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SHOULD REQUIREMENTS WITH RELPECT TC THE

SELECTION OF REZERVE BANK DIRECTOXS BE CHANGED?

INTRODUCTION

The framers of the Federal Reserve Act of 1813 deliberately
rejected the concept of a single central bank with branches, Instead,
they provided for a central banking "system'' with two salient character-

isties: (1) decentralization, achieved by a division of the country

into 12 reglons or districts and the establishment in each district of
a separately incorporated and relatively autonomcous Federal Reserve

Bank, and (2) a blend of governmental and private interests, reflected

principally by provisions under which the privately organized member
banks Iin each district own the stock of the district Reserve BRank and
elect six of its nine directors while the Board of Governors of the
Federal Reserve System, an agency of the Federal Govermment, appoints
three of such directors and exercises 'general supervision' over the
Reserve Banks, Regional decentralization and a combimation of public
and private interests are unique and important hallmarks of the Federal
Reserve System, This paper deals with one of these hallmarks - the
Bdministration of the affairs of each Reserve Bank by a board of di-
rectors selected partly by the member banks and partly by the Board

of Governors,

Undet the law, the nine directors of each of the 12 Reserve

Banks are evenly divided into three classes, desigoated as A, B, and
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Cs The class A and class B directors are elected by the member banks

of the district; the class C directors are appointed by the Federal
2/
Reserve Board, Class A directors must be “representative of the
Kl

stock~holding banks' and in practice they are usually officers or
directors of such banks, Class B directors must be "actively engaged

in their district in commerce, agriculture or some other imdustrial
4f
pursuit”,  and they may not be officers, directors, or employees of
5/

banks, Class C directors are not subject te any occupational require-
ment; but they may not be officers, directors, employees, or stockholders
of banks, and they must have been residents for two years of the district
of the Reserve Bank to which they are appointed.éf One of the class C
directors is designated by the Federal Reserve Board as chalrman and/
Federal Reserve agent and another is designated as deputy chairman.z

For purposes of electlons of class A and class B directors,
member banks are required to be classified by the Federal Reserve Board
into three groups, each to consist "as nearly as may be of banks of

8/

similar capitalization",  An elaborate electlon procedure 1s prescribed

i7_ Federal Reserve Act, § &4, ¢ 9 (12 v,S8,C, 5 302),
2/ 1d., § 4, §¥ 10-12 (12 U,5.C. § 302).

§ 4, ¢ 10 (12 U,5.C, § 302).

§ 4, ¢ 11 (12 v.8.C, § 302).

-5/ 1d4,, § 4, ¢ 14 (12 U.5.C, § 303),

/ 1d., § 4, 9¢ 15, 20 (12 v,$.C, §§ 303, 305).
2/ 1d., 5 4, ¢ 20 (12 U,S.C. § 305).

o, § 4, ¥ 16 (12 U,5,C. § 304).
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under which each member bank annually nominates and votes for one
class A director and ane class B director.gx

Over the years, it has been suggested from time to time that
the selection of six of the nine directors of the Reserve Banks by the
member banks, like the ownership of Reserve Bank stock by the member
banks, gives rise to the impregsion that the Reserve Banlks are owned
and controlled by private bankers., It has also been suggested that,
since the board of directors of each Reserve Bank appoints the Bank's
president and since the Reserve Bank presidents are members, om a ro-
tating basls, of the Federal Open liarket Committee, the member banks
have an ilnfluence upon the determination of national monetary policies,
Such suggestions, whether valld or not, ralise a question whether the
manner of selection of Reserve Bank directors should be changed -
whether, for example, a majority of such directors should be selected
by the Federal Reserve Board rather than by the member banks,

Even Lf there is no need for a change in the present arrange-
ment for election of six of the nine Reserve Bank directors by the
member banks, questions may be raised regarding othexr provisions of
the law relating to the selection of directors, For example, is the
statutory procedure for the classification of member banks for purposes
of elections of class A and class B directors an equitable and appro-
Priate procedure? Are the '"occupational" requirzments imposed with
‘ Tespect to class B directors necessary and, 1f so, should they be

3, ¢larified? Should any change be made in the restrictions imposed upon

.8 4, 99 16-19 (12 U.5.C, § 304),
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class B and class C directors with respect to connections with banks?
Should the "residence' requirement imposed upon class C directors be
repealed or should a residence requirement be imposad upcn all directors?

This papexr does not purport te provide definitive answers to

all of these questions, Its purpose is simply to re-examine, in the
f;i light of the experience of more than half a century, statutory pro-
visicns regarding the selection of Reserve Benk directors that have
never been substantially changed, and to stimulate thinking as to

whether any changes in these provisions are desirable, At the risk

of being unduly lenzthy, the paper attempts to ccllect in one document
most, although certainly not all, of the statements bearing upon the
questions above raised that have been made in the past by members of

Congress, Federal Reserve officials, bankers, and economists,
i THE ROLE OF RESERVE BANK DIRECTOR

Whether the functions of Reserve Bank directors should be

changed is beyond the scope of this paper, That gquestion, which might

include consideration of changes in the part played by the directors

in the establishment of the Federal Reserve discount rate, or even
10/
the need for Reserve Bank directors at all, could be the subject

10/ With respect to Reserve Bank directors, Professor Norman F, Keiser
stated 1in 1963:

", + . The makeup of the boards of directors, , ,may not
be particularly significant since it would, under present cir-
cumstances, be possible and reasonable to cowpletely abolish
them; they are not really necessary," Compendium on Monetary
Policy Guidelines and Federal Reserve Structurc, a print of

the Subcommittee on Domestic Finance of the House Parking and
Currency Committee (90th Cong,, 2d Sess,, Dec. 1968), p. 349,
[This document {s hereafter cited as 1960 Cempevdiun,]
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of a separate study, However, as a basis for considering possible

k- changes in the law with respect to the selection of such directors -

the limited subject of the present study, it is desirable to have in

mind an understanding of the role of Reserve Bank directors as contem-
plated by the framers of the Federal Reserve Act and as that role is
regarded today,

In general, the functions of leserve Banl directors fall
into three categories:; (1) administration of the internal, local
affairs of the Rescrve Banks, (2) participation in the comsideration,
formulation, and interpretation of national monetary and credit policies,
and (3) acting as a "link" between governmental and private Interests,

The first is entirely statutory; the second is partly statutory and

partly nonstatutory; the third has no statutory basis, but it may well

be the most important,

Adwinistrative functicns

The administrative functions of leserve Bank directors are
generally similar to those of directors of any commercial bank or of
any private corporation, The original Federal Rescrve Act apparently
contemplated, as stated in the Glass version of the bill, that the
powers of such directers would "be the same as those conferred upon
the boayxds of directors of national banking associations under exist=-

11/
ing law," In the Senate, the Owen bill omitted specific reference

A1/ Report of House Bankinz and Currency Committece on Orisinal Federal
- Reserve Act (Rept, ilo, 69, 63d Cong,, lst Sess,, Sept. 9, 1913}, p. 113,
[This document is hereafter cited as House neport on Original Act,]
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to the powers of directors of national banks, but it provided that
each Reserve Bank should be conducted under ""the supervision and con~
trol of & board of directors” that should 'perform the duties usually
appertaining to the office of directors of banking associations and
all such duties as are prescribed by law.”£g/ This language became
part of the original Act and remains unchanged in the law as still
in force.lg/

Supplementing this general provision regarding the duties
of Reserve Bank directors, the original Federal Reserve Act authorized
each Rescrve Bank, 'by its board of directors', to appoint officers,
define their duties, and dismiss them "at pleasure'", and to prescribe
by-laws regulating the manner in which the Reserve Banks' general busi-
ness may be conducted.l&/ It further authorized each Reserve Bank,
"by its board of directors, or duly authorized officers or agents",
to exercise all povers specifically granted by the Act and such inci-
dental powers as should be necessary to carry on the business of
banking within the limitations prescribed by the Act.lé/ These pro-
vislons likewise have remain unchanged since 1913, with one exception:

16/
in 1935, the law was anended to provide that the president of each

12/ Report of Senate Banking and Currency Committee on Oripinal Federal
Reserve Act (Rept, IHo. 133, Part 2, 63d Cong., lst Sess., Nov, 22, 1913),
P. 38, [This document is hereafter cited as Senate Reporxrt on Oripinal
Act.]

13/ Federal Reserve Act, § &, ¥ 7 (12 U.5,C. § 301).
/ Id., § 4, 9 4, subpars, "Fifth" and "Sixth" (12 U.S.G. § 341),

15/ 1d., § 4, ¢ &, subpar, "Seventh" (12 U.0.C. § 341),

16/ By the Act of Aup, 23, 1935 (49 Stat, 703).
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Reserve Bank shall be its 'chief executive officer" and that the
president and first vice president shall be appointed for five-year
terms subject to the approval of the Board of Governors, Finally,
the Federal Reserve Act includes an adwonition that some members of
Congress 1n 1913 considered unnecessary, It charpes each Reserve
Bank board of directors with the duty of aduninistering the affairs
of such Bank "fairly and impartially and without discrimination in
fayor of or against any wember bank or banks.”ll/

In one important respect, the adwinlstrative powers and
dutles of Reserve Danlt directers differ from those of commercial
banks and other private corporations, The Reserve Banks are operated
solely for public purposes and not for private profit, Thelr opera-
tions are subject to the '"general supervision' of the Board of Gov-

18/
ernors, thelr directors and officers are subject to removal by

19/
the Board of Governors, the salaries of their officers and employces
20/
are subject to the Board's approval, and the Board has regulatory

authority with respect to various operations of the Reserve Banks,
21/
e,gz,, discounts and advances and the collection of checks,

‘Within these limitations, however, the directors of a Reserve

Bank have significant management responsibilities, Thelr appeintment

17/ Federal Reserve Act, § &4, § 8 (12 U,5.C, § 30L).
18/ 1d., § 11(3) (12 u.S.C, § 248(3)).
19/ 1d., § 11(f) (12 U.5.C. § 243(f)).
20/ 1d., § 4, Y 22 (12 U.S.C. § 307).

21/ 1d,, § 13, 99 10, 13; § 16, ¢ 14 (12 U,5.C. § 3472 and § 248(0)).
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of the Bank's president has special significance because the president
is not only the Lanl's chief executive officer but is also, in rotation,
a member of the Federal Open larket Committee, a Federal agency that has
a prominent role in the formulation of menetary policies, FEqually im-
portant is their duty to provide for 'managewent succession" - the
selection of capable officers who one day will be able to take over
" the top positions in the Bank, Of only slightly less importance is
their responsibility to see to 1t that each department of the Rescrve
Bank 1s operated under capable management and is adequately staffed.
Apart from personnel matters, the Reserve Bank directors
have other responsibilities that are similar to those of directors of
private corporations, They must make decislons, for example, with
respect to the various operational functions of the Bank, such as the
collection of checks, discounts and advances, distribution of coin and
currency, and fiscal agency operations, and with respect to such matters
as the construction of new builldings for the Reserve Bank and its branches,

Monetary and credit policy functions

In the area of monetary pollcy, Reserve Bank directors have
only vaguely defined but nevertheless important respensibilities. CUne
of the most important relates to the fixing of Reserve Bank discount

rates, It is interesting to note that the lawv has never speclifically

required the directors themselves to fix such rates; it provides only

that ecvery Reserve Dank ''shall have power, . .to establish" such rates,
22/
subject to ''review and deternmination' by the Doauvd of Covernors,

22/ 1d,, § 14(d) (12 U,S.C. § 357),

e Rt
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! This function could be performed through '"duly authorized" officers of
the Reserve Bank, Nevertheless, the framers of the original Act clearly
contemplated that the function would be exercised by the directors. In

; keeping with the general feeling at that time that interest rates might

well be different in different sections of the country, Senator Owen

explained that the fixing of a Reserve Bank's discount rate was beipg

o «» oleft primarily to the local board, and then to the
firal determination of the Federal reserve board, The reason
for this is that it was believed that the conditions in one
section of the country might be sufficiently different from
those in another to justify at times a different rate of in~
terest,"23/

At the same time, there is no doubt that the framers of the f
| Act contemplated that the Federal Reserve Board, as the "central board" i
t in Washington, should deterxmine national wonetary and credit pelicies
. and should have the power to make the final determination of discount

24/
rates, For example, Senator Owen said:

"Another very important feature of the bill is that it
places in the hands of the Federal reserve board the power
1 to fix the rate of interest, This power primarily is placed
in the hands of the Federal reserve bank directors; but the
3 final determination of the rate 1s put in the hands of the
o Federal reserve board, in order to obtain the power which is
' necessary to protect the country as to the gold reserve by
raising the rate where necessary; to protect the country
against undue inflation; against undue expansion; against a
speculative fever, by ralsing the rate, and, by forecasting
the future, to protect the country in advance against any
dangerous improvidence that might be brought about, hy whate
ever cause,

4
{Iu "Another very important feature is that allowing the
ﬁ.: ’

i Federal regerve board to fix the interest rate onsbles a
A standard to be set by which the businzss men of the country
23/ 50 CONG, REC, 5996 (lNov, 24, 1913),

Ly

24/ 1bid,
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can hope to ascertain and know reasonably in advance what
money will cost them in their enterprises, and, by knowing

that they will have a stable rate of intecrest, to forecast
the future with some degree of certainty,"”

Not long after cnactment of the orxiginal Act, the legal
authority of the Federal Reserve Board to make the final decision as

to disc%g?t rates vas confirmed by the Attorney General of the United

States, Nevertheless, it is the directors who must take the initi-
ative; and they are not expected to perforn, and they do not perform,
a meaningless function, They are expected to establish a rate that in

their best judgment 1s most consistent not only with local ecredit con-

ditions but with national wonetary policics,

Reserve Dank open market operations were not regarded as a
tool of monetary policy in 1913, but they have become one of the most
important of such tcols since 1936, when the present Federal Open
Market Commlttee was given statutory authority to regulate such opera-

26/
tions, Five of the 12 mewbers of that Committee are presidents of

Reserve Banks, and the presidents are appointed (with the approval of
the Board of Governors) by the directors of the Reserve Bauks, Thus,
it is a responsibility of the directors of cach Reserve Banlk to select
a presjdent who, in their judgment, will be qualified to participate
in the important monctary pelicy deliberations and decisions of the
Committee, FKach president so selected wust exercise his own best

judgment as a membexr of the Committee and, contrary to assertions

25/ 32 Qp. Atty. Gen, 81 (1919).

26/ Federal Reserve Act, § 124 (12 C.S,.C,

£
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27/
sometimes made by Representative Patman, he is not obligated to

carry out the wishes of the directors by vhom he was appointed; he
does not even reveal to his directors the actions taken by the Committee
at meetings attended by him. WNevertheless, the president must rely to
a large extent upon the economlc data and recormmendations provided by
the research stafi ol his Bank; and the directors have overall responsi-
bility for the adequacy of that staff, Illoreover, they are frce to
express, and they are expected to express, their own views as to open
market policies,
Although indirect and intangible, the influence of Reserve

Bank directors upon copen marliet policies may be greater than their
influence upon credit conditions through the establishment of the dis-
count rate, In 1952, a subcommittee of the Joint Economic Committee,
of which Representative Patman was chairman, made the following state~

28/
ment ;

"The influence of the directors of the Federal Reserve

banks on the formulation of monetary policy is in large part

intangible and 1s both difficult and unrewarding to measure

and to define, DBut, the wost important single way in which

the directors have an ilmpact on central policy decisions is

through the participation of the presidents whom they have

elected 1n the delilberations of the TFederal Open Market
Committee, ., . ."

27/ The Federal Reserve System After Fifty Years, Hearings before
Subcommittee on Domestilic Finanece of House Denking and Currency Com-
mittee (38th Cong., 2d Sess,, Jan, 21-23, 2%, 30; Feb, 3-G, 1964),
Vol, 1, p, 61, |[These hearings are hereafter cited as 1964 BHearings
on T'ederal Reserve,]

28/ Report of Subcommittee on General Credit Control and Debt lanage-
ment of Joint Committee on the Ecoromic Report ({23 Cong., 2d Sess.,
June 1952), p. 54, [llereafter cited as 1952 Patman Subcenmittee Report.,]




Powers of directors In relaticen to those of the Board of Governors

At the time of enactment of the original Federal Reserve Act,
it was apparently contemplated that the Reserve Bank boards of directors
would be more autonomous than they are regarded today, both with respect
to the administration of the affairs of the neserve Banks and with re~
spect to monetary and credit policies, Stated differently, it seems
clear that the powers of the boards of directors vis-a-vis those of
the Board of Governors have declined since 1913,

For example, in 1913, Senator Shafroth, a supporter of the
Owen bill, obviously assumed that Reserve Dank directors would have
complete control of the "discount window'" and of the manner in which

the funds of the Reserve Banks would be invested, On the floor of
29/
the Senate he stated:

". « JThese Federal reserve banlks are the ones that deal
with the individual banks, pass upon the securities presented,
direct what paper shall be discounted, and attend to all mat-
ters involving the care and investment of the enormous sums of
money which will be held by them, It is upon the boards of
directors of these Federal reserve banks that bankers should
be placed, as is provided in the bill,"

30/
In the same vein, Senator Shafroth later said:

", . .The Federal reserve board is paramount upon all
questions where the Government has an opportunity to exercise
the powers of Government in a govermmental matter, but deal-
ing with the question of the amcunt of noney, the paper to
be discounted, is not & matter in which the Government can
be interested,”

In contrast, the discount window practices of the Reserve Banks today

are clearly subject to policies prescribed by the Loard of Governors,

29/ 50 CONG, REC, 6023 (Nov, 25, 1513).

30/ 51 CONG, REC, 538 (Dec, 9, 1913),
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and their investments arc subject to the directions and regulations of
the Federal Open liarket Cowmittee,
In 1913, most Congressmen apparently assumed that the Reserve
Bank boards of directors would be practically autonomous and that the
Federal Reserve Board would seldom interfere with their management of
31/
the Reserve Banks, Thus, Senator Nelson said:
", . Jhile we place at the head of this system a general

reserve board here in Viashington, we establish in the system

a number of reserve or regional banks, We equip them with a

board of directors and give the board of directors practically

plenary banking powers, It is only in a few special cases and

in remote contingencles that the Federal reserve board can

exercise any controlling power. . . ."
Some members of Congress felt that the Reserve Bank directors should
have even greater autonomy and more freedom from contrel by the Federal
Reserve Board, They objected, for example, to provisions of the Act
authorizing that Doard to remove Reserve Dank dirvectors, Representative
Fess argued that the rempoval power would place "the local directorates

32/
in the hands of the Federal hoard"; and Representative Temple con-
tended that "the real dircctors of these 12 reserve banks are the 7
33/

men of the Federal reserve board,"

Since 1913, the powers of Rescrve Dank directors have declined
vis-a-vis those of the Federal Reserve Board, principally because of
various changes in the law and increased recognition of the need for

determination by the Board of national monctary policies, In 1933,

31/ 1d., 516.

32/ 50 COWG, REC, 4872 (Sept. 13, 1913),

33/ 1d4., 4508,

—— m—
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34/

Reserve Board Chairman Eccles said:ﬂn

"Since its establishment in 1914, the Federal Reserve
System has undergone many changes in the direction of in-

creased control by the Board of Governors. With the passage
of the Banking Act of 1935 this control has been greatly

strengthened inscfar as national policies are conceraed,

"
L I I

In 1952, Reserve Board Chairman Martin noted that changes in the law

had “modified the role of the boards of directors of t?e Federal Reserve
35
Banks in the formulation of System credit pelicies,” And the 1952
36/
Patman Subcemmittee Report stated:

"« « JAt one time this independence [of the Reserve Banks]

was much greater, The original Federal Reserve Act appears to
have conceived the individual Federal Teserve bLanks as important
policy-making agencies and the Board of Governors (then the
Federal Reserve Board) as principally a regulatory agency,

like the Interstate Commerce Commission, The subsequent trend
has been toward a somewhat greater degree of independence of
the central board from the President but a much diminished
autonomy for the individual banks, The most important changes
in this direction were made by the Banking Act of 1935, but it
has been the trend for the whole periocd since the adoption of
the original Act and is, for the most part, merely a reflection
of the growth in the Importance of monetary policy and the
recognition of the fact that this policy cannot be determined
by reglons but must apply over an entire currency area.'

Even with respect to the administration of the internal
affairs of the Reserve Banks, the powers of the directors probably

are less than was contemplated in 1913. Thus, the Board of Governors,

34/ Hearings before House Banking and Currency Committee on Covernment
Ownership of the Federal Reserve Banks (75th Cong,, 3d Sess,, Mar.,
Apr, 1938), p. 448, [These hearings are hereafter cited as 1233 Heayr-
ings on Government Ownership of Federal Rescrve Banks, !

35/ Monetary Policy and the Management of the Public Debt (Joint Come
mittee Print of Joint Committee on the Econowic Report, 82d Cong.,

2d Sess,, Feb, 1952), p. 249, [This document is hereafter cited as
1952 Patman Questionnaire,]

36/ 1952 Patman Subcommittee Report, p. 53,
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under 1its statutory power of 'general supervisilon', its authority to
approve salaries, and 1ts regulatory autherity in particular arecas,

now determines general pelicies with respect to salary scales of Reserve
Bank offlcers and employees, expenditures for bullding construction at
the Reserve Banks and their branches, and the exerclse of the Reserve
Bank discounting and ccllection functions,

A "link" between Government and business

1f the administrative and monetary policy responsibllities
of Reserve Bank directors are now more civcumscribed than was contem-
plated in 1913, they have one function, without express statutoxy sance
tien, that was understood in 1913 and that has become more important
with the passing of the years. To state this function briefly ~ and
inadequately - Reserve Bank directors provide an intangible '"link" be-
tween public and private interests - between Government and business =
that worlts in both directions; on the one hand, it brings to beér upon
decisions relating to the day-to-day administraticn of the regional
Reserve Banks and to the formulation of national monetary policies
the varied vieuwpoints of persouns with widely diversified backgrounds
and experience; and on the other hand, it provides a means of inter-
preting System policies to business and the general public and of
achieving '"grass-roots" understanding and support of such policies,

The idea that the boards of directors of the varlous Reserve
Banks would give the System greater contact with aad knowledge of local
business conditicns than would a single coentral bawk was expressed by

Senator Pomerene in the debates on the original Act, He pointed out
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that each Reserve Bank would have a separate board of directors
"+ . Jthat can be in & particular locality apd can have
8 much more intimate knowledge of busiuess conditions, of
credit conditions, and of property cogd}tions than the offi-
cers of one central bank could have.ﬂ_z

In 1952, Reserve Board Chairman ilartin described the role of
Reserve Bank directors in bringing to the Federal Reserve System the

advantages of divergified backgrounds and in interpreting System poli-
38/
cles to the business community:

"Selection of directors in this nianner assures a diversity
of background and experience in the polilcy and administrative
decisions of the Reserve Banks. Each directer's training and
experience as banlker, businessman, farmer, educator, cr pro-
fessional man provide qualifications for participation with
others of different background and expericnce in dealing with
credit problems that affect all phases and walks of life,

deode K %ok

", . .They are outstanding men in their communities who
are in close contact with banling and business conditionms In
their respective digtricts, They include successful cperators
of banks, manufacturing and processing concerns, farms, de-
partment stores, and various other enterpriscs, as yell as
men prominent in the field of education or the law, [Footnote
omitted.] Thus they are able to bring to the deliberations
of the System the benefit of broad experience and training at
a very high level and to perform an essential service in sup-~
plying judgment end advice on the credit problems of their
respective districts and on other important problems confrent-
ing the System a5 a whole, In the formulatien cf natlonal
policy, the Board and the Open llarket Committee have a unique
advantage In being sble to cbtain information on conditicns
in their respective districts directly from the more than 250
directors who are representatives of diverse fields of endeavor
in all sectlons of the United States. Though the directors may
not make thelr views prevail on national credit and ronetary
policy, it is their duty to inform the Board aand the Open Market

|

37/ 51 CONG, REC, 037 (Dee, 13, 1913).

—

38/ 1952 Patman Questionnaire, pp, 249-51,




Coumittee on national credit developments as they see them
from their varying vantage points and to execute in their
districts fairly, impartially, and as effectively as possible
the credit and monetary policies decided upon by the System,

"When a System policy has been determined, Reserve Bank
directors are in a position and have a duty to interpret that
policy to interested people in their respective districts,

It is important that System policies and the reasons therefor
be understoed by businessmen, bankers, and others, The greater
the understanding, the greater is the likelihood that the sound
features of such policies will be accepted and supported and,
conversely, that defects in such policies will be pointed out,
For these and other reasons, it is lmportant that men of com-
petence and broad experience continue to serve as directors of
the Federal Reserve Banks,"

Apparently agreeing with Chairman Martin's views, the 1952
Report of Representative Patman's Subcommittee contained the following

39/
observations with respect to Reserve Baonk directors:

", . .They are an invaluable link between the Government
and the business community, Because of them, the Government
is better able to understand the point of view of business and
business is better able to understand the point of view of
Government, The Subcormittee believes that it is important
that thelr responsibility, not merely in the business manage-
ment of their banks but also in the formulation of wonetary
policy, should be kept gufficiently great to attract men of
high caliber, , . .’

40/
In 1964, the president of the St, Louis Reserve Bank said:

" . .I think that the present structure and control of
Federal Reserve banks provide a desirable and effective blend-
ing of the national and the regional, There 1s strong control
by the Board in Washington, There is benefit from the knowledge
and judgment of the local boards of direetors,"

And President Hayes of the New York Reserve Bank similarly emphasized
41/
the value of the local boards of directors:

"The service on the hoards of directoxs of the Reserve
banks of men who are generally well known and highly regarded

EE/ 1952 Patman Subcommittee Report, p. 53.

40/ 1964 Hearings on Federal Rcserve, p. 293,

41/ 1d., p. 535,
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in their communities and vho have baclkgzrounds in banking,
business, agriculture and public affairs, has furnished the
Reserve banks with valuable sources of Information as to the
econonic conditions within each district and has helped to
foster efficiency and businesslike methods In the operations
of the Reserve banks, , . ."

The importance of the link between Government and business
provided by Reserve Bank directors is enhanced by the very number of
such directors, The 12 Reserve Banks have a total of 108 directors;
and to this number should be added the 154 directors of the 24 branches
of the Reserve Banls,

Summary

To summarize, it may be saild that the functions of Reserve
Bank directors are (l) to administer the affairs of the Reserve Banks,
much like directors of private corporatlons, but subject to the general
supervision of the Deard of Governors; (2) to participate in the formue
lation of wonetary policles through establishment of discount rates
and selection of Reserve Bank presidents to serve on the Federal Open
Market Committee; and (3) to serve as a linlk between the Government and
the public in the implementation and Iinterpretation of monetary policies.
With these functions in mind, it is now in order to consider whether any

changes should be made in present provisions of lav regarding the selece

tion of Reserxve Bank directors,
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SELECTION OF RESERVE BANK DIRECTORS

The original Act

One of the prineipal issues involved in Congressional con-

sideration of the original Federal Reserve fict was whether a majority

of Reserve Bank dlrectors should be chosen by the member banks or by

S e —
- g e el .
ARy N B RS e ATERAE =

the Govermment, i,e,, by the Federal Reserve Board, The issue was rot
so pronounced in the House of Representatives, where the Carter Glass
concept: of the Reserve Banks as "bankers' banks', with thelr stock owned
and a majoigiy of their directors elected by the member banks, easily

.

prevailed.hﬂ In the Senate, however, Senator Hitchcock led a vigorous

battle for ownership of Reserve Bank stock by the "public" and for

selection of a majority of Reserve Bank directors by the Federal Reserve

Board,

It was this issue that was chiefly responsible for an even

split among the 12 wembers of the Senate Danking and Currency Committee

and that made it necessary for the chairman of the Committee, Senator .
Robert Qwen, to report the House-passed bill "without recommendation”.;éz
However, that report was accompanied by the "views" of the two sections

of the Committee, each submitting a separatc draft of the bill, Senator
Owen, on behalf of himself and Scnators O'Gorman, Reced, Pomerene, Shafroth,

and Hollis, propesed a bill, generally known as the '"Cwen bill", providing

for stock ownership of the Reserve Banks by the member banks and for the

Ez? For text of provisions of the House-pacssed bill, sce House Report on
Original Act, p, 113,

43/ Senate Report on Oripinal Act, Dart 1,
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election of six Reserve Bank directors by the member banks and the
44

appointment of the cther three by the Federal Reserve Board.__

Senator Hitchcock, on behalf of himself and Senators Nelson, Bristow,

]
?-.
+

Crawford, McLean, and Weeks, submitted what became known as the
"Hitcheock bill", providing for ownership of Reserve Bank stock by

the public and for the appointment of five Reserve Bank directors

by the Federal Reserve Board and the elcetion of the other four di-
45/

rectors by the menmber banlks.

Senator Cven and his supporters argued that the member
banks were being required to place their zeserves in the Reserve
Banks and that, in order to safeguard those funds, the member banks
should select s majority of the boerd of directors. It was alse
argued that, unless the member banks had such a majority on the

board of directors, they could not be induced to join the System,
46/
The arguments were surmavized by Senator Owen as follows:

"The point has been raised - and that is in issue
between the two sections of the comnittee - that we ought
not to allow the banks to have a majority of directors,
but that the Government ought to name a majority of the
dlirectors, The reason why those agreccing with me and with
the House of Depresentatives believed it was wiser te have
the banks name a majority of these directors was this: We
are requiring of the banks to put thelr resecrves into these
reserve banks; we are requiring the national banks to put
approximately $400,000,000 into these zreat rescrve banks
and inviting the State banks and trust companies to con-
tribute Iin proportion, for their own safeguarding, it is
true, but also for the safeguarding of the naticonal financial
system and our national commerce; but we are reguiripg them

44/ 1d., Part 2, pp, 30-40.
d,, Part 3, pp. 3, 9.

50 CONG, REC. 5995 (Mov, 24, 1913).
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to put in $400,000,000, When we do that, it is going toco
far to say to the men from whowm we requixe these reserves

to be sc placed that they shall not be permitted to safe-
guard those funds, It 1is our duty to them, it is our duty
to the country, to put upon them the responsibility of safe~
guarding their own funds by giving them a majority of the
board of directors in those banks, loreover, we must rely
upon the friendly cooperation of these banks in order to

induce them to put these reserves in the hands of the Federal
reserve banks,"

Along the same lines, and contending that the Hitchcock pro~

posal would change the whole theory of the legislation, Senator Shafroth
41/
stated:

". . These Federal reserve banlis are the ones that deal

with the individual banks, pass upen the securities presented,
direct what paper shall be discounted, and attend to all mat-

i ters involving the care and investment of the enormous sums

. of woney whichr will be held by them, It is upon the boards

of directors of these Federal reserve banks that bankers should
be placed, as is provided in the bill,

!

% "The amendment of the section of the committee represented
é by the Senator from Nebraska provides that there shall be five
; directors appointed by the Government of the Federal reserve

! bank and that four shall be elected by the member benks, That
! very amendment, 1f adopted, would destroy the cutire character
i of this bill; it would make an entirely different kind of a

; bill, upen an entirely different theory., The theory of the
bill as 1t came from the House and as it 1is preserved by our
sectlon of the cormittece is that there should be a bank of
banks; that the banks should be required to take the stock in
the Federal reserve bank. It can not be possible that banks
would come into a system which creates a Federal reserve bank
and provides that member banks shall deposit thelr reserves,
aggregating $400,000,000, and not have a majority of the board
of directors, It is absurd to think that any bank on earth
would come into a system of that kind, , . ."

Supporters of the Hitchcock bill, on the other hand, insisted
that, since the Reserve Banks were to be public institutions, 8 majority

of thelr directors should be appointed by the Govermment of the United

47/

d., 6023 (Nov. 25, 1913).
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States through the Federal Reserve Board and that, otherwise, the

Reserve Banks would be controlled by private bankers who might abuse

thelr authority as directors in theilr own self-interests. Thus,
48/
senator Hitcheoclk argued:

"Now Mr, President, I come to the next item of differ-
ence, which is the control of these reserve banks, The
section of the committee to which I belong proposes that
the Govermment of the United States, through its Federal
board, shall select five of the directors of each reserve
bank, and the bank of the district shall select four, We
defend that upon the ground that this reserve bank is es-
tablished as a public utility, It is not to make money;
it is to protect the depositers against loss; and it is
to glve the borrowing public a stable and uniform low rate
of interest,

"We realize that the banking interests should be

represented upon each board, because the banks have thelr

reserves in these reserve banks, and by giving them the

power to elect four members they will have sufficilent repre-

seutation of thelr own selection there to cooperate with

five men chosen by the Federal board,"

49/

At another point during the Senate debates, Senator Hitchcock sald;

"It is easy to see that if you place the control of
2 board of directors in the hands of the banking interests
the powerful Danks are the anes that are going to dominate
it, Through thelr country correspondents and thelr great
ecquaintance they will be the ones who will elect the di-
rectors, They have an Iinterest at stake; they have axes
to grind,"

Simllarly argulng that a board of directors principally

elected by the member banks would operate the ?eserve Barks for
50

their "personal gain'', Senater Borah stated:

"Mr, Pregident, this bill, as it comes to the Senate,
bearing the name of the distinguished Senator from Oklahoma,
and the amendment which 1s proposed, present clearly and

48/ 1d., 6016,

ke
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1 CONG, REC, 703 (Dec, 11, 1913).

20/ 1d., 763 (bec. 12, 1913),

l



JERS R

i Lombr it et

23

. fairly to thils body the question whether we are in favor of

o giving over to the Goverrnment the directorship of the Federal
T bank or leaving it in the hands of those whose prime iIinterest

must be that of personal gain, The issue is clearly presented,

We can not dodge it, We can not evade it, We must meet it

in this amendwent, To my way of thinking there can be no

L sound reason against Government control of the directorship,

il whatever may be said as to the stock ownership, which reaches

] into a different field of finance.,"

ryf Arguing that the business of each Reserve Bank would be con-

trolled by its board of directors and that that board would be biased

E{j' in favor of the banks as against the public 1f a majority of its members
? 51/
should be elected by member banks, Senator ilelson stated:

"It seems to me, Mr, President, that the plan of the
Hitchcock bill is in every way superior in this respect to
that of the other two bills, The banking business of this
system will bLe practically controlled and conducted by the
board of directors of the several resexve banks, for the
Federal rescrve board will have only a supervisory power,
which 1s likely to be invoked only in cases of great emer-
gency. It 1s this board of directors that will be in constant
touch with the member banks and the public, and to my mind
it 1s important to divorce these banks as far as possible
from the exclucive control of the bankers, The purpose of
establishing this new system is to place as much power as
possible in the hands of the Govermment and toc minimize as
far as possible the power of the banks, not so much because
of hostility to the banks as the fear that the directors may
be unduly biased in favor of the banks as against the public,
They constitute the power to which the mewmber banks must apply
when they seel: to obtaln disceounts for the purpose of securing
bank credits and bank circulation, end therefore it is of the
utmost importance to have an unbiased and impartial tribunal
to act as a just and fair umpire in such cases,

"The directors of the veserve banit have it 1in their
power, by indirect methods, to make or ummake a member bank,
For these reasons I think it safer that the preponderance
of power in the board of directors be placed in the hends
of men who are likely to deal impartially with the public
and with the member banks, . . ."

1/ 1d., 516 (Dec. ¢, 1%13),
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52/
In the same vein, Senator Grounna said;
", + .The pending bill provides for a concentrs :ion of
the contrel of money and eredit within the eight dis:ricts
provided for, and hands this concentrated contrcl ov .r to
the bankers of that district, If the interests of the banks
of that district and the interests of the people and business
in that district conflict, does anyone doubt what intecrests
the reserve banks so controlled will take care of? . . ."

And Scnator Bristow felt that, unless the Reserve Banks were controlled
by directors appointed by the Govermment, hie could not vote for the

53/
bill at all:

o o It is a question as to whether these banking
monopolies, which we are creating under the proposed law,
shall be controlled by their own boards of officers selected
by themselves or whether they shall be controlled by officers
of the Government, , . .

ok Xk X
"So important do I regard this provision in the bill
that, {f T indorsed the majority of its cther features, I
would not vote for it because Lt contains this provision,
for T never intend to cast my vote for a measure which
legalizes a monopoly and legalizes the control of that
monopoly by private interests, , , ."

Defevnders of the Owen bill attempted to refute the charge
that abuses would result from the election of a majority of Reserve
Bank directors by member banks, They pointed out that the Federal
Reserve Board in Washington, a Govermnment agency, not only would
appoint three of the nine directors but would have power at any time

to remove any of the directors who might abuse their authority. Thus,

efter referring te the broad supervisory powers of the Federal Reserve

—

22/ 1d,, 1060 (pec. 17, 1913),

33/ 1d., 1121 (Dec, 18, 1913).

——
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7,
Board, Benator Qwen said:

"I do not think that it is necessary to take the time
of the Senate at this general presentation of the bill to
discuss in detail those powers, except to say in a broad
way that the powers are intended to cover the complete
supervisory control of this system, It is perfectly ob-
vious that these powers make it eontirely unnecessary to
deprive the banks of six directors on the Federal reserve
bank board on any theory that the banlks could use such
powers injuriously, The Federal reserve board even has
the power to remove the directors of the Federal reserve
banks or any of their officers for cause, so that the
supervisory contrel of the United States will be com=-
plete, , . ."

55/
Similarly, Senator Pomerene defended the Owen bill as follows:

"Ig it possible that anything radically wrong can
be done by this board against the public interests when
the Govermment has at least three representatives on the
board who can keep, and will keep, the Federal reserve
board fully advised as to what is pgoing on, and when it
has at the same time the power to remove arbitrarily upon
its own motion, when the clrcumstaunces are such, in its
opinion, to justify it, every membexr of that board?"

The battle was a close one and was not finally resolved

:, until just five days before the Federal Reserve Act was signed by
President Wilson, On December 18, 1913, the test came when Senator
;'Hitchcock offered an awendment on the floor that would have specifi-
i.cally provided for the appointment of five directors by the Federal
~ Reserve Board and the selection of the other four by member banks.
SEnatof Owen immediately moved to lay the amendment on the table

56/
- a@nd his motion was adopted by a close vote of 44 to 36,

34/ 50 CONG, REC. 5996 (Nov. 24, 1913).
33/ 51 CONG, REC. 039 (Dec, 13, 1913},

38/ Id., 1121 (Dec, 18, 1913),
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1928 consideration

Twenty-five years later, an attempt was wade to renew the
battle for selection of a majority of Reserve Bank directors by the
Govermment; but it was only a brief and unsuccessful skirmish, In
1938, Representative Wright Patman introduccd a billéZ/ that went
beyond Senator Hitcheoek's 1913 proposal, iir, Patman's bill would
have required the appointment of all nine directors of each Reserve
Bank by the President of the United States, with the advice and con~
sent of the Senate, although, during hearings on the bill, he agreed
toc an amendment providing for the appointment of 211 directors by the
Federal Reserve Boa!cd.'§§ Incidentally, the bill would have alse pro-
vided for Goverrment ownership of Reserve Bank stock, abolition of the
Federsal Open Harket Committee and the Federal Advisory Council, audit
of the Federal Rescrve Board and the Reserve Banks by the General
Accounting Office, and other changes in the structure of the Federal
Reserve System,

On the premise that member banks, through the clection of
a majority of Reserve Bank directors, controlled the Rescrve Banks,
Wr, Patman argued that "the money-issuing privilege should not be
farmed out to private banks of the country.”ég/ Echoing Senator
Hitcheoek's 1913 argument that bank-elected directors would be moti-

60/
vated by selfish interests, ilr, Patman contended:

Y., . (Not & one of those directors should be a banker.

It is not in the interest of this country for those who arc

-“'__'—"-——..,_......___
27/ H.R.,77230, 75th Cong,, lst Scss.

§§/1§238 Hearinps on Government Ownership of Federal Reserve Banks,

L

—

2%/ 1d., p. 5.
0

oy

-—-{ :"E‘_‘iu, p. 12.




AT

]
1
£
-
i
i
3

J
n
2!

selfishly interested and who will do as all of us would
naturally do, for we would befriend an interest that we
are interested in, because we see it {rom that view-
polnt -~ not a one of those nine members should be a
ba.nker. .. o”

Surprisingly, the prinecipal and alwost only supporter of
Patman's bill was former Senator Robert Owen, Although in 1913 he
had led the fight for selection of a majority of Reserve Bank di-
rectors by the member banks, Ovwen now sald that actually he had

"favored giving the Govermment a majority on the board of directors
61/
of the Reserve banlks's Contending that Reserve Bank directors
62/
exerted too much Influence on monetary policles, he said:
"

« «» Lhey reflect the interest of their group, which
i1s adverse to the public interest , ., , .

"They [the Federal Reserve Board] have not the power
which they ought to have, because they should absolutely
control the instrumentalities by which to regulate the
value of money. .

"That 1s a govermmental function, in my judgment,
charged as a duty upon the Congress by the Constitutien,
That 1s not a question of debate with me; it is a question
of obedience or disobedience, and the instrumentality should
be sufficient to enable the Congress to obey the mandate
of the Constitution,

"Therefore, I favor as a part of that Instrumentality
the taking over of the Reserve banks, so that the United
States can control its monetary operations, It has cer~
tain banking operations, acting as a great clearing house
for all of the banks of the country - a very useful service,"

Reversing his 1913 position, but still not poing as far as lMr, Patman,

he stated that he would “have no objection to the banks having three

of the nine directors, so that they might be heard with regard to
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matters which relate to the banking elements in the Feder?l Reserve
63
banks, which operate as clearing houses for all banks."

Chairwan Fccles of the Federal Reserve Board opposed the
Patman bill, He denied that either ownership of Reserve Bank stock
or the election of two-thirds of Reserve Bank directors by the member
banks enabled those banks to dominate the Federal Reserve System; on

the contrary, he stated that the System clearly was "dominsted not by ;
64
the banlks but by the Board of Governors'" of the Federal Reserve Syste?.
65
Arguing for retention of the existing arrangement, lir, Eccles sald:
"s + JIn regard to local matters, the maintenance of
local autonomy under general supervisicn and close Govern-
ment regulation i1s advantageous in & country like the United
Scates, consisting of variocus regions with diverse ecenomic
interests., The maintenance of locally elected directors on
Federal Reserve bank boards is of great advantage in creating
local pride and local interest in the System and in inspiring
the business community with confidence in its management,
This advantage would De lost 1if the appointments of all local
directors were handled entirely from Uashington, Conscquently,
the System's ability to render a disinterested public service
to all classes of the community would be greatly diminished,"

Eccles was joined in opposition to the Patman bill by a
number of ecomomists who felt strongly that appointment of all Reserve
Bank directors by the Goverument would be a backward step that would
make the System subject to political pressures.ég/ One of them, for
example, felt that this method of appéintment "would certainly lend

67/
itself to political influence and packing of the boards" of directors.

63/ 1bid.
84/ Id., p. 446,
83/ 1d., p. 448,
/ 1d., pp. 287-302,

—

87/ 1d., p. 295 (Professor Ray V, Leffler),
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Consideration since 1938

lir, Patman failed in his 1935 effort to have all Reserve Bank
directors appointed by the Govermment; and in 1952 a subcommittee of the
Joint Committee on the Economic Report of which he was chairman concluded
that the existing arrangement for selection of such directors should not
be changed.ég/ No bill to alter the arrangement has been comsidered
since 1938,

Nevertheless, lir, Patman has lost no opportunity to express
his view that the bankers have too much influence on the boards of di-
rectors of the Reserve Banks, Thus, during 1964 hearings on "The Federal
Reserve System After Fifty Yeaxs', he saild that the boards were "topheavy
wlth bankers”.ég/ Mr, Patman has not been alone in making such charges,
Others have sugpested that the hoards are dominated by bankers and big
business,zg/ and that the Reserve Banks are too closely tied to commer-
cial banks.zl

One of the arguments often made by lir. Patman, and sometimes
by others, is that member banks elect a majority of Rescrve Bank di-
rectors, that the directors appoint the presidents of the Reserve Banks,
that the presidents serve as members of the Federal Open Market Committee,

and that therefore the member banks exert an influence on the formulation

of national monetary policies, Although the five presidents who are

EE] 1952 Patman Subcommlittee Report, pp. 53, 54.

59/ 1964 Hearings on Federal Reserve, p. o094,

10/ 1968 Compendium, p. 349,

_?_];/ _]::g., PP« 613, 614.
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members of the Committce at any particular time are outnumbered by the
seven members of the Federal Reserve Board, it is argued that, if the
members of the Board are divided on an issue of monetary policy, the
views of the Reserve Bank presidents may prevail and that thus national
monetary policy may be dictated not by Govermnment officials appointed
by the President of the United States but by men who are indirectly
selected by and are "beholden" to private banks, In response, members
of the Federal Rescrve Board and the Reserve Bank presidents have
pointed out that the appointment of a president by his Reserve Bank's
directors is subject to approval by the Federal Reserve Board and that,

in any event, each president &8 a member of the Open Market Committce

exercises his own judgment in voting on nonetary policy decisions with-
out regard to whatever may be the views of his board of directors or of
the member banks that elect two-thirds of the directors., Hevertheless,
the Patman argument cannot ecasily be brushed aside; to the layman it may
seem quite plausible, The arpument was particularly plausible when for
a time therc were tuo vacancies on the Federal Reserve Board, so that
half of the voting members of tha Committee were lleserve Bank presidents;

and Mr, Patman made the most of that fact during the 1938 hearings on

his bill to provide for the appointment of all Reserve Bank directors
72/
by the Government.

The Patman argument, as well as the answer of Federal Reserve

officials, may be 1llustrated by the following colloquy between

72/ 1938 Hearings on Govermment Ownership of Federal Reserve Banks,
P. 333,
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Hr, Patman and Federal Reserve Chalrman liartin in 1964:“_

"THE CHAIRMAN, [lir, Patman] But anyway, those six di-
rectors are elected by the private banks, They nominate them,
they submit them to the banks, and the banks all votc,

“"And six out of the nine are elected by the private banks,

"There 1s no dispute about that, is there?

"', MARTIN. That 1s coxrect,

N ke v %

"THE CHALDIAN, UWell, six are the majority., The directors
select the President of the bank, don't they?

“MR, MARTIN, They do, subject to our concurrence,
"THE CHAIRLAN, That 1is right,

"Of course, you have to make sure he 1s a good man, that
he hasn't been in the penitentiary or scmething.

"MR, MARTII, Oh, no. We have the control,

"THE CHALRLAN, I know - you have the veto, Bubt you have
to approve somebody that they recommend, if he is a good man,
don't you?

"R, MARTIN, MNe; we don't have to,

“THE CHATIRIAN., You have to have a president,

"R, BARTIN, We have to have a president; yes,

"THE CHAIRAN, Well, as long as they submlt names, and
they subwilt one that 1s all right, you approve him, don't you?

"R, MARTIN, We could suggest people, also, if we wanted
to,

"THE CHAIRUAN, Well, now, you have never turned down but
one, have you?

"MR, MARTIY, Oh, we have -

13/ 1964 Hearings on Federal Reserve, pp. 60-62,
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"THE CHAIRVMAN, UWell, just answer that question, please,
"You have only turned down one, have you not?
"R, HARTIK, No,

% ok K% %

"THE CHAIRIAN, Well, now, this fellow, the President,
he is sclected for 5 years, And he is naturally obligated
to the directors, is he not?

"They elect him,

"R, MARTIN, Threc of the diractors are directly ap-
pointed by us, All of the directors are responsible to us -

"THE CHAINAN, I am talking avout the six, Let us say
that there was a controversy, and six of them wanted him, and
three didn't, and he is elected, Now, 1t is his duty to serve
all the directors, is 1t net?

"MR, MARTIN, Let me get this stralght,
"There are six to three, UNow, it comes up to us,
“Do you think we would approve it?

"IHE CHAIRLAN, Well, I am talking about something after
he was all approved and everythinp, That question of approv-
ing; Mr, Martin, I think you are emphasizing that a little
bit too much, because it seldom, if ever, comes up, as you
know, A4nd that hasn't been a major issue in the Federal Re=
serve Systern,

"But I am talking about when you have a President who
has been selected, he has been approved, everything,

"Now, what 1s his duty? His duty is to work with the
Board that selected him, is it not? He works with them, and
carries out thelr will, doesn't he?

"MR, MARTIN, Quite frequently he leads the Board, and
shows them - takes the leadership in the 3ystan, and the Board
doesn't contribute as much as it should to the management of
the banl,

"THE CHAIRISAN, That doesn’t eractly answer my question,
I“ir " I'Iartino

"Lt is his duty - in other words, he 1s a sort of a ser-
vant of the board of directnys; 1s he not?




"R, MARTIN, He is elected by the board of directors,

"THE CHAIDIAN, And he is under obligation to carry out
their will and wishes, 13 he not?

“"MR, FARTIN, Well =

"THE CHAITAN., When he knows their will,

MR, MARTIN, Well, to show you how complicated this is,
Mr. Patman, in the case of open market operations, the board
cf the bank cannct be told what - 1 have often wonderasd why
some of the boards accept the responsibility, DBut the responsie
bility is back here, and the knowledge is back here, The
President comes on to the Open llarket Committee, and he is
not at liberty to reveal the Committee's deliberations on
the policy, even to his board of directors.,"

Perhaps even more explicitly, the Patwan argument is

exemplified by the following colloquy between Representative Weltner
74/
and Governor Robertson of the Federal Reserve Joard;

"R, VELTWER. May I ask a gquestion, turning now to the
lssue that was raised in regard to whether or not the general
public belleves that the Federal Reserve System is 'banker
dominated,’

"It 1s true, is it not - I direct this question to
Governor Robertson because I believe he was the most explicit
on that - 1t is true that banks do elect six out of nipe di-

rectors -
"M, ROBERTSON, That is right,

"liR, WELTHER (continuing), Of the Federal Reserve bank,
and those directors elect a president, Is thet not so?

"R, RODERTSON, That is right subject to the approval
of the Roard of Governors.

"MR, WELTIER, Right; and as the president is elected
by the banlkers, 5 out of 12 members of the Open HMarket Com~
mittee are elected ipndirectly by banker members, They comprise
5 out of 12 members of the Open liarket Cormittee?

"IR, ROBERTSON, That is right,

74/ 1d., pp, 1183, 119,
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"R, WELTMER, Well, now wouldn't you say that that is
a pretty fair indication as to the situation that the Federal
Resexve Systen is banker dominated?

"MR, ROBERTSON, On the face of it you would certainly
take it for granted that the System is subject to banker in-
fluence, VWhenever you have a majority of the directors of
the Federal Reserve banks elected by the commercisl banks
that are members of the System, and you have the President
selected, as you indicated, by them, you would think certainly
he is going to speak for them,

"I think a very good case can be made in loglc. This
relates of course to the proposition that the Federal Open
Market Committee operations should be transferred to the
Board, which hasn't been raised here this morning but is
contained in this bill, I think 2 very good case can be
made for that proposition; namely, that this is so important
a function that the decision should be made by a body com-
posed exclusively of people who are 100 percent Government
officials ~ men vho are appointed by the President with the
advice and consent of the Senate, and are, therefore, in the
fullest sense of the word Government enployees.

"A very good case can be made for that, But I must say
that on the basis of my observation of open market operations
over the past 12 years, I do not believe that any Federal
Reserve bank President could have been more objective if he
had been an employee of the United States rather than the
Federal Reserve, 1t has been amazing to me to see the extent
to which they have remained objective,

"And 1 think the traditions within the System are such
as to assure real effort on the part of every individual to

remain {mpartial and objective, and avoid any conflict of
interest,"

Analysis

In the light of the foregoing discussion of the history of
the matter, it is worthwhile to consider objectively, after the lapse
of 57 years, whether there is any reason to change the manner in which
Reserve Bank directors are selected, At one extreme, Reserve Bank
directors ecould be dispensed with entirely; conceivebly the Reserve

Banks could continue to function, without directors, uuder the
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direction of presidents appointed by the Doard of Governois, At the
other end of the spectrum, the present arrangement could tz allowed to
continue without any wodifilcation, In between these extreres there 1Is
the possibility of providing for the seclection of a majority of the
directors by the Board of Governors instead of by the member banks,

The principal arguments for maintenance of the status quo
are that it has "worked well'; that it elicits support from member
banks; that 1t affords the Rescrve Ranks the benefits of the experience
of men from varied walks of life - from banking, business, and the
professions; that it provides a "link' betwecn public and private
interests, between Goverument and business; and, perhaps most impore
tant, that it symbolizes the traditional concept of a regional and
quasi~independent central banking system, The "link between public
and private interests' argument rests upon the considerations discussed
earlier In this paper in connectlon with the functions of Reserve Banl
directors,

Despite such arguments, it 1s loglcally conceivable that the
same advantages - the benefits of diversified backgrounds and a "link"
between public and private interests - could be obtained even if all
or a majority of Reserve Bank directors were appointed by the Federal
Reserve Board; the law could still require that three directors be
bankers, that three should be businessmen, and that three should be
selected from the ''senecral public"” = professional men, educators, etc.

If the law yere changed to provide that all Reserve Bank

directors should be appointed by the Government, i.e,, by the Board
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of Governors, as proposed by dr. Patman in 1238, such action could be
interpreted as a move toward 'nationalization' of the bankiug system
and as an impairment of the Federal Reserve's "independence", The
same consiruction might be placed upon a change in the law that would
provide for appointment by the Board of a majority or of six of the

nine directors of ecach Reserve Bank,

On the other hand, one cannot ignore the facts that six of

the nine directors of each Reserve Bank are elected by member banks,
that the directors do appoint the Reserve Dank presidents, and that
the presidents do serve as members of the Federal Open Market Committee,
which determines important national monetary policles, These facts

may logically and naturally sugpest, as lix, Patman sc often has said,

that '"private bankers' control the Reserve Banks or at least excrcise

an undue influence on the formulation of wonetary policies,

The issue here is similar to that regarding ownership of

Resexve Bank stocl: by the member banks in that it invelves public
psychology and an "image" of the Federal Reserve System, Does the

election by member banks of a majority of Reserve Bank directors pro-

vide a desirable "symbol" of a blend of public and private interests

s M T e P o LAY, LT

and of the political independence of the System? Ox does it symbolize
instead an undesirable dominant influence by private interests in the
performance of the public functions of the System?

In 1964, one Reserve Bank president suggested that, if
ownership of Reserve Bank stock by member banks does permit an image
of member bank control of the Reserve Banks, it could be corrected,

without cancellation of such stock ownership, simply by providing for
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appointmen%s?f a majority of Reserve Bank directors by the Doard of
Covernors.  Such a change in the selcction of directors would also
break the chain of rcasening by which it may now be alleged that the
Reserve Bank presidents who serve on the Federal Open lMarket Committee
are indirectly "beholden' to private bankers,

It may also be suggested that, while it may be appropriate
for the member banks to elect their own "representatives' on the Re-
serve Bank's board of directors ~ the class A directors, it is some-
what illogiecal that they should also elect the class B directors who
are supposed to represent commerce, agrlculture, and other industrial
pursuits., Uhy shouldn’t the elass B directors be elected by the in-
terests they represent? The answer may be that this would be imprac-
ticable, Neverthcless, the fact remains that the banks theorctically
are in a position to place on the Reserve Bank's board of directors
not only bankers but businessmen who quite possibly may be thelr own
customers, Thus, the large group 1 banks might naturally select as
class B directors top officers of natlonal business concerns that have
substantial accounts with such banks, Since group 1 banks in all

Federal Reserve districts are relatively few in number compared to

the number of swaller banks in groups 2 and 3, sone credence may

attach to the assertion that the Reserve Lenks ave dominated by big
banks and big businesc,

Provision for appolntment by the Doard of Governors of a
bare majority of the dircctors of each Reserve Bank - five out of

hine - would disturb the present three-way division of directors into

—————

15/ 1d., p. 756,
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classes respectively representing banks, business, and the public,
Granting that such a representation of diffcrent interests has value,
it could be preserved by providing for the appointment of six directors
by the Board of Governors, i,e,, of the three class B as well as the
three class C directors, without any change in the requirement that
class B directors shall be actively engaged in commerce, agriculture,
o some other Industrial pursuilt,

It is possible, perhaps likely, that a change in the law to
provide for appolntment by the Board of Governors of either five or

six of the nine directors of each Reserve Dank wmight have am inltial

adverse effect upon the attiltude of member banks and the public toward

the Federal Reserve System, They might regavrd this change ~ like can-
ceilation of owmership of Reserve Bank stock by the member banks - as

a move toward 'mationalization" of the banking system or as a weakening
of Federal Reserve "independence'. On the other hand, it is equally
possible that the reasons for the change could be satisfactorily ex-
plained and that it would eventually be understood and accepted by the
banks and the public, Such a change certainly would not imply such a
drastic alteration of the structure of the Jystem as would be implied

by provision for audit of the System by the General Accounting Offlce

or for the operation of the System with funds appropriated by Congress,




e 39-

GCLASSIFICATION OF MEMBER BANKS

FOR ELECTION PURPOOSES

In connection with the selection of Reserve Bank directors,
the sixteenth paragraph of section 4 of the Federal Reserve Act pre-
scribes a somevhat complicated procedure under which one class A
director and one class B director are elected by cach of three 'groups"
of member banks, In effect, this procedure means that, while collect~
lvely the wember banks elect six of the nine Resexve Bank directors,

a particular member bank actually elects only twoyg? the directors,
For purposes of such elections, the law provides:nﬁ
"The Board of Governors of the Federal Reserve System

shall classify the member banks of the district into three

general groups or divisions, designating each group by uum-

ber, Each group shall consist as nearly as may be of banks

of similar capitalization, . . ."
This provision presents certain guesticns that may not be as important
as whether a majority of the directors should be selected by the member
banks or by the Board of Governors but that nevertheless merit some
consideration,

The original Act provided that the member bapks in each

district should be classified in three groups by the chairman of the /
77

board of directors of the district Reserve Bank, It then provided:

", . .Each group shall contain as nearly as may be
one~third of the aggregate number of the member hanks of
the district, and shall consist, as ncarly as may be, of
banks of similar capitalization,"

16/ Federal Reserve Act, § 4, ¢ 16 (12 U.S8.C. § Z3%).

71/ Act of Dec, 23, 1913, 5 4 (33 Stat, 251).
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The avowed purpose of this provision was to assure a "democratic" repre-

sentation on each board of directors of the interests of large, medium-

sized, and small member banks of the district, The provisilon was
78

explained in the House Committee Report as follows:

"Iu dealing with the organizatien of the reserve
banks the bill propesed by the committee has sought in see~
tion 4 to furnish a democratic representation of the several
lnstitutions which are members and stockholders of a reserve
bank. To this end, the directorate is divided into three
classes, each consisting of three members, while the stock~
holder banks are similarly divided into three groups or
classes, The billl provides that the election of one member
of class A and one member of class B shall be lntrusted to
each one of the groups into which the stockholding banks are
subdivided, As 1t 1s required that each of the banking groups
thus created shall contain approximately one~third of the
number of banks in the district, it is clear that the banks
comprising one~third of such capitalization would have a
represertative of their own in class A and also dn class B,
1t might well be that the one-third in any given district
would include a very small number of banks and that the di-
rector in question would thus be the representative of but
few Iimstitutions, This, however, is deemed far better than
to permit of the general choilce of directors by all bauks
voting indiseriminately, it being the belief of the committee
that by the method proposed each group of banks will preserve
1ts autoncmy and secure due hearing on the board of directors.,”

Elaborating on the intent to protect the smaller banks against

dominating contxol by the larger banks, Carter Glass on the floor of the
79/
House said:

"In order to provide against control by the larger banks
of a glven district, the fember banks of ecach regiocn are di-
vided inte three groups equal, as nearly as mey be, in number
and of similar capitalization, Each bank, regardless of its
size, 1s given one vote in the selection of directors, Not-
withstanding the care which has been exercised to protect the
rights of the small banks in the selection of directors, fears
continue to be expressed that the largey bauks of the district

78/ House Report on Original Act, p. 36,

79/ 50 CONG,. REC. 4643 (Sept, 10, 1913),




may control the system, By reference to the last annual report
of the Comptroller of the Currency anybody who entertains a
doubt on this point may readily have his apprehension guieted,
I shall embody the table taken from the comptroller's report

in my remarks:

o o oho®

"It will be noted that of the 7,397 national banks
2,004 have not more than $25,000 capitaly 2,321 have less
than $100,000; 2,006 have less than $250,000; while only
685 banks excced a capltalizetion of $250,000, Thus of the
7,397 national banks in the system 6,712 may be classified
as small banks, making it next to impossible for the larger
banks to control,"

While the Committee Report explicitly recognized that one of
the three groups {that with the hiphest capitalization) might include
only a "few institutions”, i,e,, less than one-third of the number of
member banks 1o the district, Representative Temple apparently construed

the provision as literally requiring an equal number of banks in each
80/
group, He said:

". « JAll the banks in the district that enter this
W?s gystem are divided into three groups which shall be egqual
£ in number, and the banks in each group are to be, as nearly
as may be, equal in capitalization, A practical way to ar-
rive at the grouping would be to make a complete list of
all the banks of the district, at the top the one with the
£ highest capitalization, say twenty-five millions in the case
] of the New York district, and then running down to the banks
of $25,000 in the small country towns,

"The banks would be arranged in the whole list accord-
ing to the amount of their capitalization, Then that list
may be cut into three sections, each containing an equal
number of banks, The banks of the hiphest capitalization
[y would be in the first section, and those of the medium
£ caplitalization in the second, and in the third scction
% would be the banks of small capitalization, . , ."

80/ 1d,, 4907 (Sept. 13, 1913),
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In the Scnate no erphasls was placed on making the banks in
the three groups numerically equal, On the contrary, Senator Owen made

o it clear that the principal purpose was to give "proper representation'
Lo 01/

8 A=k

: to large, medium-sized, and small banks:

o "Moreover, in order that thec members of class A and
S class B directors should be judiciously chosen, to aveid
any attempt on the part of any particular set of bamks to
centrol the whole six directors, it is proposed to classify
these banks into the banks of the largest size, the banks

of medium size, and the banks of the smallest size, allowing
the small banks to choose one of class A and one of class B,
the medium-sized banks to choosc one of class A and one of
class B, and the larger banks to choose onc of class A and
one of class B, In that way each one of the classes of the
banks will have their proper representation upon the board,
Each bank has one vote,"

e
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gl After thc System went into operation, it soon became apparent
that it was impossible to give wember banks falr representation accord-
ing to size if the three groups had to be even "as nearly as may be"
numerically equal, Accordingly, 1n its Annual Deport for 1917, the
Federal Reserve Board recommended that the numerically-equal require~

82/
ment be omitted:

"The Board would suggest. ., .that there be no requirement
that the groups be as ncarly equal numecrically as may be, but
that the grouping be left to the discretion of the Federal
Reserve Board, The average capitalization of the banks dif-
fers so greatly in the variocus districts that it is impossible
to carry out the evident intent of Congress to give the large
banks, the medium-size banks, and the small banks equal repre-
sentation unless the banks can be grouped more strictly with
reference to their capitalizatjon than is possible under the
law as it now stands."

R N s

81771d., 5995 (Hov. 24, 1913),
/
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1917 ANN, REPT, CF FEDERAL RESERVE BOARD, pp. 31, 32.
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In response to the Board's suggestion, Congress amended the classification

provision to read as it reads today, requiring only a classification ac-

1
cording to cdpitalization and at the same time requiring the classification
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to be made by the Federal Reserve Board instead of the chairman of each

Reserve Bank's beard of directors. With respect to this amendment, the
53/
Bouse Committec Report said:

. el e T T e 2 A L e L e

. . .The purpose of this modification is to make as
secure as possible a fair and equal representation on the
directorate of the Federal reserve banks for each group of
banks, the large, the medium sized, and the small, The
desirability of such representation is too manifest to need
corment, It was undoubtedly the purposc of the Federal
reserve act to secure such representation, It has been
found practically impossible, however, to group banks under
these three designations and yet have the banks in each
group anything like numerically equal, The medificetion
will enable the Federal Reserve Board to group the member
banks in a way to carry out better the plain intent of the
Federal reserve Act."

Representative Phelan, in explaining the amendment, made it
clear that its purpose was to permit the Doard to put fewer large banks
in group 1 than the number of medium-sized and small banks in groups 2
and 3, in other words, that the three groups need not be numerically

equal and that the purpose was to afford representation to banks of
84/
"similar capitalization”., Thus, he stated on the floor:

. « «lhe first change takes certain words out of the
Federal reserve act., Under the Federal reserve act the
Federal Reserve Board is obliged in grouping banks whereby
directors may be elected to make the banks as ncarly as
possible of the same capitalization and also to make the
number of banks in each group as nearly as poussible cqual,
This amendment removes the provision relative to making

84/ 56 CONG. REC, 5574, 5575 (Apr. 24, 1918).
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them as nearly as possible of the same number, The purpose
is this: The principle in the Federal reserve act in the
eleetion of directers 1s that the threc classes of banks--
the large, the wedium sized, and the small--ghall each have
representation upon the Federal Reserve Board, tVhere it 1s
necessary to make the capitalization as nearly as possible
equal, and at the same time the number, it has been found
imposslble to put the same number of large banks in a group
ag the number of medium sized and small, because therc are
fewer large banks, As a result, the present law makes it
difficult if not impossible to do what was actually intended,
This provision leaves it to the discietion of the Federal
Reserve Board as to the number which shall go in each group,
leaving in the law, however, the provision that the banks in
each group shall be as nearly as possible of the same capi-
talization., 1In other words, it enables the board to carry
out the plain intent of the orlginal Federal reserve act,'

In an attempt to carry out the purpose of the law, the Board
of Governors since 1934 has applied the following formula in classifying
member banks for election purposes:

"The number of member banks in Group 2 will be ap-

proximately one~third of the total number of wember banks
in the district, with the number of member banks in Group 1
as nearly as may be in the same ratlo te the total numbex
of all member banks as the combined capltal and surplus

of member banks in Group 3 bears to the combined capital
and surplus of all member banks.'

In practice, this formula has not always been closely followed,
Over the years, periodic adjustments have been made in the grouping of
banks in the various districts in an effort te adhere to the formula;
but the results have not been notably successful, In many districts,
for cxample, the ratio of the number of banks in group 1 to the total
number of bapks in the district has been far from the same as the ratio
of the capital and surplus of group 3 banks to the capital and surplus

of 8ll member banks in the district, But the result most subject to

eriticism (althouph apparently consistent with Representative Phelan's

explanation of the 1913 amendment) is that in some districts the number
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of banks in group 1 - the larger banks - has been disproportionately
small Ln comparison with the total number of banks in such districts,
For example, at the cnd of 1967 there werc only 17 banks in group 1
out of a total of 304 member banks in the New York District, This
meant that 4.4 per cent of the mcember banks of the District elected
two of the six Reserve Bank directors chosen by the member banks,

The Board of Governors from time to time has considcred the
possibility of changing its formula for classification of banks in order
to avoid such results, Various alternatives have been considered, and
others might be sugoested, in order to place a greater number of banks
in group 1, For example, the formula might provide that no group shall
have less than a certain percentage. say 10 or 20 per cent, of the total
nunber of member banks in the district; or that banks in group 1 shall
be those with a capital and surplus of more than a specified amount,
such as $15 million; or that group 1 banks should include those with a
capital and surplus of more than twice the capital and surplus of the
"median’ bank in the district, i.e., the bank exactly half way down in
a 1listing of member banks according to capitalization.

Any of these alternatives, however, is subject to some objection.
One of the difficulties is that what may be regarded as a reclatively small
bank in one district may be considered a "lavge'" bank in another district,
Thus, application of the second alternative mentioned above -~ placing
banks with capital and surplus of moxe than $15 million in group 1 -

would increase the number of banks in that group in the New York District

but would actually reduce the number of group 1 banks in other districts,
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Moreover, any formula increasing the number of group 1 banks would of
course wliden still further the disparity in capitalization between the
largest and smallest banks in the group,

The "median" bank alternative would come closest to equalizing
the number of banks in the three groups. If such a formula had been
applied oun the basis of 1967 year~end figures, the number of banks in
each group would have been approximately the same in almost all Federal
Reserve districts, For exawple, in the Boston District the numbers of
banks in groups 1, 2, and 3 would have been 31, 82, and 84, respectively;
in the New York District they would have been 122, 128, and 134, respect~
ively; and in the San Francisco District they would have been 65, 66, and
68, respectively,

S0 close would the "median" bank formula come to producing
numerical equality among the groups that it would seem much simpler to
arrange 2ll banks according to capital and surplus and divide the list
arbitrarily into three numerically equal groups., As has been noted,
this was the manner in which Representative Temple in 1913 would have
implemented the provision of the original Act,

Either the "median" bank formula or an arbitrary division of
banks into three groups of equal numbers might be regarded as paying at
least lip service to the requirement of present law and might be legally
upheld, However, in the light of the 1913 amendment to the law, one
might question whether any such approach would be consistent with the
spirit of the law, Obviously, if the 122 largest member banks in the

New York District should be placed in group 1, the largest and smallest

banks in the group would not be banks of "similar capitalizastion” and
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would be unlikely to have the community of interests contemplated by
the statute,
One possible solutlon, of course, would be an amendment to

the law that would explicitly provide for classification of banks into
three numerically equal pgroups according to capitalization, An alter-
native that might more realistically result in a "community of interests'
by the banks of each group would be an amendment requiring such a numeri-
cally equal classification in accordance with total deposits.

LIf changes in law are to be considered, however, one may go
further and question whether member banks should be divided into groups
at all for voting purposes, i,e., whether any directors should be con-
sidered as "representatives" of large, medium~sized, and small banks,
When the original Act was passed, there was apparently an assumption
that member banks, through their election of six directors, would exer-
cise considerable 'control" over the Reserve Banks, and for this reason
it was felt necessary to provide an election procedure that would pre-
vent the "big" banks from exercising a disproportionate degree of control,
Under present-day concepts of the System, Reserve Dank directors, while
drawn from diverse backgrounds, presumably are not the 'champions' of
any speclal interests, Perhaps it would be preferable for all wember
banks, without classification as to size, to vote directly for class A
and class R directors,

On the other hand, it may be arsued that, just as there are
advantages in having three classes of directors with varied backgrounds
and experience in banking, business, and other pursuits, so also is it

advantageous to have the banker-members of the board of directors drawn

from banks of different sizes and intecests,
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ELIGIBILITY REQUIREMENTS AKRD LIMITATIONS

Oceupational requircments

As has bcen noted, the law requires that the class A directors

of cach Reserve Bank shall be 'veprescutative of the stock-holding banks'

and that the class T directors shall be "actively cngaged in their dis-
85/
trict in commerce, agriculture or some other industrial pursult.,"

No such representative or occupational requirements are prescribed with
respect to the class C directors appointed by the Federal Reserve Board,
With respect to class A directors, it should be observed that,
while they are required to be elected by and to be representative of
member banks, they are not specifically required to be officers or di-
rectors of such banks, In practice, however, they have always becen
officers or directors of member banks; and, because of the grouping of

member banks for election purposes according to size, one of the class A

f; directors comes from a large bank, one frow a medium~sized bank, and the
third from a small bank,

The evolution In the oripinel Federal Reserve Act of the
occuparvional reguirement with respeet to class B directors is of par-

ticular interest, The Glass bill in the House provided that such di-

I ractors should be "represeatative of the general public interxests of the
iy
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reserve district", but in another place it provided that they should

"be feirly representative of the commercial, agricultural, or industrial
36/
interests of thelr respective districts'', The Qwen bill iu the

85/ Federal Reserve Act, § &, ¢¢ 10, 11 (12 U.8.C. § 302),

86/ Sec House Report on Oripinal Act, pp. 113, 114,
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Senate contained identical provisions. IlHowever, as the bill passed

the Senate, the reference to representation of the "general public

interests' was omitted and instead it was provided that class B di-
rectors at the time of their election should be actively cngaged in
their district in coumerce, agriculture, or some other industrial
pursuit, With miner changes in punctuation, this was the form in
which the provision was finally enacted,

In the House, because of the two provisions of the Glass
E bill, class B directors were sometimes referred to as representatives
of the general public interest and sometiwes as representatives of

commexce, agriculture, and industry. Thus, Carter Glass himself and

Representative Hardy said such directors would '"fairly represent the

87/
_ commercial, industrial or agricultural interests of the community';
83/ 89/ 90/ 9/
f: but Representatives Collier, Neeley, Sinnott, and Hinebaugh

referred to them as representing the general public interest, In the

E?? Senate, however, the class B directors were usually described as repre-
o 92/

senting or identified with “the commercial and industrial interests”,
93/

"the agricultural, commercial, and industrial interests’,  or "the

e g i

87/ 50 CONG, REC, 4643, 4867 (Sept, 10, 13, 1913),

88/ 1d,, 4805 (Sept, 12, 1913),
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94/
business, the agricultural, and the commercilal interests of the country',
The Owen Report in the Senate referred to them as '"business men".ggf
Whether the clasa B directors were intended to represent the
general public or only the interests of commerce and business, it scems

that the framers of the Act contemplated that the class C directors

appointed by the Federal Reserve Board would represent the Gevernment

of the United States, Thus, Representative Heeley said that they would
"represent the Federal Government”;gg/ Senator Owen referred to them as
"representing the interests of the United States”;gzj and Senator Pomerene

stated that they would be "Govermment officers' and that the Goverrment
would have '"three representatives on the board.'gg/

Over the years, the concept of the representative role of the
class G directors has apparently changed, Today it is the class C di-
rectors who are regavded as representing the "gencral public interest',
but net precisely as representatives of the Federal Government, Thus,
in 1952 the Patman Subcommittee Report stated that they are agg?inted
by the Board of Governors 'to represent the public interest,”  They

may be, and are, drawn from various occupations and backgrounds; the

only thing they cannot be is bankers, For exauwple, they are educators,

94/ 51 CORG, REC, £3% (Pec. 13, 1913, Senator Pomerene).

95/ Senate Report on Original Act, Part 2, p, 10,

96/ 50 CONG. REC, 4344 (Sept, 12, 1913).

F——

1d., 599 (Nov, 24, 1913),

21/
98/ 51 CONG, REC, 039 (Dec, 13, 1913).
/

1952 Patman Subcomnmittee Report, p. 53,
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economists, newspaper publishers, lawyers, and officers of manufacturing

companies, public utilities, and insurance companies, It may be noted
that many class ¢ directors - those engaged in manufacturing or other
commerclal businesses -~ would also be eligible for election as class B
directors; indeed, some class B directors have subsequently been appointed
by the Board of Governors as class C directors,

In the light of this background, it is appropriate to ask
whether there are any reasons that would make it desirable today to
change the traditional arrangement under vhich the nine directors of
each Reserve Bank are divided into three classes, one representing
banks, one representing business, and the third representing the general
public,

For example, question has sometimes been raised whether the
law should be amended to provide specifically for representation of
"1abpr“ on the Reserve Bank boards of directors, Thus, in 1952
Mr..Patman's Subcormittee on General Credit Control and Debt Manage-

100/
ment stated in its Report;:

"We note with concern the complete absence of any repre-
sentation of labor on the directorates of the Federal Reserve
banks, despite the fact that labor is so vitally atfected by
monetary policy, We recommend that the Board cf Governors
give consideration to including representatives of labor
among those whom it considexrs eligible for appointment as
classs C directors.,"”

The Report indicated that Semator Flanders, while feeling that repre-
sentatives of labor should be considered eligible for appointment as

elass C directors, was opposed to any requirements - presumably specifie

100/ Id., p. 4.
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statutory requirements - that would tend to make the directorships

"partisan by parceling them out to mewmbers of special-interest groups,

101/
whether business, agriculture, or labor.,"
1f_ During 1964 hearings, Representative Pepper queried President

Irens of the Dallas Reserve Bank as to whether that or any other Reserve

Bank had dircctors who represented labor, He questioned specifically

1% whether the statutory requirement that class B directors be engaged in
}:é commeérce, agriculture, or some other industrial pursuit was broad enough
i 102/

I to include an officer of a labor union, Mr, Irons indicated that he

did not know whether any Reserve Bank had a director who could be re-
103/

garded as representiag labor, He added that, in his opinion,

f;; Reserve Bank directors did not regard themsclves "as being associated

or tied to a representation of any particular group' and that "it would

be much better if we could get the thought, . ,that a dircetor of a

Federzl Reserve bank is a public servant whether he is associated with
104/
labor, banking, retall selling or whatever it is ., , ., ."

As indicated by Representative Pepper’s question, the exact
scope of the phrase 'commerce, agriculture or some other industrial

h% pursult”, as applied to class B directors, is by no means clear, It

is questionable whether it covers a person whose principal occupation

i3 that of an officer of a labor union, And it presents other questions:

101/ Id., p. 5.

102/ 1964 Yearings on Federal Reserve, p, 079,

103/ 1d., p. 877,

104/ 1d., p. 878,
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does it, for example, cover an officer of an insurance company or of
a4 mutual fund? In a sense such officers may be regarded as engaged
in “commerce', On the other hand, it may be argued that, whereas
class A directors are intended to represent the 'lending" sepgment of
the econemy, class B directors are intended to represent the "borrow-
ing" segment; and it appears that the Board of Govermors has tended
to follow this rationale, Such questions may suggest that the law
should be clarified, For example, it might be changed to make any
person engaged in a copmercial, industrial, agricultural, or 'financial”
pursuit other than banking eligible for election as a class B director,
However, a more basic change in the law might be censidered:
should it provide at a&ll for representation by Reserve Bank dirxectors
of any specific interests? Like President Irons of the Dallas Reserve
Bank, former Reserve Board Governor Abbet I, lills, Jr,, once stated
that, while three of the directors purport to ropresent banking, three
to represent business, and three to represent the public, they had all
refrained from "any inclination to press the private interests above
the publie interest.‘;géf In 1968, one economist expressed the view
that there was no rcason why three of the directors should be bankers

or "why another three of these positions should be held by businessmen

of the district (also chosen by the member banks and presumably sympa-

thetic to their interests), and why only three places should be reserved
106/

for representatives of the 'public interest' , ., ., ,

10657 1d., p. 105,

106/ 1968 Compendium, p. 362,
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The question may be analogous to the question sometimes ralsed
as to whether the Foderal Reserve Act should be amended to eliminate the
requirement that, in appointing members of the Board of Govermors, the
President "shall have due regard to a falr representation of the fi-
nanclal, ?gg}culturaln industrial, and commecrcial Iinterests, , .of the
country,'” Tt has been asserted that Doard members should be, and
axe, representatives only of the public Interest and not of any specilal
interesis, Similarly, it way be argued that, whether chosen by the
member banks or by the Board of Governors, directors of the Reserve
Banks should not be subject to any occupational regulrements, elther
as bankers or businessmen, but should be selected solely on the basis
of thelr qualifications and, in the words of President Iromns, as 'public
servants'’,

Again, however, there is an "on the other hand", The present
arrangement for division of Reserve Bank directors into three classes
chosen respectively from banking, business, and the public need not
be regarded as meaning that any director is the protagonist of a
speclal interest, On the contrary, once & person becomes a director
he is cxpected, like members of the Board of Governors, to act object~
ively and only in the public interest, The advantage of the present
arrangement 1is that it tends to enhance the likelihood that Reserve
Bank directors will be drawn from diversified backgrounds and that
various viewpoints will be brought to bear upon declsions relating

to the administration of the different Reserve Danks and upon decisions

107/ Federal Rescerve Act, § 10, ¢ 1 (12 U.S,C. § 241),
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and advice with respect to bapking and monetary policies, If there is

any defect in the present arrangement, e,7., insufficient representation
of some interests, such as labor, it can be corrected within the frame-
work of present law: the Board of Governors has the power, through its

appolntment of class C directors, to provide for an even greater diversi-

R SR LT P
- P

fication of backgrounds on the part of Rescrve Bank directors than exists

today,

Bl

Connections with bLanks

e e -

The Glass version of the original Federal Reserve Act provided
that class A directors "shall be chosen by and be representative ef the

stock~holding banks' and this provision was carried over without change

o L b WA e S U LTk, AR i e &1

in the Owen bill and in the Act as finally passed. However, under the

election procedure prescribed by the Glass bill, the board of dircctors
i of cach member bank was required to elect "one of Lts own members' as

a district reserve "eclector', and these electors then voted for one

- name on the list of such electors, not his own, as representing his
1og/

. cheice for a class A dircctor of the Reserve Bank, The effect of
this procedure was to require all class A directors to be dircctors of

member banks: officers of such banks would not have been eligible,

The election procedure was changed in the Senate to eliminate

uﬁlw the requirement that the 'electors be chosen by a member bank's board

of directors from 1ts own members, Thus, as the Act uzs passed and as

it exists today, class A directors are required only to be 'representa-

tive" of the member banks, Technically, they nzed not have any connection

108/ See House Report on Oripinal A~t, p, 113,
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whatsoever with member banks, In practice, however, and ap;arently in
accordance with the intent of the original Act, all class A directors
are e¢lther officers or directors of member banks,
With respect to class B directors, the Glass bill provided
for their election by the "electors" chosen by the boards of directors
of the various member banks, but it was specifically provided that they iy
should not be "officers or directors of any bank or banking association.'rél-
In the Senate, the Owen bill followed the election procedure contained
in the Glass bill for the selection by the board of directors of each
member bank of one of its own members as a district "elector' and pro-
vided that, from a list of such electors, there should be chosen both
class A and class D directors;llg/ This procedurc would have required
class B as well as class & directors of the Reserve Banks to be directors
of member banks, In conflict with this requirement, however, another

provision of the Owen bill stated that no class B or class C director

of a Reserve Bank should be "an officer, direcctor, or stockholder of a

member bank,' This conflict was eliminated on the floor of the Senate,

and the Owen bill as finally passed omitted the requirement that the
"elector' chosen by the board of directors of each member bank should
be one of its own members,

The Glass bill contained no provision prohibiting a class C
director from having bank connections., The Oven bill, as previously

noted, provided that neither a2 class B nor a class C director should

To37 1514,

110/ See Senate Report on Original Act, Part 2, p, 40,
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be an officer, director, employee, or stockholder of any bank, In
conference, the restriction upon the ownership of bank stock by class B
directors was eliminated,

In sunmary, while class A directors are expected to be officers
or directors of menber banks, class B directors may not be officers, di-
rectors, or employees of banks, and class C directors may not be officers,
directors, employees, or stockholders of banks,

The freedom of class B directors to own bank stock has been
cited by Representative Patman in support of his often-reiterated thesis
that the Reserve Banlis are unduly dominated by commercial banks, He has
pointed out that, in addition to electing the three class A banker-
directors, the member banks also elect the three class B directors and
. that a majority of such directors actually are stockhcolders of banks,
- From this, he concludes that the class B dlrectors "are very close to
the banks, or they would not be selceted by the banks”lllf and that
"normally we would expect them [the member banks] to select people who

112/
were favorable to them,"

A committee staff report regarding the 1964 hearings before
the Subcormittee on Domestic Finance of the House Banking and Currency

Committee on '"The Federal Reserve System After Tilfty Years' contained

the following observations on ownership of bank steck not only by

113/
class B directers but also by class C dircctors prior to their appointment:

111/ 1964 Hearings on Federal Reserve, p, 60,

112/ 1d., p. 893.

113/ Proposals for Improvement of the Federcl Regserve ond Staff Report
on Hearings before the Subcommittce on Nonestic Finance of House Com-
mittee on Banking and Currency (38th Cong., 2d Sess., Aug, 25, 1964),

Pp. 67, 68.
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"+ . .Chalrman Patman, early in 1964, conducted a con=

fidehtial inquiry as to the banking affiliations of class B

and class C directors of the Federal Reserve banks, Individual
responses remain confidential, in sole custody of the chairman

: and available only to members of the committee, Only aggregatve
H figures were made available to staff. Thesc Indicate that out

3 of 3¢ class D directors, 20 presently own stock in banks, and

i? 11 others have owned bank stock in the past, In addition, 17

s have been commercial bank directors before becoming Federal

:J Reserve directors, and 12 have held other positions and officer~
ships in banks.

! "0f the class C directors, 18 had formerly been directors

o of banks and 20 of the present class C directors owned bank

j stock in the past, When it 1s considercd that class A directors
'? _ are directly chosen from the banking community, the heavy in-

§ cidence of barking connections of the B and C directors all add
i up to a strong banling orientation among those who direct the
affairs of the Reserve banks and select men who participate in
open market deliberations.,'

During the House debates on the original Federal Reserve Act,

it was argued that class B directors should not be associated with com-
114/
mereial banks even as stockholders, Representative Sinmott stated:

"Mr, Chairman, the amendment which I have offered relates
to the directors under class B, The directors under class B
are the directors who shall be the representatives of the
general public in said district; that is, I take it the gen-
eral public in said district as distinguished from the banking
interests of the district, Now, on page 8, line 22, the pro-
vision provides that the directors of class B shall not be
officers ox directors of any banking institution, That, I
assume, 1s inserted for the purpose of getting directors who
are not in any way interested or associated with banks and
banking as officers or directors, I think that the object
in getting directors wholly divorced and disassoclated from
banks and bankers can be better attained and that objeet can
3 be better safeguarded If those directors are not only not taken
3 from the directors and officers of banks, but they shall not
% even be taken from the stockholders of banks."

In response to this sugpestion, Representative Phelan explained vhy it

was deemed undcsirable to prohibit the ownership of barnk stock by

114/ 50 CONG, REC, 4989, 49920 (Sept. 15, 1913).
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115/
class B directors:

"In a great many towns and small cities it is almost
lmpossible te find men who are representative of the agri-
cultural, industrial, and commercial interests who are not
stockholders in banks, I know in my State it is true that
many of the men who are prominent in business in one way or
another are stockholders in the banke, UNow, if you excluded
stockholders, and this would apply particularly to the smaller
places, by that very exclusien you wight prevent the bank from
getting just the kind of men whom you want to represent those
great interests, In large clties it is not so difficult, but
in small cities it is, That and other reagsons werc the con-
trolling reasons why the committee did not exclude stock-
holders from banks serving as directors in Federal reserve
banks in class B,"

b, B oy

In the light of ilr, Patman's criticism and in order to

minimize any impression that the directorships of the Reserve Banks

are unduly controlled by the member banks, consideration might be

given to an amendment to the law, like that suggested by Representa-
tive Sinnott, that would prohibit class B directors from owning bank
stock, On the other hand, the argument against such an amendment
presumably would be very much like that made by Representative Phelan
in 1913, Certainly, it is at least as likely today as it was in 1913
that many businessmen who would make desirable Reserve Bank directors

are owners of some bank stoeck, The difficulty of finding persons with

the necessary qualifications who are willing to serve as Reserve Banic
directors has become more and more pronounced in recent years. An

amendment: of the kind suggested would be likely to enhxuce that

difficulty.

115/ 1d., 4990,
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"Banking experience! of the chairman

One of the nine directors of each Reserve Bark is subject to
a speclal eligibility requirement. The class C director who is desig-
nated by the Board of Governors as the chairman of each Reserve Bank's
board of directors (and also as "Federal Reserve agent') is required
by the statute to be "a person of tested banking cxperience".lléf The
original Act also applied this regquirement to the class C director
desig?%ted as deputy chairman; but this requirement was repealed in
1917.-“1/

The requirement that the chairman of the board of directors
shall be a person of tested banking experience appears to be incon~
sistent with the intent of the law that all class C directors shall
be vepresentative of the general public and shall not be associated
in any way with banks, even as stockholders, In any event, this
requirement seems to have been completely ignoxed in practice, Of
the Reserve Bank chairmen designated by the Beoard of Goverxmors for
1970, not one would appear te meet this requirement, Four of them
are industrialists or businessmen, four are educators, one is presi-
dent of a public utility company, one is an officer of an insurance
company, one¢ is a newspaper editor, and one is a lawyer,

If other suggested changes in the law with respect to Reserve

Bank directors wmay be subject to some debate, it seems fairly clear

that in this instance the law should be amended to eliminate the

116/ Federal Reserve Act, § &, ¢ 20 (12 U,5.C, § 305).

117/ By Act of June 21, 1917 (40 Stat, 232),
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contradictory and impractical requirement that the chairman of a
Reserve Bank's board of directors sheuld be a person of tested bank-
ing experience,

Residence requirement

The Glass version of the original Act provided that the
class C dircctors should be residents of the districts for which they
are selected.llg/ As changed in the Senate, the provision was finally
enacted in a form that requires that class C directors '"shall have becn
for at least two years residents of the district for which they are

119/
appointed,”

During the debates on the bill in the Senate, Sepator Burton
pointed out that, under the wording of this provision, It would seem
possible that a man who had lived in the Atlanta District for two yecars
and had then moved to New York and had lived there for ten years could
be appointed a class C director of the Atlanta Reserve Bank, Senator
Owen replied that such a construction of the provision would be possible
and that the language of the bill "would have been more aptly phrased
to express its real weaning if the words 'immediately p;evious to
appointment' had been inserted." He went on to say:lgg

"The House bill would have perxitted a man te mwove Into

the section, and then say he was a rcsident, and be appointed,

This was intended to prevent that being done, in order that
those who were appointed from a district should have been

118/ See House Report on Oripinal Act, p. 114,

119/ Federal Reserve Act, § &, ¢ 20 (12 U,5.C, § 305).

12¢/ 51 CONG. REC, 875 (Dec, 15, 1913),
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bona fide residents there at lcast two years previous to
appointment, I think the construction the Senator su;gests
might be possible; but any doubt on the noint can be t1sily

removed by inserting the words 'immediately previcus t» ap-
pointment . '"

Unfortunately, the bill was not specifically amendad as
suggested by Senator Burton; and, despite this cleexr legislative
history as to the intent of the provision, 1t appears that the Board
of Governors has interpreted the law as permitting a person to be
appointed a class C director 1if at any time in the past he had resided
for two years in the district of the Reserve Bank to which he is
appointed,

The law contalns ro requirement with respect to the residence
of class A and class B directors, Since the class A directors are re-
quired to be representative of the stock-holding member banks and since
the class B directors are required to be actively engaged in ''their
district" in commerce, agriculture, or some other industrial pursuit,
it seems to have been contemplated that these directors should be
residents of the district not only at the time of thelr appointment
but throughout their terms of office, Strictly speaking, however, a
class B director conceivably could reside in one Federal Reserve dis-
trict and yet be actively engaged in business In another district and
thus technically be elipible for election as a director of the Reserve
Bank of such other district.

It seems questlonable whether there is any sound reasen for

imposing a residence requirement upon class C directors and not also

upon class A and class B dircctors, In the interest of uniformity
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and clarification of the law, it would appear desirable to require that
all Reserve Bank directors shall be residents of the district of the
Reserve Bank to which they are elected or appointed as of the time of
their election or appointment and that they shall cease to be such di-

rectors if and when they should cease to be residents of the district,
Such a chapge in the law was recoumended by the Board of

Governors in 1956 in conmnection with Congressional consideration of
121/
a proposed 'Financial Institutions Aect', As that bill passed the

Senate in 1957 (the blll died in the House), it contained the following
provision in line with the Board's recommendation but with & modifica-
tion permitting a director to reside in another district if his residence

was not more than 50 miles from the Rescrve Jank of which he was a di-
122/
rector:

". + Each director shall be a resident of the district
of the Federal Reserve bank on the board of whieh he 1s serv-
ing, or shall reside within a fifty~nile radius of the Federal
Reserve bank on the board of which he is serving, Lach di-
rectar shall cease to be a directer when he ceases to meet
the residence requircment,"

Tenure
Each Reserve Bank director is elected or appointed for a
123/
term of three years, However, there 1s no provision of the law

that makes him inelizible for Indefinlte re~clection or reappointment

for additional terms,

121/ Lepislative Recommendations of the Tederal Supervisory Agencies,
Coamittee Print of Senate Banking and Currency Committee (84th Cong.,
24 Sess., Oct. 12, 1956), p., 73, [Hereafter cited as 19506 Legislative
Reenmmendations, )

122/ s, 1451 (85th Cong,, lst Sess,), § 17(a),

123/ Federal Reserve Act, § 4, 1 9 (12 U,5,C, § 302).
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As a matter of policy, the Beoard of Governors in appointing
class C directors will not reappolnt such a director 1f he has served
twe full terms of three years each, except that, 1f a director who has

served more than three years as a class A, B, or C director is desig-
nated by the Board of Governmors as chairman, he may serve not to exceed
one full three-year texm as chalrman for a total of not more than three

full terms as a director,
¥While the Joard has encouraged the adoption of a similar
policy with respect to the tenure of class 4 and class B directors,

such a policy has not always been adhered to in the election of such

directors by member banks, The average lenoth of service of class A
and class B directors is now shorter than it wvas some years ago, but
there have been Instapces in which a clasgs A director has been con-
sistently re~elected for a period of 20 years and, in one case, for
27 years, If diversity of background and exuperience is a desirable
element in the makeup of Reserve Bank boards of directors, it seems
equally clear that a greater diversity oi viewpolnts can be achieved
by a reasonable degree of rotation in the service of individual diw

rectors,

In 1949, in reply to a questionnaire submitted by the Sub-
conmittee on ilonetary, Credit, and Fiscal Tolicies of the Joint Economic

Committee, under the chalrmanship of Senator Douglas, Chairman licCabe
124/
of the Board of Goverrors stated:

'"One of the major advantages of having a Loard of
directors at each of the Federal Rescrve banks is that
it brings to bear on the problems of the Cystem the wide

124/ Monetary, Credit, and Fiscal Policies: Collection of Statements

- Submitted to Subcoumittee on lonetary. Credit, and Fiscal Policies of

the Joint Committee on the Lconomic Report (llov, 19249), p. 69,
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range of training and experience possessed by the directors,
This advantage can be most effectively utilized, however, if
there be injected regularly into the membership of the board
N of directors fresh points of view, This can best be accom~
¥ plished by a system of rotation of mewbership on the bank
boards, Another advantage of such a system would be that

a more frequent turn-over of directors would result in more
o of the outstanding businessmen in the various Federal Reserve
ﬁ districts having close contact with and understanding of

& monetary and credit policies, These problems are complex,

j They are not generally understood by the public, Iien who

& serve as directors of the Federal Reserve banks cr as mem=

i bers of the Federal Advisory Council gain a2 much better

ki understanding of national monetary and credit problems and
of policies designed to meet such problems, and they are
thus able to inform other businessmen and banliers on these
subjects, This results in a far wider understanding and
ecceptance of Cystem policles,”

In connection with the proposed '"Financial Institutions Act',
previously mentioned, the Board of Governors in 1956 recemmended that
directors of the Reserve Banks, other than the chairman of the board

of directors, be prohibited from serving more than two consecutive

terms of three years each, In support of this recommendation, the
125/
Board stated:

"A certain degree of rotation in the dircctorates of
the Qeserve banks and the membership of the Federal Advisory
Councll is desirable in order to obtain the advantages of
broader representation and wilder experience over a perilod
of time. Such rotation would help to bring a wider variety
of experience iInto the councils of the Federal Reserve System
and would also help to bring about a more widespread knowledge
of System policies and problems, It would thus serve the
public Interest in both directions, At the same time, the
length of service permitted under the proposed amendment
would be adequate to assure for the System and the public
interest the benefits of suitable continuity of policy and
acquired experience,
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"In connectlon with the appointment of class C directors
of the Federal Reserve banks, the Board as 2 matter of policy
does not reappoint any such director who has served 2 full

Bz

125/ 1956 Legislative Recormendations, p. 75, .
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terms of 3 years each, except that the class C director who
1a designated by the Board as Chalrman and Federal Reserve
agent may serve for a total of not to excced 3 full terms,
The proposed amendment would limilt the terms of serxrvice of
all directors, class A and class B, as well as class C di-
rectors, but would continue to permit an exception as to
the Chairman,"

The Board's recommendation would have been incorporated in

126/
the following language in that bill as it passed the Scnate in 1957:

s » of0 director of a Fedcral Reserve bank who has
served two full consecutive terms of three years each shall
be eligible to serve apgain as a director pursuant to a new
election or new appointment until after an intervening period
of pot less than three years, cxcept that a director desig-
nated as chalrman of the board of direcectors of such bank may
serve three full consecutive three-yecar terms without such

an intervening period, ., ., ."

BRAKNCH BANK DIRECTORS

Any consideration of Reserve Bank directors naturally focuses
upon the directors of the head cffices of the 12 Federal Reserve Banks,
It should not be forgetten, however, that each of the Reserve Banks,
e¢xcept Boston and Philadelphia, has one or more branches and that
altogether there are 24 Reserve Bank branches, each with itz own
directora,

Under section 3 of the Federal Resexve Act, the Board of
Governors may permit or require any Reserve Bank tc establish branch
banks to be operated, subject to repgulations of the Board of Covernors,
"under the supervision eof a board of directors to consist of not more

than seven nor less than three directors, of whom a majority of one

126/ S. 1451 (85th Cong,, lst Sess,), § 1l7(a).

b
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shall be appointed by the Federal reserve bank of the district, and

the remeining directors by the Board of Governors of the Federal Re-
serve System.”lgl/ The branch directors hold office during the pleasure
of the Board of Governors, This is all that the law provides with
respect to such branch directors; it says nothing about their qualifi-
cetions or their functions.

Pursuant to the law, however, the Board of Goveinors has
préscribed regulations relating to Reserve Bank branches.-ggl with
respect to their directors, the regulations provide that each branch
board shall consist of seven or five members as mway be determined by
the Reserve Bank wiph the approval ¢f the Boaxrd of Governors; that
such directors shall be persons of "high character and standing"” with
business and financial interests “primarily within and representative
of the branch territory'; that the directors appointed by the parent
Reserve Bank shall be "either well qualified and experienced in bank-
ing or actively engaged in commerce, agriculture or some other in-
dustrial pursuit”; and that those appointed by the Board of Governors
gshall be persons who are "actively engaged in commerce, agriculture,
some other industrxial pursuilt, or the practice of a profession, whe

are not primarily engaged in Banking and preferably are not directors

of banks, although they may be stockholders," Under the regulations,

127/ Federal Reserve Act, § 3, ¢ 1 (12 U.S,C. § 521).

128/ These regulations, which are not published in the Federal Register,
were last amended effective January 1, 1947,
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each such director must reside within the branch territory, but at
least one must reside outside the city in which the branch is located.
The terms of such directors are fixed at three years where the branch
board has seven members and at two years where the board has five
members; and limitations are placed upon the continuance of service
of any such directors,

Practically nothing has been sald in the past about the
manner of selection or the qualifications of Reserve Bank branch di-
rectors, During 1964 hearings before the House Banking and Currency
Committee, there was a passing reference to the representation of
agriculture on the boards of directors of the branches.lgg/ Other-
wise, Representative Patman and other members of Congress have directed
attention solely to directors of Reserve Rank head offices, MNeverthc-
less, this study would be incomplete without brief mention of at least
three points relating to Reserve Bank branch directors,

The first has to do with the selection of the branch directors,
As has been noted, a majority of the directors of cach branch 1s selected
by the parent Reserve Bank and the others are appointed by the Board of
Governors, This means that the board of directors of the Reserve Bank
head office has a dominant voice in the selection of the branch directors,
Since six of the nine head office directors are elected by the member
banks, the provision of present law as to the selection of branch di-

rectors could be cited by Representative Patman as another illustration

129/ See colloquy between Representative Pepper and President Irons
of the Dallas Reserve Bank, 1964 Hearings on Federal Reserve, p. B84,
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of the unduc influence of private bankers upon the operations of the
Federal Reserve System, Should the law be changed to provide for the
appointment of a majority of the branch directors by the Board of
Governors instead of by the parent Reserve Bank of the district?

The second point relates to the qualifications of the branch
directors, While the law itself prescribes no requirements in this
respect, the regulations of the Board of Governors, as has been noted,
require that the directors appointed by the Reserve Banks be experienced
in banking or actively engaged in commerce, agriculture, or some other
industrial pursuit, and that the directors appointed by the Board of
Governors shall mot be primarily engaged in banking and, "preferably",
shall not be directors of banks. Are these requirements appropriate?
For example, should they be changed to require that at least one branch
director shall be a representative of agriculture - or a representative
of labor? On the other hand, as in the case of head office directors,
the question arises whether the branch directors should be regarded as
"representatives" of any special Interests,

The final, and basic, point iz whether there is a need for
Reserve Bank branch directors at all, Do they serve any meaningful
purpose? Would it be preferable to dispense with them and to provide
for the operation of each branch under the direction of a "manager"
designated by the Reserve Bank head office? Actually, under present
practice, each Reserve Bank assigns one of its vice presidents to be

"{n charge" of the day-to-day operations of each of 1ts branches,
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The argument against climination of Reserve Bank branch
directors is much the same as the argument against elimination of

Reserve Bank head office directors - that such branch divectors play

an fmportant role in the formulation, implementation, and interpreta-
tion of System policles, Granting that the role of the branch directors
may be less important than that of the head office directors, it may
stlll be contended that they provide a ''link" between governmental

and private interests that should be preserved. Indeed, it may be
argued that they come closer to a ''grasse~roots' contact with private
interests than even the head office directors, Seventeen of the 24
Reserve Bank branches have seven directors; the other seven branches
have five directors, Thus, there are 154 Reserve Rank branch directors,
as contrasted with 108 head office directors, The net result ls that
the branch directors (and, because of '"rotation' requirements, the ex-
branch directors) enhance the 1likelihood that the Federal Resexrve System
will have the advantapge of the counsel of many persons of diversified
backgrounds and, at the sawe time, that a better understanding of the
System and its policies will be transmitted to bankers, businessmen,

and the peneral public.
SUMMARY

As indicated at the beginning of this paper, its purpose is
not to recommend specific changes in the law with respect to the selee-
tion of Reserve Bank directors but only to proveke thought as to the
desirabllity of such changes and to recount what has been said in the

past with respect to this subject.
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It seems clear, however, that at lesst some minor changes in
present law would Le desirable, TFor exauple, the law should be amended -

(1) to insure rotation in the werbership of leserve Bank

boards of directors;

(2) to elizinate the unrealistic reguirerent that the

chairman of each leserve Benk board of directors shall be a2
person of 'tested bLanking experience'; and

(3) to require all Resexrve Bank directors to be residents

of their districte while they serve as such directors,

The answers to the other gquestionc discugsed in this paper
are not so clear, &5 to some of ther, pe:suasiVe arguments can be nade
on both sides of the question; as to others, wore than two alternative
solutions may be cupgested,

The precent requirement that werier banke be classified into
three groups according to "sindlar capitalization' in the election of
class A and class 33 directors may be criticized on the ground that it
gives disproportional voting power to the larger banks; but it may be
defended as according a proper representation of the different interests
of large, medium-sized, and emall banks, 7The law could be changed in
various ways, @.5., to provide for arbitrary division of member banks
into three numerically equal groups according to rault in capitalization
or in apgregate deponits or to provide for direct voting by all member
banks without division of such banks into thice clesces at sll, Cn the
other hand, one may argue that the present clection procedure, however
cumbersome and inequitable, is probubly as sood as any other that might

be sugpested,
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As to the present division of Reserve Bank difectofs into
three classes purporting to "represent" banking, business, and the
general public, it may variously be cortended that some interests,

e,g., those of labor and of consumers, are not adequately represented;
that any supgestion of representation of "special' interests should be
abandoned in favor of a procedure for the selection of persons who
represent only the "public'" interest; or that the present statutory
scheme should be retained on the ground that it assures the selection
of directors with widely diversified backgrounds and provides a desir-
able "1ink" betwcen the Government and private Interests in accordance
with the basic intent of the Federal Reserve Act,

The most fundamental guestion is vhether a majority of cach
Reserve Bank's directors should be selected by the member banks or by
the Board of Governors - and, by the same tolen, whether a majority of
the Reserve Bank branch directors should be appointed by the respective
Reserve Banks or by the Board of Governors, Does the present statutory
arrangement imply undue control of the System by the member banks? Or,
on the other hand, would an alteration of that arrangcment imply a
trend toward ''mationalization" of the banking system and weaken the
"independence' of the Federal Reserve System? Obviously, this is a
quéstion of judgment, However, it is at lcast worth considering whether
the selection of a majority - or cven of six -~ of the nine directors of
the Reserve Banks by the Board of Goverrors of the Federal Rescrve System
might not serve to refute any 1lwmplication of coutyol of the System by
private bankers and at the same time preserve the concepts of decentral-
1zation and combination of public and private interests in the operations

of the System,



