter, staff reporter)

President Bisenhower yesterday disclaimed responsibility for the Federal
Reserve Board’s credit-tightening moves, declaring that the agency is independent.

He did not comment directly on a reporter’s statement that the administration
had helped lift interest rates. But he said at his news conference, “The Federal
Reserve Board is not under my control, and I think it is proper that the Congress
did set it up as an independent agency.”

He thus reaffirmed a position he took last April. Mr. Eisenhower character-
ized a suggestion that he could influence the Board as a “premise that isn’t
quite correct.”

DEMOCRATIC CHARGES

He thereby sought to blunt Democratice charges that his administration had
fostered tight money policies hurting local governments, home buyers, small
business, farmers and other. )

The President’s replies dealt with a relationship that has troubled congres-
sional committees.

Legally, the Board is responsible solely to Congress. The President’s only
formal connection is the appointment of the 7 Reserve Governors to
their 14-year terms. The present Chairman, William McChesney Martin Jr.,
was named by Mr. Truman and renominated by Mr. Eisenhower.

As a practical matter, close links are maintained between the Board and
the executive branch. Martin has testified that “in taking any important action,
the Board gives careful consideration to policies indicated by the executive
* * * in order that its policies and those of the Government as a whole may
be integrated to the fullest extent practicable.”

Martin lunches with Secretary George M. Humphrey at the Treasury on
Mondays; Under Secretary W. Randolph Burgess returns the call on Wednes-
days. In between, there are continuous consultations between the Treasury
and Reserve staffs. Martin also consults frequently with Arthur F. Burns,
Chairman of the President’s Council of Economic Advisers.

BOARD’S INDEPENDENCE

But a dramatic example of the Board’s independence was displayed in April
when it approved increases in discount rates despite administration opposition.
The discount rate is the charge paid by commercial banks on loans from Federal
Reserve banks.

Both Humphrey and Burns questioned the move before it was taken. The
President’s economic aide, Gabriel Hague, was present at one of these talks.
Secretary of Commerce Sinclair Weeks and Secretary of Labor James P. Mitchell
criticized ths rate rise later.

When the rate was raised again in August, the administration maintained
a discreet silence, although it is believed it approved.

In a speech Thursday, Burgess pointed to the heavy loan demands and said
if the Federal Reserve “encouraged an expansion * * * the result would be
inflationary.” He added that “too freely available loans would make matters
worse by encouraging even more feverish bidding for scarce resources at higher
and higher prices.”

‘While discount rate changes which affect all other rates get major attention,
a major Federal Reserve influence over money supply today is achieved through
its open market operations. By buying and selling Government securities
with newly created money, the Board adds or subtracts to commercial banks’
reserves. Since banks must keep a specified portion of their deposits on
reserve with the Board, their power to lend depends on the amount of these
reserves.

Mr. Martin. I think I probably do, yes, sir.

Chairman PatMan. And you also remember that he had to accept
the interest rates that you establish at the Federal Reserve. You
remember that, do you not?

Mr. MarTin. Well, I would have to have the President’s statement
directly in front of me. But, regardless of who said it, the interest
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rates are not set apart from the forces of the market. If they are,
Wwe are not—— ‘

Chairman Patman. Well, the President thinks so.

Mr. MarTIN. What?

Chairman Patman. The President thinks so. He thinks the Fed-
eral Reserve establishes the rates.

Mr. MarTIN. Well, I won’t comment on the——

Chairman Parman. He said he was not responsible because the
Federal Reserve establishes the rates, and I think everybody else
thinks the Federal Reserve establishes the rates. I think so.

And Mr. Eccles testified one time—I think he knows a little bit
about the Federal Reserve System—he said that you could establish
the rate at 214 percent on Government bonds and keep it that way
indefinitely if the Federal Open Market Committee had the same
power it has now, just keep it there indefinitely.

Mr, MarTIN. Mr. Patman, as I have testified before, we could do
that if we want to depreciate the dollar at the same time.

Now, I assume we are trying to have a dollar whose purchasing
power is maintained in the interest of all of us.

Chairman Parman. Certainly.

Mr. MarTIN. The little man, the pension fund, the saver.

Chairman ParmaN. But in doing that, we do not want to create
more injustices and inequalities and discriminations; and the view of
many people right now is that this is creating more injustices and
Inequalities than necessary.

You have raised this rate six times, Mr. Martin.

Now, the first time, did you seriously consider other tools and meth-
ods that you had to deal with it, and without raising the rate?

Mr. MarmiN. Well now, again, we are not responsible or we have
no direct authority in the field of the budget or fiscal policy or other
instruments outside of the money and creﬁit field. But I nsist that
in raising the rate, the rate was moving up—and don’t forget, this is
the rate at which we permit banks to borrow from us.

Chairman ParMaN. That is right.

Mr. MarTIN (continuing). The rate was moving up in response to
the demand for credit.

Now we are living in a period of prosperity, and the problems of
prosperity—I regret an{) Injustices or inequities that occur at any
time in the community, but the economic problems of prosperity are
frequently more difficult than those of adversity.

I am awfully glad we are wrestling with the problem of prosperity,
however, and not with the problems of deflation at the moment, but
these inequities and inequalities we always regret. What we are deal-
ing with is a highly prosperous economy, and we are trying to serve
the interests of all of us by having a dollar which we believe underlies
everybody’s stability and which 1s of benefit to the little man as well
as to the big man.

Chairman PaTtmax. We do not argue with you about your objec-
tive. We are all in accord with your objective, Mr. Martin.

Mr. MarTiN. You and I are in complete agreement with our objec-
tive.

Chairman Patman. The only argument we have with it is the
method used.

Mr. MarTIN. The method.
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Chairman PatmanN. In other words, a lot of people think you are
just doing it to help the money lenders and the bankers. I do not
charge you are doing that at all. I think you are acting conscien-
tiously and sincerely.

Mr. MarmiN. Right. .

Chairman Parman. But at the same time, when you are doing it six
times and you never can find any other method, there is a lot of cor-
roboration to people who just want to make that charge.

Mr. MarTIN. Well now, let me just make one comment there, Mr.
Patman, because you and I are seeking the same objectives.

Chairman ParmaN. That is right.

Mr. MarTIN. During the last year and a half, we have had a steady
increase in the gross national product, and tight money, so-called tight
money, which has been an excess of demand over supply, has not been
a sign of bad times or of disaster or of collapse.

It has been one of the strengths in our economy, an indication that
we could have rising interest rates and that the saver could benefit as
well as others, and that the economy could go ahead.

At no time have we wanted to see the economy strangled or the
standard of living reduced. We have tried to induce saving and to
reduce spending so as to sustain our prosperity.

Chairman Patman. You have not exhausted all your methods by
any means, to handle this thing without increasing interest rates, if I
know anything about it at all. ‘

You take, for instance, the margin requirements, although it is a
minor matter, yet if you have inflation the first thing you want to do
is to make your regulation so that people cannot speculate in the stock
market, because that is certainly something which creates an infla-
tionary condition.

That is number one. Of course, it is small, I will admit that.

Mr. MarTiN. We made two changes in margin requirements.

Chairman Parman. Iknow, butnot lately, not lately.

Mr. MarTin. But also, the volume of credit in the stock market
has——

Chairman Parman. I say it is not a major one, but if you were
really fighting inflation, that might show that you are not as much
interested in that portion, you are not willing to stop that part of
inflation ; that you are willing for that to go ahead.

Mr. MarTiN. We don’t think this——

Chairman ParmMaN. We have from 4 to 6 billion dollars in the banks
of the country at all times without interest. Now, if you want to
stop inflation, why is that money not withdrawn? There is no reason
for it being there, anyway, with the use of the Federal Reserve for
that purpose, to take care of any tightness in the banking system. It
is not necessary. They are not needed. They are not drawn on—from
3 to 6 billion dollars there at all times.

If you are fighting inflation, why do you not have that money with-
drawn, because as it is, it is a basis for an expansion of six times that
much In new money, and that is very inflationary. Yet you let that
Eo ahead. You do not say a word about that, and the stock market;

ut you jump on the home builders and the small-business man and
agriculture. ,

You talk about farm prices going up. They haven’t gone up to the

farmer ; they have gone down for the farmer.
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Mr. Marmin. Well, I pointed out the demand-supply situation in
farm products, and the—what we have tried to do is to let the forces
of supply and demand have some play, and intervene to a minimum
in the market. .

_Chairman Patman. I am talking about methods that you could use.
You could suggest more taxes. That is the best thing against inflation.

Mr. MarTin. Well, I have—

Chairman Parman. Or you could reduce the national debt. That
is a good thing to stop inflation. And you have not suggested either.

In other words, the Board has arrived at only 1 conclusion, high
interest, every time, 6 times—high interest. And you never considered
any of these others, so far as I know.

That is what I am asking you, if you considered the taxes, reduce
the national debt, reserve requirements. You have the power. It has
been used by the Board a number of times. Reserve requirements; a
good method.

Mr. MarTiN. Well now, take reserve requirements—

Chairman Patman. Let me name them all first, and then you can—
if it is all right with you, Mr. Martin.

Mr. MarTIN. Yes.

Chairman Patman. And then the open market; it is a natural. You
can do anything with the open market. You have unlimited power to
buy and sell securities; you can make the money tight, money easy.
You have complete control over it, and you have the Bureau of En-
graving and Printing over here to back you up in it.

And not only that; these housing payments can be changed, and you
have a number of ways.

But as it is now, if you make it hard for everybody by raising interest
rates, the inequalities and injustices, the way I see it, are that the little
man is hurt, the farmer is hurt, the home builder is hurt, but the big-
business man who is expanding about 35 or 36 billion dollars a year
is not hurt at all. He is going right ahead. He is not stopped for the
reason that he has retained earnings, which is costless capital to them.
He has depreciation. And then he can go into the banks; he can see
that money is going to be tighter, and a prudent businessman will go
into the bank and say, “Money is going to be tighter. I am going to
tie up some funds for the next year or two.” That is what they all do.

That makes it harder on all the other people. So it looks like you
are favoring the big-business people who can get the benefit of all this;
and the rank and file over the Nation are harmed and hurt by it.

Mr. MarTin. Well, now, would you like me to comment on.those,
Mr. Patman?

Chairman Patman. Yes,sir;if youwill. [Laughter.]

First, here is what I want you to comment on. I want your com-
ments on why, every time, you just found the only weapon to use was
tohraise interest rates, and you could not at any time use one of these
others.

That is what I would like you to comment on, in particular.

Mr. Martin. Well now, I want to start by saying that fiscal authority
is not ours, and the budget authority is not ours. I have discussions
with the Secretary of the Treasury in those fields, but those are im-
portant, devices that can be used that are not within the control of the
Federal, and I am limiting my remarks to the authority and respon-
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sibility of the Federal Reserve, not to the whole gamut of devices that
can be used.

Now, we have tried to approach this with a sincere desire to build as
high levels of employment and as high a standard of living as is
possible, recognizing that we have a responsibility in the money and
credit field here, but that we are not all-controlling; that business has
got to make its own decisions and develop its own technology.

Let’s’take the items that you suggest. We have operated in the
open market——

Chairman Patman. You have what?

Mr. MarTiN. We have operated in the open market consistently.

Chairman Parman. But only in short-term securities.

Mr. MarTIN. We have tended to confine our operations to short-term
securities. .

Chairman Parman. How long have you confined your operations
to short-term securities and not gone into the long-term market at all?

Mr. MarmiN. With very few exceptions, for a period of several years,
because we have preferred to deal in the nearest equivalent to money
that there is, so as to have the minimum of interference in the market
itself, give the market an opportunity to have as much of a'play as
possible.

Let’s take reserve requirements. Supposing we had, instead of
raising the discount rate, supposing we had raised reserve require-
ments. We would have put much more pressure on the market. We
would have forced interest rates higher.

Chairman Parman. It would not have automatically done it, Mr.
Martin.

Mr. MarTiN. Almost automatically.

Chairman Patman. It would have been gradually in certain areas.
It would not have hit every area at the same time.

Mr. MarTIN. Oh, yes; in my judgment it would, Mr. Patman. It
would have been a blunter and a more severe instrument than the
modest adjustments that we made in the discount rate, permitting
the money supply to expand so that money continued to be available,
but that the cost of it rose gradually in terms of the demand for money.

Now, if that demand slacks off, why, the interest rate will tend to go
down also; and if the demand continues, it will go up.

Now the minor adjustments we have made through our open-market
operations: We have been consistently and persistently in the open
market trying to keep our operations to a minimum, but to see that
the money supply had a reasonably steady flow.

That is why we avoided in this period the more blunt instrument of
increasing reserve requirements. We want the banks to have adequate
reserves. We do not want to starve the economy, but also we don’t
want this gap between saving and investment to be closed by bank
credit, because that endangers the solvency of all of us, and is bound
to have an impact.

Chairman Parman. Allright.

Now, on that bank credit, the other day you authorized an increase
to 3 percent in the payment of interest by commercial banks on savings
and time deposits.

Mr. MarTIN. Yes.

Chairman Parman. Well, now, I do not see how you could consider
that meeting and trying to stop inflation, because, No. 1, whenever
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you raise it you induce people who have their money in a Federal
savings and loan to bring it from the Federal savings and loan, where
it can only be loaned 1 time, to put it in the savings department of
a bank where it can be loaned 20 times, do you not? And not only that,
you cause a race between the savings and loans and the commercial
banks on the interest rates that they will pay, just like you have got
it now on the housing loans; you have got the FHA in competition
with the Veterans, raise one and then raise the other. You have got
a race on between the savings and loans and the commercial banks.

How does that help to fight inflation, Mr. Martin ?

Mr. MarTin. Mr. Patman, that regulation Q had not been changed
for roughly 20 years, as you know.

Chairman Parman. I am talking about the present situation right
now, when you are fighting inflation.

Mr. Marrin. All right. I welcome your interest in that as to
whether it will fight inflation or not. We have to experiment a bit
and see—by “experiment,” I mean we are not absolutely sure, our-
selves, what will be produced by that adjustment.

But no change had been made in that rate for a period of about 20
years. Now, this is a permissible rate. The banks do not have to pay
the 3 percent. This 1s a limit which they can authorize, or not, as
they see fit.

But in 1933 and 1935, in order to protect the solvency of the banking
system,* we eliminated the payment of interest on demand deposits,
and I think that should be retained.

Chairman Parman. Well, the law did that, Mr. Martin,

Mr. Martin. The law did that. I didn’t mean the Federal; I
meant the law.

Chairman Parman. I think it was just put in there for the emer-
gency, and it has remained there ever since. I do not think it was
ever mtended to stay on the books.

Mr. MarriN. Well, I think it has some advantage, but when you
come to the time and savings deposit area, certainly the interest-rate
structure has changed in the last few years, and to deny banks that
want to pay more interest the right to pay rates that would be more
in line with the current rate seemed to us to be an unwarranted in-
trusion on our part in their managerial capacity, and we felt that we
were warranted in doing that.

Chairman Patman. For that reason.

Mr. MarTiv. Now, it may create some of the problem that you are
talking about, and I welcome and share your apprehension as to
whether it might not—it may not achieve all of the things that we
think of it.

But our purpose there—and I am inclined to think in the long run it
will—our purpose is to reduce spending and increase saving, with a
little higher rates.

Chairman Parman. All right, T am going to ask about that later.

Mr. MarTin, All right.

Chairman Parman. At this time I want to ask other members of
the Board if they are in accord with your statement that the Federal
Open Market Committee should only engage in buying and selling

* short-term paper, and not engage in long-term paper.
Mr. MarTIN. Well, any member
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Chairman Parman. If all members are in accord with you on that.

Mr. Martin. I won’t speak for all the members. They are at
liberty to speak for themselves.

Chairman Paraan. Is there any member who wishes to be recog-
nized on that point?

Mr. Hayes. Yes, Mr. Patman. I would just like to say this: As
you know, I am brandnew in this System. I haven’t had more than,
much more than, 4 months to get acquainted with it.

I am aware, 1n a general way, of some of the discussion that has
gone on in the past on that subject. But I certainly haven’t had an
opportunity to form any strong conviction on it.

I would like to add this: that in my observation during these
months, the present policy of sticking to, practically sticking to,
short-term securities has worked very well. There has been no
occasion that I have seen to bring up the point.

It doesn’t seem to me that it has been a practical consideration. I
think things have worked well under the present technique of short-
term issues.

Chairman Patman. All right. Thank you, Mr. Hayes.

One other point, and I want to yield to Senator O’Mahoney, because
he has a crowded schedule today and he wants to ask some questions.

Mr. Goldenweiser was recognized as one of the greatest experts of
the Federal Reserve System ; was he not, Mr. Martin %

Mr. MarTin. He was one of the top men.

Chairman Parmawn. Dr. E. A, Goldenweiser. And his writings
and views are always respected by those in the banking fraternity.

Mr. Marriv. Always respected; but Dr. Goldenweiser was not
always infallible, any more than any of the rest of us.

Chairman Parman. You are anticipating what I want to read.
[Laughter.]

You see, Dr. Goldenweiser said in this book on Banking Studies;
he said:

It is generally true that a period of very high interest rates is followed by
a business recession, while a period of low interest rates is likely to be followed
by business recovery.

Now, where that is important—just like some of the businessmen
here testified yesterday, that a prudent businessman, when he can see
rising interest rates, goes in and borrows money in advance. Some-
time you are going to reach the top; we do not know when it will be.

I want to ask you about that after Senator O’Mahoney gets through
but sometime we are going to reach the top, and then it is bound
to be just like Dr. Goldenweiser says here, there is going to be a re-
cession, because as you start down people will not be anxious to
borrow funds, because they will pay more for them by borrowing
them in advance; they will be anxious just to hold tight, sit tight,
and wait and see how low they finally go, and this will tend to be
a depressing situation.

Do you not agree to that?

Mr. MaeTiN. Well, let me comment on that, Mr. Patman. If we
think that the Federal Reserve Board, or any other agency of Gov-
ernment, has the power to eliminate all recessions in the economy,
I think we are making a serious overstatement of our ability. Re-
cessions come from a great many causes, among them being overcon-
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fidence and incompetence and inefficiency, and all the other factors
that human beings engage in that lead to maladjustments.

Now, those who attach so much importance to monetary policy
as to think that it will destroy the economy and create a recession
have more faith in monetary policy per se than I have, and they
have less faith in the economy than I have.

It is my conviction that, with the normal ingredients of growth
which we have in the economy today, and with the human fallibility
of people such as we have, there may be mistakes made in money
and credit policy from time to time; but that, as long as we provide
a reasonable availability of funds, the demand and supply factors
in the economy are such that the ingenuity and the ability and the
competence of the American businessman will be able to overcome
those mistakes, and that we will rebuild and go back up.

Now, I have a great deal of faith in the American economy. I
don’t think any otg us has found a means of pulling a lever to make
these adjustments. :

You remember that you and I discussed the 1953-54 recession at
length. Now, regardless of whether the Federal Reserve, and the
Treasury had been perfect in their handling of the money market,
and I don’t think we were, as I testified before you, I still think there
would have been a recession at that time, because there had been an
ebullience in the economy in the post-Korean period which had to be
corrected; it had to be corrected by the minor recession, inventory
recession, that we had, because these forces of demand and supply
are the only means we have ——

Chairman PaTman. You are overlooking higher interest rates, too.

Mr. MarriN. That adjustment was made by the market. If busi-
ness starts declining actively in this country, interest rates will start
declining also. I hope it won’t.

Chairman Patuan. Let me make this statement; I want to yield
to Senator O’Mahoney.

I am not objecting to the unavailability of money so much as I am
to the fact that only a few people can get that money; and I am not
objecting to the fact that construction money is not available so much
as I am objecting to the fact that only a few people can get that con-
struction money, and it is not for home builging, it is not for small
business, and it is not for agriculture; it is for the people who are
spending for }E)lant and equipment and who are getting their funds
mostly from the consumers in the form of high prices. ,

I want to yield to Senator O’Mahoney.

Senator O’Maroney. Thank you, Mr. Chairman.

May I say first that I feel personally very grateful that all of the
members of the Board and your associates have come to us today, Mr.
Martin, to testify with respect to this problem. I think that there is
probably no problem, save only the Middle East problem, that demands
more public attention than this one.

That explains why television wanted to take your picture this
morning while you were testifying.

In preparation for this hearing, I hastily sent out, toward the end
of last week, a letter to the president of every bank in the State of
Wyoming, in order that I might have the benefit of the advice of these
gentlemen with respect to the problem.
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I am not going to read all of these letters to you. I am going to read
extracts from only two.

The first one which I choose comes from a banker whom I have
known many years, in an agricultural area, and I read his because
he is a Democrat, a riproaring Democrat, and a good supporter of
mine. Now, thisis what he says:

I have given this matter consideration, and in my opinion the Federal Re-
serve Board is taking the proper steps. A runaway inflation, probably followed
by a bust, would cause more suffering and dislocation of business than will
likely result from the policy of tight money now being pursued by the Federal
Reserve Board.

I thought it might make you feel good if I should read that to you
at the start. [Laughter.]

Now I am going to read an extract from a Republican banker
[laughter] who takes a good deal of interest in politics. Some people
seem to think there is a difference between politics and business and
between politics and government; but, of course, under the American
system, politics is only the art of making the Government do what
the people think the Government ought to do in their best interests.

Now, this is the Republican banker. You see, I refrain from giving
the names, but I will be glad to show the letters to you personally.

Mr. MarTin. Right.

Senator O’ManmoNEY. I have not received all of the letters yet.

A look at the statements—
I am reading now from this letter—

A look at the statements of commercial banks throughout the Nation will
reveal that the relative percentage of deposits they have invested in Govern-
ment securities is going down, and the amount of funds invested in loans is
going up. In other words, our banking system is becoming less liquid.

It would be bad indeed if the time should arrive when, because of this
stringency, the banks will be forced to resort to selling Government bonds on
the present market in order to provide cash for their deposits.

These extracts I have read are just for the purpose of having a little
interlude here before I refer to some of the statements made in your
testimony, Mr. Martin, and some of the testimony which was offered
to us yesterday.

I would like to ask you to turn to page 4 of your statement. In the
middle of the page there is this paragraph:

The System has sought to keep constantly alert to changes in economiec and
financial conditions, and to adapt its operations accordingly—leaning against the
breezes of inflation and deflation alike, as I have put it a number of times.

Now, what are the technical steps which you take to keep alert to
the changes throughout this vast country of ours?

Mr. M%RTIN. Well, every 3 weeks, and sometimes oftener, Senator,
the Open Market Committee meets. They have economists in the
12 banks and the 24 branches that are reporting to them constantly.
This committee meets as a committee of the 7 members of the Board
and the 5 members of the Open Market Committee, and also the other
presidents of the Reserve banks come in to those meetings. They do
not have a vote, but we ask them to come in, also.

It places a particular hardship on those in the Far West, from San
Francisco or Texas and other places, who fly in, but they have been
very regular in their attendance.
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We review, we have a Department of Research and Statistics in the
Board, and we review all these reports that we are getting daily, and
go over them and try to assess them, evaluate them, and try to bring
to bear all of the best thinking that we have in the éystem.

We do that formally every 3 weeks.

The head of our Department of Research and Statistics is doing it
daily. We also have directors from all of these banks. There are
12 banks and 24 branches, roughly 260 directors. We ask those men
to send us, either to the Board or through their local Reserve bank,
any straws in the wind that they see, because we are dealing with the
future as well as present, you see.

Our statistics at the present may be very good, but there may be
signs of danger in the future. So that we are trying to bring in, to get
as many straws in the wind as we can.

We also have a Federal advisory council. Mr. Fleming, here in
Washington, is the president of that. That is composed—that is a
statutory group which is

Senator O’ManoNEY. You mean Mr. Fleming, the president of the
Riggs National Bank, or chairman of the board ¢

r. MarTIN. Of the Riggs National Bank, or chairman of the board.

Senator O’MaHONEY. We have several Flemings in the Govern-
ment. This man is outside of Government?

Mr. Magrrin, That is right.

And this is a statutory group that was set up in the Federal Reserve
Act. They are 12 men. They meet with us quarterly, and we ask
them to send us any straws in the wind that they get.

Senator O’MansonEY. Now then, Mr. Elliott Bell testified yesterday
and expressed the opinion that the tight-money policy, so-called, has
been injurious to the building of homes, it has been injurious to small
business, it has been injurious to the building of schools by munici-
palities and local districts.

Has that been reported by your various members?

Mr. MarTiN. We have had constant comments on that, on those
points, and there are differences of opinion.

Senator O’ManoNEY. I felt sure that, of course, you had the in-
formation about it.

Now, is it your opinion that if the high-interest rate on school bonds
prevents communities and States and school districts from building
schools which the schoolchildren of the Nation need, nevertheless you
should follow a policy which would keep the rate on such bonds up?

Mr. MarTIN. Well, Senator, the point there is whether it would
help to have a school issue financed, say at 31/ percent, and then, after
the money was raised, to have the price of the materials that go into
that school increased by, let’s say, 15 percent ?

Senator O’ManoNEY. Is it a necessary conclusion that they would
increase?

Mr. Martin. Certainly that is the tendency—if the demand for
credit—if there is intense utilization of resources, certainly that is the
tendency. And it is happening all around the country.

Senator O’ManmoNEY. I come from a State the resources of which
have not begun to be developed.

I can say that for the whole Rocky Mountain area.

I can say for Texas that the resources of that State have not been
developed. :
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Would it be inflationary if schools could be built to make a new de-
mand upon those resources ?

Mr. Marmin. T am completely with you, Senator, in believing that
the resources of this country have scarcely been tapped. It isa matter
of time and in the way they are tapped, the business process.

Recently—I will give you one example on the school issue, since
you have raised it, that came to my attention several months ago—in
the State of Tennessee, a school issue could be financed in one place
at 4 percent.

Actually they were limited by law to 31/ percent. I think that
school issue would have done well to have taken the 4 percent money.
And I think this has happened in hundreds of other places, if the
demand for the school was there. Or they should have deferred it
until a time when perhaps the cost of labor and materials may not be so
rapidly rising.

enator O’ManoNEY. Mr. Levitt, of New York State, testifying
before our committee yesterday, said that there was a substantial
amount of school building that had been postponed because of this
high interest rate.

And in the New York Times of this morning on page 46, I find a
story headed, “Employment Dips 900,000 in Month. Decrease is
Almost Entirely in Agriculture. Number of Jobless up 550,000.”

Ifit be true—and I think these are official statistics—that unemploy-
ment is beginning to appear, perhaps, it ought to be a signal to your
Board that a change in policy is necessary.

Would you think so?

Mr. MarTin. I certainly think we should be alert, Senator. And
as I say, those are the forces in the economy that in my judgment are,
in the long run, controlling.

I have a chart here which Mr. Young gave me on the cost of apart-
ments and buildings, how they have been rising, which you might like
to have for the record just as a matter——

Senator O’MamoNEy. Which Mr. Young?

Mr. MarTin. Mr. Ralph Young, the head of our Department of
Research.

Senator O’Manoney. Not Robert Young?

Mr. MarTIN. No, it was not. [Laughter.]

Senator O’'MauoNEY. Now then, may we keep this?

Mr. MarTIN. Oh, certainly. Certainly.

(The chart is as follows:)
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Senator O’Manonzy. I would like to look at it again.

On page 57 of the New York Times this morning I find this head-
ing— I haven’t had time to read the article—Three Savings Banks
Actually Increase Interest From 8 to 31/ Percent.

I think it has been pointed out by the chairman that the savings and
loan associations are competing for savings with much higher rates of
interest. And of course, I know that the savings and loan associations
operate under different circumstances from the banks. But this indi-
cates, does it not, that there is a shortage of money, that is, money is
less than is demanded ¢

Mr. MarTiN. That is correct.

Senator O’ManoNEY. Your judgment is that the demands are so
great that we cannot allow them to be supplied, because it would drive
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up the cost of living, the cost of materials and other things. You
have po doubt about that at all?

Mr. MartiN. Well, unless all previous experience is wrong, if our
analysis is correct, the economy is trying to buy more than there is in
the aggregate at a given time and additions to the money supply will
put prices up.

Sﬁlillat?or O’MaroNEY. But you change your opinion every once in
a while? .

Mr. MarTin. Oh, exactly. And these articles that you are reading
us will be considered by the Open Market Committee. We just had a
meeting yesterday

Senator O’Mamoney. Perhaps you will have one tomorrow.

Mr. MarrIN. We will consider that item that you refer to.

Senator O’MaroNEY. Can I wire my banks in Wyoming——

Mr, MarTiv. 1 would not.

Senator O'MasoNEY. That there will be such a meeting % '

Mr. Marrin. I would not be too precipitate about it. But it will
be a factor that will be considered.

Senator O’MamoNEY. My point, Mr. Martin, is, that you gentle-
ment come to a judgment about this, and it is based upon the material
that you gather through your staff, Is it not?

Mr. MarTIN. We come——

Senator O’ManoNEY. And necessarily, there is a time when you
feel that interest could go too high. I understood you to say so in
response to one of Mr. Patman’s questions.

Mr. MarTIN. I do. I think—a modest rise in interest rates cer-
tainly tends to reduce this gap between saving and investment. And
when that gap is eliminated why the pressures move in the opposite
direction.

Senator O’MarONEY. Well now, when we are unable to build schools
enough to educate our increasing population, when it is known that
Soviet Russia is concentrating upon the education of the youth and
we find ourselves with less room than necessary to educate our children,
do you think that that is a consideration which your Board ought to
g}ilvclal cg)ngsiderable weight to in determining what the rate of interest
shall be?

Mr. MarTiN. Well, again I return, Senator, to the fact that I do not
think we make the interest rates. Mr. Patmdn and I have a slight
disagreement on that, but I think that we do a lot of talking about
administered prices.

Senator O’MarONEY. You fix the discounts, don’ you ?

Mr. MarrIN. What?

Senator O’MaHONEY. You fix the discount rate?

Mr. MarTIN. We fix it in accord with supply and demand if the
banks have no necessity to come to us to borrow funds then the dis-
count rate does not mean anything.

Senator O’MasHoNEY. Why don’t we close up the Federal Reserve
banks i@f you don’t have any part in it? Why do we talk about tight
money ?

Mr?MARTIN. The Federal Reserve—-—

Senator O’MauoNEY. Let us get this straight. In your judgment
do you or do you not have an influence upon the rate of interest ?

Mr. MarTIN. We have an influence, but it is not in my judgment the
controlling influence. If we make the controlling influence we are not
performing our function, as I understand it.
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Senator O°ManoNEY. Now then, let me ask you a question:

When this administration began, the Treasury Department issued
the now 30-year bond, at 81/ percent interest. In a short time it was
selling at a big premium. Now it is selling below par.

The theory was that the Federal Government could increase the
rate of interest upon long-term bonds in order to reduce the amount
of short-term obligations that were outstanding.

But there has been a great change and the market for these 30-year
bonds has fallen off.

I find in the New York Times this morning on page 61, that the
31/ percent bond—that same long-term bond that I am talking about—
is selling “demand 98.2.”

‘When the bonds of the United States are selling below par, isn’t that
a danger signal ¢ )

Mr. MagTIN. Senator,I hope that the United States issue can always
in the open market sell at par and above.

But you have the finest security in the world when you have the
United States security today. You know now—wait a second—jyou
know when the interest comes——

Senator O’ManoNEY. I am glad to know that your answer is on
the record.

Mr, MarTiN. When the interest comes due it will be paid. You
know that. 'When the principal comes due it will be paid. You have
no worry about that.

The only worry you have is depreciation of the dollar. We have a
resE)onsibility to people. It is unfortunate if they have to liquidate
early but we have a responsibility to see that they are paid off in their
interest and in their principal in terms of the dollar they put into it.

We have not always been successful in that, but our purpose with
a Government security—if it becomes interest-bearing money—if it
is fixed by fiat of the Government and has no market adaptability and
if you depreciate the dollar to maintain it at par——

Senator O’MasoNEY. I am not talking about fiat money. We are
not going to get into that debate. Linco%n fought the Civil War with
greenbacks and Lincoln did a good job, but it is irrelevant here.

Iam frompted to ask this question because the First National City
Bank of New York, in its monthly economic and business lettter of
September 1956, expressed concern over the gold position of this
country. It pointed out that:

The continued growth of foreign dollar holdings of interest to Americans is
that, while these dollars constitute assets to their foreign owners, they are
liabilities in the monetary system of this country. :

The letter goes on to refer to the expansion of foreign holdings
of short-term obligations of the United States Treasury and then it
continues to the effect that—
foreign short-term dollar assets, including deposits and United States Treasury
obligations, total around $14% billion, equal to 66 percent of our gold stock,
presently standing at $21.8 billion, compared with 31 percent in 1949.

Mr. Magrtin. I was——

Senator O’'MagroNEY. I am interested—and I think it is important
in discussing the amount of American dollars held in foreign coun-
tries. Do you know what that quantity is?

Mr. MarTiN. I donot have the figure offhand. I could get what our
estimateis. Itisprobably several billion dollars.
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Senator O’ManoNEY. Several million %

Mr. Marrin. Several billion.

Senator O'ManoNEY. Several billion ¢

Mr. MarTiN. Several billion. I do not have it exactly.

Ser(xiaetor O’ManoNEY. Will you please put the accurate figure in the
record ?

Mr. MarTiN. I do not think we can get the exact figure. I will try
to get the best figure.

enator O’ManoONEY. Get the approximate. And let it be inserted
in the record here. ‘

Mr, MarTin. I will be very glad to.

(The following was subsequently received for the record :)

Foreign holdings of United States currency have been variously estimated at
amounts ranging between $0.8 billion and $2 billion. The lower figure (actually
$839 million for the end of 1955) is the estimate of the Department of Commerce;
it is based on the Department’s computation of the international flow of pay-
ments to and from the United States. The higher figure is an estimate made 3
years ago by some members of the Iederal Reserve staff; it was based on the
total United States currency in circulation and the estimated holdings of United
States individuals, corporations, and public agencies. Both figures should be
considered as very rough guesses. Exact estimates are impossible because, even
if all domestic holdings could be ascertained without error, there still would be
no way to find out how much of the remainder was actually held abroad and how
much was lost and destroyed abroad during the recent unsettled periods of war
and revolution.

In addition to these holdings of United States currency, foreign residents and
governments held, at the end of October 1956, $7.3 billion in deposits with the
Federal Reserve banks and United States commercial banks.

Senator O’MaHONEY. As to American dollars, the fact is that they
are in foreign hands at the rate of at least $2 billion ¢

Mr. MarTiN. I would think that was a conservative estimate.

Senator O’ManoNEY. Is it not a fact that those dollars in foreign
hands can buy gold in Europe?

Mr. MarTin. That is correct.

Senator O’'Manongy. Is it a fact, or is it not, that these American
dollars are now being invested by foreigners in the issues, bonds, notes
and bills of the Treasury which are selling below par?

Mr. Martin. If they hold—jyes; some of them are; yes.

Senator O’MauoNeY. Do you know how much ?

Mr. Martin. No, I don't.

Senator O’ManoNeY. Don’t you think it is a serious question? The
Government is talking about asking Congress to increase expenditures
for foreign aid and yet the same countries to which this aid will go are
holders, according to your testimony, of American dollars which they
invest in depreciated securities of the United States? Isn’t that a
situation which should give you and your Board and your regional
presidents pause for serious thinking on this question ¢ A

Mr. Marrin. Well, I don’t see any reason to differentiate between »
foreign holder of United States dollars and the domestic holder.

Senator O’'MamoneY. This is the fact that I see to differentiate.
It is that the national debt of the United States now stands at about
$278 billion, if this new borrowing is floated ; isn’t that correct?

Mr. MarTin. That is correct. That is correct.

Senator O’Manmoney. The ceiling is $275 billion except for certain

immicks to excuse it, to let it go above on the belief that before the
%scal year is out receipts will be such as to bring it down.

85560—b67——7
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Well, if we are going to expand the expenditures abroad, if we are
going to increase the appropriation for defense, as Secretary Wilson
said the other day, coming from a conference with the President—he
didn’t say how much, but he said there would be an increase—and we
are already in debt above the limit, does it not mean a great deal to us
whether or not those who are to be the beneficiaries of our foreign
economic aid are getting over 3 percent interest on the short-term and
depreciated issues of the Treasury of the United States?

Elr. MarTin. Well, you raise a serious problem. I am not trying—

Senator O’ManoxEsyY. That is why I am worried about it.

er. MarriN. Well, I am worried about the whole overall picture,
also.

hSegnator O’Manoney. Has your Board given any considerations to
that

Mr. Martin. Our Board discusses this and all other aspects at every
meeting, sir.

Senator O’ManoNEy. Then will you give us for the record the exact
figures on these phases which we have just been discussing?

Mr. Marrn. 1 will be very glad to do the best I can.

Senator O’ManoNEY. Let us have it all on the record, so the public
may know, too, what the danger is.

Mr. MarTin. I will be glad to get it. Our overall solvency is a
matter of the greatest concern to all of us at all times.

Senator O’I\EHONEY. Of course it is.

(The following was subsequently received for the record :)

At the end of October 1956, foreign residents and governments held $4.7 billion
in United States short-term Treasury paper (bills and certificates) and $1.2
billion in United States long-term Government securities (notes and bonds).

Senator O’ManmonEY. And since we are engaged in an economic war
with Soviet Russia, everybody, and particularly those of us who are
in Government and those of us who are in the independent boards
which think they are outside of Government sometimes, should pay a
great deal of attention to what this situation is.

You will agree with that, won’t you?

Mr. MarTiN. I certainly agree with that.

Senator O’ManoNEY. Perhaps now you will agree with me that
there ought to be a meeting of the Board tomorrow ?

1 Mr. MarTin. Well, I may say, Senator, that the Board meets every
ay.

genator O’Manoney. And will take this up.

Mr. MarTiN. This is not the Open Market Committee but the Board
itself meets every day. :

Senator O’ManmoNEY. Let us get the Open Market Committee meet-
ing at an early date.

Mr. Martin. We will try to keep them meeting.

Senator O’MamoNEY. Mr. Moore of our staff points out that in the
Federal Reserve Bulletin for October 1956, there are the figures.
Would you read those into the record? -

Mr. Moore. The significant ones are the purchases, the net pur-
chases by foreigners of Government securities in bonds and notes in
1955, which were $529 million.

Looking at the detail of that, it is largely accounted for by Switzer-
land, United Kingdom, and Canada.
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During the current year there have been net sales in March of a
substantial proportion, of $236 million.

The last few months have been running net purchases of quite a
small magnitude, 13, 16 and 27 million, respectively, in May, June,
and July. '

Sena.tzr O’ManoNEY. Switzerland and what other country?

Mr. Moore. Switzerland, United Kingdom, and Canada: 1955 the
Swiss bought 147.

Mr. Marrin. We will try to bring it up to date for you.

(The following was subsequently received for the record :)

In August and September 1956, foreign residents and governments and inter-
national institutions made net purchases of $81 million of United States Govern-
ment notes and bonds; of this total, $73 million was purchased by international
institutions and 8 million by foreign residents and governments. In the same
period, net purchases of United States corporate securities by foreign residents
and governments and international institutions amounted to $36 million, of
which $2 million was purchased by international institutions and $34 million by
foreign residents and governments.

Total net purchases of United States Government and corporate securities by
foreign residents and governments (excluding international institutions) thus
amounted to $42 million ; Switzerland accounted for net purchases of $27 million,
the United Kingdom for net purchases of $21 million, and all other countries
together for net sales of $6 million.

Senator O’MasonEY. It is my understanding that the banks of
Switzerland give no information of any kind with respect to the
actual beneficial holder of such trust accounts, so that this refusal
to reveal the names and the identities of the holders of these dollar
accounts, affords a cloak behind which those attempting to avoid public
scrutiny can hide.

If you will, please, let me point this out: Earlier in the present
year a writer for the Scripps-Howard Newspapers chain wrote an
article which was based upon the assumption that there might be a
danger that Soviet investments were being made in these securities
of the United States.

If that be true, it is a matter of serious concern underlying that
everybody who has any interest or power over our financial system
should know exactly all of the time the course of foreign investments
in our depreciated securities.

The United States today has the greatest debt that was ever under-
taken by any Government in all history. There is no question about
that, is there? And the debt is not decreasing.

The world crisis is so great that we do not know how much more
the President will ask Congress to authorize to be borrowed in order
to defend ourselves in this crisis.

So that it is not a matter of what speculators in Wall Street think
about it, nor those who wish to sell real estates, nor corporate execu-
tives who want to expand plant facilities, nor financers who want to
get a larger income from their loans than they are now getting.

You will not demur to the statement, will you——

Mr. MarTin. The questions you raise are very pertinent.

Senator O’ManoNEY. Let me add this further statement. You will
not demur to the statement that the banks have profited upon tight
money.,

. Mr. Marrin. To the extent that they have made loans at higher
Interest rates, yes. To the extent they have had to sell Government
securities at a loss that has been diminished somewhat.
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Senator O’MamonEY. You will let me ask you to answer this ques-
tion. Do you think that the fiscal policy of the Government of the
United States should be carried on exclusively for the interest of the
banks?

Mr. Martin. Certainly not, sir.

Senator O’'Manoney. I knew you answer would be “certainly not.”
But throughout the history of this Government and every other Gov-
ernment; there always has been a struggle between the money power
and the people.

And the question is where to determine to draw the line. The Fed-
eral Reserve Board was set up to try to do that. It is your authority
and it is your responsibility.

But the record is here clear that a substantial part of the American
people are suffering because of high interest rates and all of my
questions have been in the attempt to determine what factors enter
into your judgment in the rules and in the decisions that you make.

Will you be good enough to comment upon that now ¢

Mr, MarriN. Well, the factors that we consider outside of the sta-
tistical indices of business at every meeting have to do with the basic
requirement of Government finance. We have to consider the needs
of the Treasury.

We are not authorized by the Congress to ignore the appropriating
authority of the United States Government. We are here to help the
Treasury without giving the Treasury an automatic rate adjustment
to the market.

Senator O’Manoney. The questions which I have asked you have
come to the peak of the most importance one with which you agree.

I have a lot of other minor questions which I could ask you but I
do not want to take that time.

I thank you for your very frank responses to the queries I have
made. And I hope that the other members of the Board who may
feel moved to make any comment now will doso. -

Mr. MarTiN. May I make a concluding comment on what you said,
Senator?

Senator O’ManmonEY. There is an invitation to all of you to speak,
gentlemen.

Mr. Mirrs. Mr. Chairman, Senator, you have posed——

Senator O’ManoNeY. This on the record ¢

Mr. MrLLs. A very—yes, sir—a very important question and raised
concern about the problem of international investment. You have
focused your discussion on investment within the United States by
foreign nationals, a type of investment which in the opinion of many
people is to be welcomed in that it represents a compliment to the
security of and faith in the obligations of the United States
Government.

But against the investment of foreigners in securities of the United
States, I am sure you have in mind that there are offsetting investments
of a considerably greater magnitude on the part of United States
citizens and United States businesses in foreign lands that are contrib-
uting to the development and the benefit of those nations to the same
degree that investment by foreigners in the United States has in the
past and continues to be beneficial to the economy of the United States,
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In other words, the concern that you express, in my humble opinion,
has two facets. And I do not share it, frankly, in the way that you do
that we should not welcome and may not have benefited from the
investment that you refer to.

Senator O’Manoney. 1 hope I haven’t given you the impression
that I am against foreign investment in the United States. I certainly
am not.

I am merely pointing out to you the condition that admittedly exists
at a time when communism is waging an economic war against us and
when the leaders of communism are leaving no device unused to
weaken our economy.

And I am urging you gentlemen to beware and to give it more
consideration than apparently it has had.

Mr. Miuis. Senator, I must apologize for not getting the intent of
your discussion, but it might be inferred that foreign investment in the
United States was a tool of communism to undermine our economy.
Rather—

Senator O’MasoneY. I said that the Scripps-Howard chain of
newspapers published during the past few months a serious article
by one of its staff writers who was assumed to be an expert, at least,
who made an examination into the question and who intimated that
the Communists were doing precisely that. It is not my statement.
I am just looking at the facts which are presented to me in the daily
press and the facts which I gather when I ask questions of gentlemen
like yourself.

Mr. Mms. If I might say so, when you have the advantage of the
statistical records that can be presented to you, it is my belief that you
will reach the conclusion that foreign investment in the United States
is a small factor in the overall magnitude of our economy.

Senator O’ManmoNEY. May I interrupt you to say, Mr. Mills, that
I hope that you will keep an open mind until you yourself have looked
over these statistics again. I am only asking for information.

Mr. Miris. Indeed I will, sir.

Senator O’MamoneY. I am not arguing with you as to whether you
are right or the Scripps-Howard writer was right, but if there is any
basis for what he placed in that article it is a very serious matter.

Mr. BaroerstoN. Senator, may I express appreciation of the point
that you have made that the soundness of our economy is our first
bulwark in the cold war you have mentioned and that the integrity
of the dollar is an essential part of maintaining that soundness.

(Question posed to Mr. Marfin by Senator O’Mahoney, by telephone,
December 17:)

Senator O’MaHONEY. The First National City Bank of New York in its eco-
nomic letter of September 19, 1956, expressed concern because of the gold
position of this country. It pointed out that “The continued growth of foreign
dollar holdings of interest to Americans is that, while these dollars constitute
assets to their foreign owners they are a liability in the monetary system of this
country.

The bank letter goes on to refer to expansion of foreign holdings of short-term
Government obligations of the United States Treasury; then refers to statements
“that foreign short-term dollar assets, including deposits and United States
Treasury obligations, total around $14%; billion or 66 percent of our gold stock
presently outstanding at 21.8 billion, compared with 31 percent in 1939.” This
can be found on page 104 of the bank’s September letter. It would be helpful
in furnishing the material that I requested if you would deal with this also.
There is a lot of rumor that should be corrected. I am concerned about the
general aspect of this business.
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(The material requested follows :)

BoARD 0F GOVERNORS OF THE F'EDERAL RESERVE SYSTEM,
Washington, December 19, 1956.
Hox. JosepE C. O'MAHONEY,
United States Senate, Washington, D. O.

DEAR SENATOR O'MAHONEY : This refers to your telephone call to me the other
day raising a further question with respect to the relation between United States
gold reserves and foreign dollar holdings.

Attached is a brief memorandum, prepared by the Board’s staff, which I think
will answer the question you have in mind. A copy of this memorandum has
been sent to Mr. Lehman, clerk of the Joint Economic Committee, for inclusion
in the record of the hearings last week.

Sincerely yours,
‘WM. McC. MARTIN, Jr.

As to the problem of the relation between United States gold reserves and
foreign holdings, the following facts may be noted.

First, it is not quite correct to compare all foreign dollar holdings directly
with our gold reserves, since only foreign governments and monetary authorities
are permitted to purchase gold from the United States; private foreign dollar
holdings cannot be converted directly into gold. On September 30, 1956, foreign
dollar holdings (including not only deposits with United States banks but also
holdings of short-term Treasury paper, bankers’ acceptances, and other short-
term assets) amounted to $13.2 billion, of which $7.9 billion were held by
governments and monetary authorities, and $4.3 billion by private individuals
and corporations.

Second, it is true that foreign dollar holdings have increased considerably
since the end of the forties, while out gold reserves have slightly decreased.
Table I shows the development of our gold reserves and foreign dollar holdings
between 1919 and 1956. It will be observed, from the table, that our gold re-
serves have not changed much since the end of 1953 and that the ratio between
our gold reserves and foreign dollar holdings, although it is now smaller than it
was during the thirties and forties, is about the same as during the last twenties,

Third, the increase in foreign dollar holdings and in foreign gold reserves
is in line with expansion in the volume of international trade, the restoration
of more normal international financial and commercial relations, and the grow-
ing importance of the United States as a world banker. Table II shows the
imports and the gold and dollar reserves of foreign countries (excluding the
Soviet bloc) in 1928, 1938, 1948, and 1955. It will be observed, from this table,
that the ratio between foreign reserves and imports in 1955 was not much larger
than in 1928 or 1948, and much smaller than in 1938.

We are watching these devolpments continually. In my judgment our inter-
national gold position will not prove embarrassing so long as we pursue effective
monetary policies. Confidence in our currency and in fhe stability of its pur-
chasing power is crucial abroad no less than at home.

TABLE 1.—United States gold stock and foreign dollar holdings

United Foreign United Foreign
States gold{ dollar Ratlo States gold |  dollar Ratio
stoe) holdings @ :Q) stock holdings | (2) : (D
End of year {(millions of |(millions of | (percent) End of year | (millions of | {millions of | (percent)
dollars) dollars) dollars) dollars)
1) 2 m @
2,707 1,214 45 17,644 3,221 18
4,112 1,281 31 20,083 6,880 34
4,092 2,889 71 20, 706 6,010 29
3,854 2,756 72 , 868 4,850 21
3,097 2,673 67 24,399 5, 850 24
4,306 2,335 54 24, 563 5,960 24
4,173 1,304 31 22,820 7,120 31
4,226 734 17 22,873 7, 660 33
4,036 10 23,252 8, 960 39
8,238 670 8 22,001 10,020 45
10,125 1,301 13 || 1954 - 21,793 11,150 51
11,258 1,623 14 || 1955 21,753 11,700 54
12,760 1,803 15 {| 1958 (Septem-
14, 512 2,158 15 ber).ccaanaa. 22,032 13,227 60
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TasLE I1.—Imports and reserves of foreign couniries (ezcluding the Soviet bloc)

Gold and
Imports dollar
(c.1.1.) reserves at Ratio
Year (billions of | end of year @):(1)
dollars) (blllions of (percent)
dollars)
m @

1028 29, 39 8.53 29
1938 21.07 13.40 64
1948. 52.06 14.55 28
1955 75.98 25.84 34

Senator O’MamoNEY. Thank you very much, Mr. Balderston.

Thank you, Mr. Chairman.

Chairman Patman. Thank you, Senator O’Mahoney.

You mentioned a while ago, Mr. Martin, in answer to Senator
O’Mahoney, when he asked you if the banks did not profit more than
any other group by reason of higher interest rates, that the banks
also suffer harm or losses.

And you mentioned specifically that they were compelled to sell
Government bonds at a loss in order to provide reserves.

I think you should point out, Mr. Martin, that the banks are pretty
well protected on Government bonds. If they buy them at par they
can always keep them on their books 100 cents on the dollar for all
examinations. That is correct,isn’t it?

Mr. Martin. That is correct.

Chairman Parman. If they go down to 75 they can still carry them
for 100. Therefore, it does not jeopardize the capital stock of the bank.

But that is not the important part. You failed to mention the fact
that our tax laws are so written that if the banks are compelled to
sell a bond at a loss, the net of capital losses over capital gains fully
offset against the banks taxable income.

In other words, the losses on the sale of their bonds can offset the
profits the banks make from higher interest rates. This reduces
their current year’s tax liability.

Furthermore, the bank has this advantage. When the bonds go
down and they sell, they can immediately buy another issue. They
do not have to wait 30 days like people have to wait on stocks. They
can immediately buy another issue right close toit. And as that bond
goes up in value, and goes back to par, and they sell it, their profit is
taxed at the 25 percent rate. Losses are offset against income taxable
at 52 percent. Gains are taxed at 25 percent.

So they are not hurt so much.

Furthermore, another point which you did not point out, was that
they obtain these powerful dollars when they sell the bonds which
are used as reserves. Upon each dollar of reserve they can extend
$6 in loans.

So that the banks are not erippled too much in this operation.

You did not intent to leave the impression that they were greatly
harmed, did you, Mr. Martin ¢
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Mr. MarTIN. No, I merely made the comment, Mr. Patman, that
while they were getting more interest on loans, if they made the
conscious choice o% selling a security in order to make a loan because
they didn’t have adequate reserves, and if those securities had declined
that would to some extent offset their return.

Chairman Patman. But don’t you think you have an unusual ad-
vantage there when they can use that loss that they have on that bond
to offset any gains that they have in the way of profits?

Mr. MarTin. Individualscan do that also.

Chairman Parman. Onshort term?

Mr. Marrin. Yes.

Chairman Paryman. They cannot do it on long term, can they?

Mr. MarTIN. I would make——

Chairman Parman. But the bank is not restricted either way, long
or short, makes no difference.

Mr. MarTin. Well, I am really not competent to testify on the tax
aspect.

r. Hayes. Could I'say something?

Chairman Pataman. Yes,sir. :

Mr. Hayes. If I may at this juncture, because you raise the ques-
tion of the banks profiting from 1t, I should like to point out the effect
on the banks of the sales of Government securities.

I am impressed by the fact that the banks have bought most of
their Government bonds during the periods of relative ease, when in-
terest rates were relatively low and prices have gone relatively high,
and have had to sell them when prices were declining in order to raise
funds for loans.

And I have here some interesting charts that show that very
graphically, if you are interested in them.

Chairman Parman. What does it show, if you don’t mind sum-
marizing it for us? And we will insert it in the record at this point.

(The charts are as follows:)
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* Last Wednesday of each month,

+ Average of daily figures. O1d series, (new series, including3 1/4°s of 1978-83 and 3°s of 1995,
shows similar pattern with somewhat higher rates.for period from May 1953 onward].
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HOLDINGS OF U.S GOVERNMENT CERTIFICAIES ANDNOTES BY WEEKLY REPORTING
BANKS AND AVERAGE YIELD ON COMPUTED GOVERNMENT OBLIGATIONS
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TREASURY BILLHOLDINGS OF WEEKLY REPORTING BANKS
AND AVERAGE YIELDS ON TREASURY BILLS
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Mr. Haxes. It shows that the Government bond holdings of banks
in 93 leading cities rose from a low point of $18 billion in 1953 to
nearly $18 billion in 1954 and then their holdings declined.

Chairman Patman. Didn’t they buy in 1958 when they were low?

Mr. Hayss. Noj the price of the bonds was quite high all through
1954 and that is when most of this increase in holdings occurred. The
peak occurred at the end of 1954. And then those bond holdings
dropped off steadily during 1955 and 1956, and at that time prices
were dropping steadily. '

The charts on notes and certificates show about the same thing, al-
though it isnot assmooth a curve.

Chairman Parman. But, Mr. Hayes, you are acquainted with the
facts and they are to the effect that the banks bought these bonds when
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they were low in 1953, and they sold them when they were high in 1954.

And the banks dealing in those bonds made a profit in 1954 in excess
of what they had made the year before of 966 percent.

My authority for that statement is the Federal Deposit Insurance
Corporation report.

So they really made lots of money buying when bonds were low and
selling them when prices were high. And, of course, they could get
the benefit of capital gains, too.

Mr. Haves. If I may comment on that.

Chairman Parman. Yes, sir.

Mr. Hayzs. I have some figures here showing earnings of the banks,
member banks——

Chairman Parman. Yes, sir.

Mr. Hayes. During the years 1946, 1949, 1952 and 1955.

During that period the interest earnings on Government securities,
over the period as a whole, hardly changed at all.

Chairman PaTmaN. Which years—you do not have them all.

Mr. Hayes. From 1946 through 1955. I am just taking those 2

ears. :
Y And if you will compare those 2 years the interest earnings from
Government securities differ very little.

Chairman ParmaN. What were their earnings on Government se-
curities in 19532

Mr. Haves. I do not have 1953.

Chairman Parmax. I know, but it is necessary to have that because
that is the point.

Mr. Haves, But 1952 was 929 million.

Chairman Parman. How much was it in 1954 ¢

Mr. Havzs. I don’t have 1954.

Chairman Parman. They are the important years. Can you get that
for us?

Mr. Haves. I can give you the overall earnings figures for 1953 and
1954, and the net profits—

Chairman Parman. I am talking about profits on Government
securities.

Mr. Hayes. I can get that for you.

Chairman Patman. You can get that for me. Will you put it in
the record at this point?

Mr. Haves. Yes.

(The data on member bank earnings, expenses, and profits are shown
in the following table. Net profits or losses on securities are shown in
the footnote; data on profits or losses on Government securities only
are not available, but they account for the bulk of the figures.)



TaBLE I.—Member bank earnings and expenses, 1946—66
[Millions of dollars]

Item 1948 1947 1948 1949 1950 1951 1952 1953 1954 1955
Total earnings ... .o o cooiiiciicieaaaeammeaaas $2,402. 5 $2, 578.6 $2,828.3 $2,985.6 $3,264.7 $3,6R8.7 $4,110.6 $4, 590. 2 $4,826.1 $5,842.6
United States Government’s......cooceee ooooo 1,053.5 920.8 854.8 859. 2 865. 1 831. 9 929.3 1,011.0 1,066, 4 1,118.1
Lo} L] S, 772.3 1,043.7 1,307.8 1,427.1 1,634.9 2,003.0 2,305. 8 2,632.0 2,711.2 3,083.2
Allother. . oo i iiieiaaaaan 576.7 614.1 665. 7 600.°3 765. 6 833.8 884.4 947.2 1,048.5 1,141. 3
TOLR] CXPOISES -« — oo ee e e e e 1,468:6 1,650.0 1,795.2 1,8%8.9 | 2010.7 2,28L.9 | 25011 2,781.5 2,008. 5 3,265.1
Salaries and Wages_ ..o . .eneeoioioo i 699, 4 797.0 875.8 926.1 999. 9 1,125.3 1,243.6 1,371.5 1,462.7 1,571.4
Interest on time deposits. .. 211.6 235.9 250. 5 261.1 271.0 305. 5 364. 5 424,7 4031, 6 543.1
Allother. . o iiiiiiieas oo 557.6 617.1 668.9 701.7 748.8 801.1 893.0 985.3 1,042.2 1,150. 6
Net current carnings before income taxes.......... .. 934.0 928.6 1,033.1 1,096.7 1,244.9 1,436.8 1,618.8 1,808.7 1, 827_6 2,077.5
Net additions or deductions, total 1___ ——— -+108. 8 -19.1 -178.7 -135.4 ~95.1 —190.2 —-181. 4 —-251.2 72,7 —401. 5
Net profits hefore income taxes. .. - 1,042.8 909. 5 854.5 961.3 1,149.9 1,246.5 1,437.2 1,5567.5 1,900.3 1,676.0
‘Taxes on uet income..... ... [ 285.0 2566. 5 233.6 275.1 369. 1 490.9 607.9 692.3 804.2 690. 8
Net profits. ... ... . 757.8 6$53.0 620. 9 686. 3 780.8 755. € 820.3 865.3 1,096.1 985, 2
Total capital accounts. ..o ooooiooiaiio 7,868.0 8,201.3 8,629.8 8,999. 0 9, 455. 9,947.0 10, 480.0 11,043.0 11,724.0 12,499.0
1 Included above in net additions or deductions to earnings are security net profits or losses, net recoveries or chargeoffs on securities, and net transfers from or to reserves for

securitics, as follows:

Item 1946 1947 1048 1949 1959 1951 1952 1953 1954 1955

Net additions or deductions. . oewoone. conano.. +121.1 +28.7 +0.9 -4+40.7 4+48.2 —24,2 —52.3 -117.9 +252.0 —152.1

‘When security net profits, losses, recoveries and chargeoffs,
each year, the actual net profits or losses on securities are as follows:

and transfers froin or to reserves arc adj

usted for actual recoveric!

s credited and losses charged to valuation reserves

Item

1946

1947

1948

1949

1950

1951

1952 1953 1054 1955

Net additions or deductions

Q)

Q)

+2.9

+43.7

+4-59.5

—20.5

—66.2 —128.6 +315.5 —189.3

e Not availuble.
Source: Federal Reserve bulletins,
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Chairman Patman. Won’t you admit for the record they were
enormous ?

Mr. Haves. I would have to look at those figures.

Chairman Parman. Don’t you have any recollection on it ?

Mr. Haves. I do not have on this particular figure. I would like
to put in this table on the overall profit of the members banks.

Chairman Parman. That is not important in this particular
question.

Mr. Haves. I think it is, Mr. Patman.

Chairman Patman. Go ahead.

Mr. Hayes. The net profit was a product of both the interest earn-
ings net and of expenses and profit or loss on sales of securities and
other adjustments or recoveries and so on.

And that net figure for all member banks shows a figure—well, in
percent of capital funds, it shows these following figures :

For 1952, 1.9 percent; for 1953, 7.8 percent; for 1954, 9.3 percent;
for 1955, 7.9 percent.

(The table referred to follows:)



TasrLe IL.—Ratio of net profits to total capital, member banks and leading corporations, 1946-66

1946 1947 1948 1949 1950 1951 1952 1953 1954 1956
All member banks:
Net 1]:iroﬁl:s (in millions) $767.8 $653.0 $620. 9 $686. 3 $780.8 $755.6 $820.3 $865.3 $1,006.1 $085. 2
Capital (in millions). $7,868.0 $8,291.3 $8,629.8 $8,999.0 $9 455.0 $9,047.0 | $10,480.0 | $11,043.0 { $11,724.0 $12,499.0
Ratio (percent 9.6 7.9 7.2 7.6 8.3 7.8 7.9 7.8 9.3 7.9
Central Reserve New York City banks:
Net lpl'oﬂt'.s (in millions) . oo e e - $168.2 $132.9 $138.7 $111.3 145, 4 $141.9 $174.6 $161.1 $213.2 $180.8
Capital (in millions) $2,167.0 $2,232.6 $2,275.7 $2,323.0 $2,336.0 $2, 387.0 $2,458.0 $2, 541.0 $2,651.0 $2,744.0
Ratio (percent)....... 7.3 6.0 6.1 4.8 6.2 5.9 7.1 6.3 8.0 6.8
Leading corporations—Percent return on net assets: !
Total manufacturing. . 12.1 17.1 18.2 13.9 17.1 14.4 12.3 12.7 12.3 15.0
Total mining. 9.4 16.0 20.5 12.0 13.2 13.0 10.1 7.9 8.2 11.9
Total trade....... 21.9 18.4 18.2 13.4 15.0 1.5 10.1 9.9 9.9 11.1
Total transportation 7.6 3.9 5.2 3.4 5.8 5.2 8.0 6.1 4.6 6.1
Total public utilities. .. . .l 8.2 8.0 8.8 8.8 9.9 9.0 9.0 9.2 9.3 9.7
Total amusements, services, etC. - oeoeeoocecauas 19.4 14.2 10.1 9.9 10.4 10.4 111 10.5 11.4 12.3
Total inance. 6.4 6.7 8.1 9.1 9.0 7.9 8.2 8.1 8.8 7.7
Grand total.... 9.5 12.3 13.6 11.0 13.4 11.4° 10.4 10.6 10.3 12.0

1 As reported by the First National Oity Bank’s monthly letter.

Book net assots at
the &e%inning of each year are based upon the excess of total balance-sheet assets over

Source: Bank data from Federal Reserve Bulletin.
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And you can see, in 1954 it was somewhat higher than it had been,
but at no time was it a very high figure, particularly if we compare it
with returns in other businesses which are also shown here.

The point of that, I think, is that in 1955, when interest earnings
were very good, the net profit went off sharply from 1954 because of
the losses taken on the sales of Governments m 1955.

Chairman Parman. The Government bonds for some reason went
down, took a nosedive in 1953 ; the banks bought the bonds low. They
sold them high in 1954 and made a profit of $417 million securities
sales in that year.

In 1955 they started another nosedive; didn’t they?

Mr(.1 Hayes. Mr. Patman, the point of this chart that I men-
tioned—— :

Chairman Parman. What we are trying to find out is when they
are going back.

Mr. Haves. The point of this chart I mentioned, first, was to show
that most of their purchases were made in 1954 when prices were
relatively high. And most of the sales were made in 1955 and 1956
when they were low.

Chairman Patman. I have the latest annual report of the Federal
Deposit Insurance Corporation for 1955, and it shows the following
information on the insured commercial banks: Their net profits after
taxes averaged $1,163 million for the 3 years 1953, 1954, and 1955, com-
pared to an annual average of $865 million in the preceding 6-year
period 1947-52. On the ratio of net profits to capital accounts the
average for the 1953-55 period was 8.4 percent as compared to 8 per-
cent for the 1947-52 period. It might be noted that in the 1947-52 per-
iod profits were rising faster than capital accounts, while in the recent
period capital accounts have risen faster than the increase in profits,
so that the increase in the current rate of profit on capital account
over that -for the 1947-52 period actually tends to understate the in-
creased profitability of banks. )

The ratio of dividends to capital accounts for the 1953-55 period has
risen from 3.7 to 3.9 percent, for an average of 3.8 percent. In the
1947-52 period the ratio of dividends to capital accounts averaged
3.5 percent.

Rates of income for insured commercial banks on their holdings of
United States Government obligations rose from 1.80 percent on each
$100 in 1952 to 2.09 percent in 1955. This increase was greater than
that for the 6-year period 1927-52, when average rates of income of
insured commercial banks on United States Government obligations
rose from 1.54 percent per $100 to 1.80 percent. In 1955, the average
rate of income received by commercial banks on their holdings of
United States Government obligations was more than a third higher
than in 1947. In contrast, their average rates of income on other
securities in 1955, 2.15 percent per $100, was lower than the 2.16 per-
cent for 1947.

Mr. Martin, will you please supply us with 2 memorandum on the
Federal income taxation of commercial banks? We want you to do
that. We would like the memorandum to describe the general pro-
visions under which those banks are taxed, as well as any provision
of the code which have special application to commercial banks.

We are particularly interested in the code’s provision with respect to
determination of income and tax consequences when premiums or dis-
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counts on bonds including tax-exempt bonds, are involved, and the
treatment provided when gains or losses are realized upon the dis-
position of bonds.

Do those provisions of special applicability involve significant rev-
enue losses for the Government? Are these provisions, in your opin-
jon, likely to affect the decisions of portfolio managers in such a way
that the Government bond market as a whole is influenced for tax con-
sideration as such?

Do the standards applied by the examining agencies in respect to
the handling of discounts, premiums, losses, and recoveries conform
to the requirements of the Internal Revenue Service?

Those are the questions, generally, we would like to have answered.
But we would like to have a complete study. And I think it is
appropriate to ask you that now, in view of the fact that you do not
seenlai to be clear on what the tax situation is concerning the commercial
banks.

Are you willing to furnish us that information, Mr. Martin$

Mr. Marrin. I will do the best I can. I will consult the Treasury
on it, because it is primarily a tax problem.

Chairman Parmax. I know, but you people have the information
over there.

Mr. MarTiN. I will try to get the best memorandum that I can for
you on that, but it will take a Iittle time to prepare it. I want to point
out that taxation is not our field.

(The requested memorandum on Federal Income Taxation of Com-
mercial Banks appears just below at the conclusion of the record of
the morning session.)

Chairman Parman. I understand. There seems to be—I do not
claim that you are dodging it; I am not making that charge at all—
but you are pretty quick to point that out. And you do have a lot
of power of which you do not say much about. That is where I argue
with you.

- I want to read you a communication I have just received from a place
in California:

In connection with your current probe of tight-money situation, let me urge
legislators to investigate unfairness of FHA law.

While buyers of houses are protected by law, through law stating they can
pay no more than 1 percent premium to lending agencies, sellers have no such
protection. Result is, in present emergency sellers are in vulnerable position and
easy prey for mortgage companies who charge sellers exhorbitant discount rates
for providing money.

This is manifestly unfair and highly inflationary. Why should sellers have to
pay 8 percent to procure money for sale of property which is security enough
through intrinsic worth.

Further, let me suggest that someone in Washington is leaking advance news
of rate hikes, thus encouraging lenders to stall in negotiations.

Now, of course, you can say that that is FHA, that you have not con-
trol over it; which is correct. But you have control of the tight money
that is causing these people to charge the sellers even 8 percent in order
to sell their property.

In addition to getting the mortgage, selling at a discount, some-
times as low as 10 and 12 percent—in some cases 14 percent discount;
I have heard of those—they are making the sellers pay a discount, too.

The law protects the veteran buyer. He cannot pay more than 1
percent.

85560—57——8



110 MONETARY POLICY: 1955—56

But since the law is protecting the veteran, they go over and make
the seller to the veteran pay.

That looks to me like against conscience. Something ought to be
done about that. I don’t know whether you can do anything except
to maybe loosen up on this money a little bit, because we have had an
awful drought in this country, down through the Middle West. And
it is a terrible thing,

And we don’t have, and we haven’t had, much rainfall. We have
not had much water there. And we are suffering.

But other sections of the country are not suffering from the drought.
That is the way it is with this money. We have a drought of money
in certain sections only.

In New York they have plenty of money. The big business fellows
can get all of the money they want for plant expansion. But the
little fellows out over the Nation, they are’in a drought, a very severe
drought, a money drought.

I just hope tomorrow, instead of raisin% the discount rate again, I
hope that you will do something about relaxing it, I mean, relaxing
the tension and let us have a little easier money.

It is about 12 o’clock. Do you have the Manager of the System

open market account here? Maybe I should ask Mr. Hayes that?
Mr.Havzs. He is here, Robert G. Rouse.
Chairman PatyaN. He will be here this afternoon ¢
Mr. Haves. Yes, he will.
Chairman PatmaN. We want to ask him some questions.
ﬂ;Without objection, we will stand in recess until 12 o'clock this
afternoon.

(Thereupon, at noon, the committee stood in recess, to reconvene
at 2 p. m., this day.)

SUPPLEMENTARY QUESTION ON FEDERAL INCOME TAXATION OF
COMMERCIAL BANKS

. Question: Will you please supply us with a memorandum on the Federal income
taxation of commercial banks? We would like the memorandum to describe the
general provisions under which those banks are taxed, as well as any provisions
of the code which have special application to commercial banks. We are par-
ticularly interested in the code’s provision with respect to determination of
income and tax consequences when premiums or discounts on bonds, including
tax-exempt bonds, are involved, and the treatment provided when gains or losses
are realized upon the disposition of bonds. Do those provisions of special appli-
cability involve significant revenue losses for the Government? Are these pro-
visions, in your opinion, likely to affect the decisions of portfolio managers in
such a way that the Government bond market as a whole is influenced by tax
considerations as such? Do the standards applied by the examining agencies in
respect to the handling of discounts, premiums, losses, and recoveries conform
to the requirements of the Internal Revenue Service?

~Answer: Federal income taxation of commercial banks and the problems arising
from such taxation form a highly technical area of Federal tax policy. This
particular segment of Federal economic policy is not, of course, the primary
responsibility of the Federal Reserve System but rather is the province of the
United States Treasury and of Congress. These provisions of the Internal
Revenue Code, however, do have some bearing on Federal Reserve actions. Our
comments regarding the extent to which these tax provisions have an impact
on problems faced by the Federal Reserve were set forth to you 'in my letter of
November 4, 1955, in response to your query of October 17, 1955. At that time
we also furnished you a memorandum giving some background information re-
garding the tax treatment of commercial bank capital gains and losses in Govern-
ment securities. A supplementary memorandum prepared by the Treasury De-
partment is attached which describes the technical features and answers some
of the questions you pose.



MONETARY POLICY: 1955—56 111

The tax treatment accorded bank capital gains and losses, as mentioned in
the accompanying memorandum, does have some effect on the decisions of por-
folio managers and at times these decisions do have some effect on the action
of the Government bond market. As we stated to you in our letter of November
4, 1955, the present provisions of the Internal Revenue Code no doubt make
gsome banks less reluctant than they otherwise would be to sell securities on
which they have capital losses and shift into other assets. The possibility of
using net capital losses to offset fully ordinary operating income and of simul-
taneously establishing a new low potential capital gains base encourages switch-
ing activity in the Government securities market and thus increases the volume
of trading. This is especially the case in periods, such as the present, when
low bond prices (relative to recent years) coincide with the end of the year and
many commercial banks act to establish a loss position in their bond portfolios.
When a bank engages in this type of operation its total holdings of securities
are unchanged. However, commercial banks may also be encouraged by these
tax provisions to undertake the sale of United States Government securities
without an offsetting purchase of some other issue. They then are able to acquire
some other asset such as a higher yielding commercial loan, the securities sold by
the banks being purchased in large part by other investors. This kind of activ-
ity has also been characteristic during the current business upswing and has per-
mitted the banks to be quite responsive to cyclical credit needs in channpeling
funds from savers to those seeking funds.

It should be pointed out, as mentioned in our letter of November 4, that the
sale of Government securities by banks does not add to the total reserve base
or credit-extending capacity of the banking system, except when the securities
sold are purchased by the Federal Reserve. Sales to other banks or to nonbank
investors result in the shifting of reserves among banks, although sales to
nonbank investors may reduce deposits and required reserves, thus making pos-
sible new extensions of credit in an amount corresponding to the securities
sold.

With respect to the handling of discounts, premiums, losses, and recoveries on
securities, the Internal Revenue Service and examining agencies follow sub-
stantially the same standards, for example, with respect to bonds bought at
a discount, neither permits a writeup above cost. It should be noted, however,
that with respect to bonds purchased at a premium, examining agencies insist
that the premium be charged off or amortized on a consistent and reasonable
basis to maturity or to date of sale. For tax purposes, Internal Revenue Service
permits the taxpayer to report the difference between cost and the maturity
or sales price of wholly taxable bonds as a loss or gain, or to amortize the
premium over the period to maturity or earlier call date. For tax-exempt
gecurities an adjustment must be made in the basis of the bond as described in
the Treasury memorandum.

SUPPLEMENTARY MEMORANDUM
FEDERAL INCOME TAXATION OF BANKS

I. INTRODUCTION

Banks, as corporations, are taxed on their income under the provisions of the
1954 Internal Revenue Code applicable to corporations generally. For the most
part, banks are treated in the same manner as other corporations in regard to
the major aspects of corporate income taxation, such as tax rates, the kinds
of income reported, the type of deductions permitted, and the treatment of gains
and losses on capital assets other than bonds and other evidences of indebtedness.

There are only a few sections of the law that are specifically directed to banks.
In subchapter H, chapter 1 of the 1954 code, relating to banking institutions,
sections 581-584 set forth rules of general application to banks, including the
definition of a bank, the treatment of losses on securities held by a bank, the
deduction by banks of amounts paid to the Federal Government on certain
preferred stock owned by the Government, and the treatment of common trust
funds,

Sections 591-594 of subchapter H establish special rules for mutual savings
banks, cooperative banks, and domestiec building and loan associations with
respect to deductions for dividends paid on deposits (similar to the deduction
for interest paid on savings deposits by commercial bapks), deductions for
repayment of certain loans made by the Federal Government before 1952, the
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treatment of bad debt reserves, and the provision of an alternative tax for mutual
savings banks conducting life-insurance business.

The remaining specific bank rule, section 601, relates to a special deduction
for bank affiliates.

In addition to the specific provisions of subchapter H, there are several sec-
tions of the law which apply to corporations generally but which have special
importance for banks as a result of their particular economic function. These
sections relate to the treatment of bad debts in the case of commercial banks
(sec. 166 and the regulations), the amortization of bond premiums (sec. 171),
the nonrecognition of gain or loss on exchange of property (sec. 1031), and
the treatment of bonds bought at discount (sec. 1232).

II. TAX PROVISIONS OF SPECIAL IMPORTANCE TO BANKS

A. Resgerve for bad debis

On the basis of section 166, banks and other taxpayers may deduct from gross
income wholly or partially worthless bad debts in the year the losses are
sustained. As an alternative, the taxpayer may establish a reserve for bad
debts and take a current deduction for reasonable additions to such a reserve.

The principal use of the reserve method by banks is in connection with ac-
counting for losses on loans. The regulations supporting section 166 prescribe
two methods of determining the annual additions to bad-debt loan reserves.
One method is based on a 20-year moving average (including the taxable year)
of the ratio of actual losses on loans to total loans. The alternative method,
which involves a similar set of computations, is based on a bad-debt ratio de-
rived from the loss experience of any 20 consecutive years since 1927. Under
both methods the current addition to the reserve is determined by multiplying
the bad-debt ratio (average of losses to loans over the given period) by the
loans outstanding at the end of the taxable year to obtain the maximum tenta-
tive reserve addition. The actual addition is either this amount or any smaller
amount which will make the reserve at the end of the taxable year equal to
three timesg the maximum tentative reserve addition. Thus the current addi-
tions to bad-debt reserves are directly limited and the reserve itself is limited
indirectly.

The moving-average reserve method was first provided in 1947 and the alterna-
tive fixed-period method was authorized in 1954. The latter method, insofar
as it allows the banks to use a larger bad-debt ratio than the moving-average
method, results in larger current additions to reserves and total reserves. A
bank on the moving-average method is allowed to switch to the fixed-period
method without obtaining the Commissioner’s permission. If a bank is on
the fixed-period method, it may elect to use any 20 consecutive years and, conse-
quently, may change from one set of years to another at any time without
permission.

In addition to bad-debt reserves against loans, banks—as distinct from other
corporations—may elect as a result of section 582 (a) to treat bonds and other
evidences of indebtedness with interest coupons or in registered form as bad
debts if they become wholly or partially worthless. This allows the banks
ordinary loss treatment on such securities either as a current deduction or as a
reasonable addition to bad-debt reserves for bonds. Specific reserve methods
are not prescribed in this case but any reserve for losses on bonds may not
merely reflect market fluctuations in bond prices.

B. Worthless stock in afiliated banks

Under section 582 (b) a bank is allowed to treat worthless stock in an
affiliated bank as ordinary loss, provided the bank owns directly at least 80
percent of each class of stock of the other bank. This provision represents a
change made in 1954 from prior law. According to the report of the Senate
Finance Committee :

“Under present law (1939 code), losses on completely worthless stock or
securities owned in an affiliated corporation are allowed as an ordinary loss
if 90 percent of the aggregate gross income of the affiliated company for all
taxable years was derived from sources other than investment income. In
the past banks have not qualified for this tax treatment because most of their
income is derived from investment sources. .

“Both versions of the bill (H. R. 8300) remove this restriction in the case
of banks by treating stock held in an affiliated bank as a noncapital asset. This
provigion places banks on a parity with other business corporations. Although
the principal qualification of other types of business affiliates entitled to such
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tax treatment is noninvestment income, this rule was adopted to limit the
tax benefits to companies whose affiliates were engaged in the same general type
of business as the parent, rather than those used as a dumping ground for un-
‘ desirable investments. Since loans and investments are the stock in trade of
banks, it appears discriminatory not to allow banks a similar opportunity to
take an ordinary loss on worthless stock in an affiliated company.”

C. Gains and losses on bonds and other evidences of indebtedness

Banks, unlike other corporations, are allowed by section 582 (¢) ordinary loss
treatment on the sale or exchange of bonds, debentures, notes, or certificates, or
other evidences of indebtedness, issued by any corporation (including one issued
by a government or political subdivision thereof), with interest coupons or in
registered form, if such losses exceed the gains of the taxable year from sales or
exchanges of such securities. On the other hand, if in the taxable year gains on
sales of bonds exceed losses on such sales, the net gain is subject to tax as a
capital gain at a 25 percent rate.

This treatment is substantially the same as that permitted under section 117 (i)
of the 1939 code, which came into being with the Revenue Act of 1942. The
justification for section 117 (i) advanced at the time was that bonds were a
necessary type of investment for banks. Moreover, section 117 (i) parallels the
treatment under section 117 (j), which was enacted at the same time, and relates
to depreciable and other real property used in a taxpayer’s trade or business and
held for more than 6 months, except for property includible in inventory or held
primarily for sale to customers.

Section 1031 (a) also relates to gains and losses and provides, generally, that
on exchanges of property held for productive use or for investment no gain or
loss shall be recognized, but an exception is made for exchanges of stock in
trade, bonds and other evidences of indebtedness, and equities. It is this ex-
ception which is of interest to banks since it means that on any exchanges of
bonds at a gain or loss, the gain or loss will be recognized. Gain on exchange of
bonds would be taken into account as capital gain. Losses, on the other hand,
would be treated as ordinary losses provided the conditions of section 582 (c)
were met, i. e., total losses exceeded total gains.

1t should be recognized, however, that insofar as losses on exchanges of bonds
are concerned the key provision is section 582 (c). In other words, as long as
section 582 (c) allows banks ordinary loss treatment on the sale or exchange of
bonds, provided losses exceed gains, it is immaterial that section 1031 (a) states
in a negative manner that gains or losses on such exchanges will be recognized.

Estimates of the revenue effects of allowing banks full deductions as ordinary
loss for net losses on sales of bonds, debentures, ete., will vary with the assump-
tions made. The latest available data from the corporate Statistics of Income
for 1953 show the item “Net Loss, Sales Other Than Capital Assets” as reported
by banks and trust companies to tbe $212 million, of which $197 million was re-
ported by those with net incomes. The bulk of this item is assumed to be losses
on sales or exchanges of bonds. In the absence of the provision for deduction
as ordinary loss, it may be assumed that this amount of capital loss could be
offset against capital gaing currently or through a loss carryover to other years.
The net effect of the ordinary loss treatment is thus to allow a deduction effective
against income at a rate of generally 52 percent rather than 25 percent, or a
differential of 27 percent. Thus, for 1953, there would have been a maximum
revenue effect of $53 million, on the assumption that the same volume of sales
and exchanges would have been transacted in the absence of ordinary loss treat-
ment. If, however, it were assumed that without this tax treatment, the volume
of loss on sales and exchanges would have been substantially contracted, as is
probable, the revenue loss would, of course, be commensurately smaller.

D. Amortization of bond premiums

In purchasing bonds for investment purposes, banks at times buy bonds at a
premium, equal to the excess of a bond’s purchase price over its redemption price.
Under section 171, banks and other taxpayers are allowed to amortize the bond
premium to maturity or earlier call date and to deduct from income in each
taxable year the portion of the premium amortized in that year. By this pro-
cedure the premium ig gradually recovered over the remaining life of the bond.
In effect, this provision provides an appropriate current adjustment of the inter-
est to its approximate real amount.

The bond premium amortization rule applies, however, only to bonds the
interest on which is wholly or partially taxable. Tax-exempt bonds, as is the
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case with municipal bonds, are specifically excluded from the provisions of
section 171,

A distinction is also made between callable and noncallable bonds in connee-
tion with the period over which the premium may be amortized. As noted above,
the premium may be amortized to maturity or earlier call date, except that in
the case of wholly taxable bonds issued after January 22, 1951, and acquired
after January 22, 1954, the premium may be amortized to the nearest call date
only if that date is more than 8 years from the date of original issue, Therefore,
bonds with a very short ecall feature, such as 30-day callable bonds, may not now
be used as vehicles of tax abuse as was the case under prior law.

When a bank or other taxpayer amortizes bond premiums, a compensating
adjustment of the basis of the bond must be made to insure that a double deduc-
tion of the preminm does not occur; that is, to insure that there is not a loss on
sale or redemption of the bond attributable to the amortized portion of the
premium in addition to the deduction for the amortization of premium. Even
though tax deductions for amortization of premiums on tax-exempt bonds -are
not allowed, the adjusted basis of such bonds must be reduced over time as if
the premium were being amortized. The reason is, of course, that if reduction
of basis of tax-exempt bonds bought at a premium were not required, losses
would arise on sale or redemption of the bonds (attributable to the premiums),
a result inconsistent with the rule that premiums on tax-exempt bonds cannot
be amortized and deducted currently.

The general rules relating to premiums on tax-exempt bonds applicable to
investors are also applied to banks and others who are dealers in tax-exempt
securities, except where a dealer buys short-term municipal bonds at a premium
which are disposed of within 80 days of purchase or the bonds’ earliest maturity
or call date is more than 5 years from the purchase date. The effect of these
exceptions is to allow the dealer to realize an ordinary loss upon sale or redemp-
tion of such bonds. Recently the staffs of the Joint Committee on Internal
Revenue Taxation and the Treasury Department recommended to the Subcom-
mittee on Internal Revenue Taxation of the Committee on Ways and Means that
the 80-day and 5-year rules be removed so as to treat dealers and investors in
tax-exempt bonds in the same manner.

E. Bonds bought at discount

Section 1232, relating to bonds and other evidences of indebtedness, is another
general provision of the code in which banks as substantial purchasers of bonds
have an interest. Specifically, this section states, in part, that a portion of
any gain realized on taxable bonds bought at a discount and which were origi-
nally issued at a discount will be taxed as ordinary income,

To summarize briefly, when a bond is issued at a discount, the difference
between the bond’s issue price to the public and its redemption price at maturity
is called the original issue discount. Any gain on sale of the bond which repre-
sents recovery of this discount is taxable as ordinary income and gain in excess
of the discount is treated as capital gain. Where a bond is sold before maturity
the original issue discount is spread pro rata over the entire life of the bond.
This procedure reduces the amount of the total discount which is recovered as
ordinary income at the time of sale. In connection with the computation of
original issue discount, it should be noted that where the discount is less than
one-fourth of 1 percent of the redemption price multiplied by the number of
complete years to maturity, the original issue discount is deemed to be zero.
Thus, any gain realized by the bondholder would be a capital gain. This rule
serves to eliminate cases in which the ordinary income part of any gain is likely
to be very small.

F. Deduction of dividends paid on certain preferred stock

According to section 583, which conforms substantially to section 121 of the
1939 code, the dividends a bank pays on its preferred stock owned by the United
States or any instrumentality thereof which is exempt from Federal income
tax are deductible from gross income. This provision reflects the fact that
at times certain Federal agencies advance funds to banks in financial difficulties
(iin exﬂmnge for preferred stock in order to sustain the banks and to protect the

epositors.

Q. The treatment of common trust funds

Banks often establish common trust funds for the collective investment and
reinvestment of funds placed in their care as trustees, executors, administrators,
or guardians. Sectlon 584, which relates to the tax treatment of such trust
funds, provides, essentially, that a common trust fund shall not be considered
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a corporation and that the income of the trust fund shall be taxable in the hands
of the individual participants. In other words, the common trust fund is viewed
as a conduit and is treated more or less like a partnership.

H. 8pectal deduction for bank affiliates

A holding company affiliate of a bank is allowed by section 601 a special
deduction in connection with the computation of accumulated taxable income
and undistributed personal holding company income. The deduction is allowed
in the amount of earnings or profits of the affiliate which, in compliance with
the law, has been devoted during the taxable year to the acquisition of readily
marketable assets other than bank stock. To obtain this deduction, the Board
of Governors of the Federal Reserve System must certify that such an amount
of the earnings or profits of the holding company has been devoted to the
prescribed use. ’

This section of the 1954 code corresponds substantially to section 26 (d) of
the 1939 code.

AFTERNOON SESSION

Chairman Parmaw. The committee will please come to order.
Is the manager of the open market account available now?
Mr. Rouse. Yes, sir.

STATEMENT OF WILLIAM McCHESNEY MARTIN, JR., CHAIRMAN,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM; AC-
COMPANIED BY ALFRED HAYES, C. CANBY BALDERSTON, J. A.
ERICKSON, W. D. FULTON, DELOS C. JOHNS, A. L. MILLS, JR,,
OLIVER S. POWELL, J. L. ROBERTSON, CHARLES N. SHEPARDSON,
AND M. S. SZYMCZAK, MEMBERS OF THE FEDERAL OPEN MARKET
COMMITTEE; AND ROBERT G. ROUSE, MANAGER, SYSTEM OPEN
MARKET ACCOUNT—Resumed

Chairman PatmMan. Give your name to the reporter, if you please.

Mr. Rouse. Robert G. Rouse.

Chairman Patman. Is Mr. Robert V. Roosa in your office?

Mr, Rouse. He is a vice president of the Federal Reserve Bank of
New York, and presently in charge of research and statistics. He
was associated with me in the open market function until com-
paratively recently.

Chairman Patman. You are acquainted with his book?

Mr. Rouse. Yes.

Chairman Patman. I think it was written on Federal Reserve Op-
erations in the Money and Government Securities Markets. He was
with the Open Market Committee quite a long time, was he not ¢

Mr. Rouse. Yes, he was with the function for approximately 3
years. He is still interested in it, of course, as an economist.

Chairman Patman. You have complete charge of what you call
the open market account for the New York Federal Reserve Bank?

Mr. Rouse. Yes. sir; I am manager of the account.

Chairman ParaanN. And you were selected by Mr. Hayes of the
New York Federal Reserve Bank, or by the Board of Directors?

Mr. Rouse. I was selected original{y by Governor Harrison and
Allan Sproul in November 1939, approved by the directors of the
bank, and approved by the Federal Bpen Market Committee,

That was an annual process thereafter, and it has been carried out
through March of this year, when I was last selected and approved
by the Committee.
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Chairman Parman. You are employed by the bank?

Mr. Rouse. I am a vice president of the bank.

Chairman PaTtman. Ang approved by the Open Market Committee?

Mr. Rouse. Correct, sir.

Chairman Parman. Including the Federal Reserve Board ?

Mr. Rouse. Yes, sir.

Chairman Parman. Where do you get your pay ¢

Mzr. Rouse. From the Federal Reserve Bank of New York.

Chairman ParamanN. From the Federal Reserve Bank of New York.
You are hired and paid by the Federal Reserve Bank of New York?

Mr. Rouse. That is right, sir. C

Chairman Parsran. In your operations in connection with the
open market, you buy and sell Government securities for all the 12
Federal Reserve banks?

Mr. Rouse. That is correct.

Chairman ParstaN. Under the 1935 act, no other bank has any
right to buy or sell securities, but each bank is obligated to carry out
instructions from you?

b Mr. Rouse. They are obliged to sell or buy as the account sells or
uys.

%hairman Paraan, When you buy, say, a million dollars worth of
Government securities, you give a check on some bank, do you not ?

Mr. Rouse. We give our own check.

Chairman Patman. You give a check on the Federal Reserve Bank
of New York?

Mr. Rouse. Yes, sir.

Chairman Patman. How do you allocate that million dollars among
the 12 Federal Reserve banks?

Mr. Rouse. It is in accordance with the daily averages of the total
resources of each bank, pro rata.

Chairman Parman. In other words, you will determine the daily
average of the resources, value of the resources, of each bank, and
then that million dollars will be allocated to each bank in proportion ?

Mr. Rouse. That formula was adopted by the Federal Open Market
Committee. Thisis done annually. As of February 28, or some such
date, we each year allocate the securities if, by reason.of the applica-
tion of that formula each day, or each day that a transaction takes
place, some variance has developed during the year; and the .Com-
mittee has the opportunity to reassess the propriety of that formula
at any time that 1t sees fit.

Chairman Patmawn. If there is any—in other words, if it is not
properly balanced, you make the adjustment at the end of the year?

Mr. Rouse. The Committee authorizes an adjustment in the formula.

Chairman PaTaman. If it is necessary for New York banks to trans-
fer bonds to, say, Dallas, Tex., Dallas, Tex., will send you Federal
Reserve notes to pay you for them? :

Mr. Rousk. It is done through the interdistrict settlement fund.

Chairman PatmaN. Now then, suppose you should buy ‘a- million
dollars worth of bonds from the Dallas bank, and the Dallas bank
said, “I want Federal Reserve notes in payment of these bonds, a
million dollars,” how would you go about getting those notes delivered
to the Dallas bank? .

Mr. Rouse. We have never had that question come up, Mr, Patman.

Chairman Patman. I beg your pardon?
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Mr. Rouse. That is a new—I don’t think I understand your
question.

Chairman Patman. Well, you see, these Federal Reserve notes, of
course, are printed by the Bureau of Engraving and Printing here in
Washington. In some way you get that million dollars worth of
Federal Reserve notes to pay that Dallas bank. How would you get
those notes? How would you get them away from the Bureau of
Engraving and Printing?

How would you get them delivered to the New York Federal Re-
serve Bank for that purpose?

Mr. Rouse. Itis a%oo keeping transaction through the interdistrict
settlement fund, I believe, which is carried out at the Board of Gov-
ernors’ office.

Chairman Paryvan. In practice, it is a bookkeeping operation. But
the truth is, all the bonds that you have—and you have about $25
billion worth of bonds, do you not?

Mr. Rouse. Something less than that; yes, sir.

Chairman Patman. About 24 or 25%

Mr. Rouse. About 24.

Chairman Parman. Every one of those bonds have been bought,
not on the resources of the Federal Reserve banks, but on the credit
o}fl the N’lation by exchanging Federal Reserve notes for them, have
they not?
ful\%r. Rouse. Yes; they are bought by the—out of Federal Reserve

nds.

Chairman Parman. Noj you are mistaken there, are you not? You
do not say that they are bought with Federal Reserve funds. The
money is created by those bonds. Do you not understand that?

Mr. Rousk. I