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SHOULD THE FEDERAL OFPEN MARKET COMMITTEE

BE ABOLISHED QR CHANGED?

1. INTRODUCTION

The Federal Open Market Committee 1s a unique agency of the
Federal Government. Endowed by Congress with powers that directly affect
the national economy and that indirectly affect every businesa and indi-
vidual in the country, it nevertheless 1is an agency that has no offices
of its own, no building, no employees, and no money, and that is composed
partly of members who are not appointed by the President of the Un;ted
States, It is peculiarly a product of historic evolution that reflects
a compromise between a concept of centralized povernmental control and a
traditional political concept of regionalism or '"federalism'.

The Committee is an integral part of what is known as the
"Federal Reserve System''. That System consistas of five elements: (1) the
Board of Governors of the Federal Reserve System, a Govermment agency of
seven members appointed by the President; (2) 12 regional Federal Reserve
Banks that operate for public purposes under the general supervision of
the Board of Governors; (3) several thousands of commercial banks that,
a8 "member bankse'', own stock in the Reserve Banks and are subject to
certain regulation and supervision by the Board; (4) a Federal Advisory
Council consisting of 12 bankers elected by the boards of directors of
the Reserve Banks; and (5) the Federal Open Market Committee consisting

of the seven members of the Board of Governors and five ''representatives"

of the Federal Reserve Banks.
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The Federal Open Market Committee - or FOMC - has been a statutory
part of the System only since 1936. Yet It exercises what 1s now regarded
as the most Importent power possessed by the System -~ regulation of Reserve
Bank open market operations. When the Reserve Banks purchase securities
in the market, the reserves of member banks are increased and the effect

is to stimulate credit expansion. Conversely, when the Reserve Banks sell

securities in the market, member bank reserves are absorbed and the effect
is to {induce credit contraction. Since the FOMC has authority to "direcc"
the Reserve Banks to takg either action, it ﬁaa the power at any time
either to ease or to tighten cfedit conditions,

At the same time, the Board of Governora, under other provisions
of the Federal Reserve Act, has power to ease or tighten credit by lowering
or raising the "discount rate' charged by the Reserve Banks for credit ex-
tensiongs to member banks or by reducing or increasing the reserves required
to be majintained by member banks of the Sysgtem,

Over the years since 1936, when the present FOMC came into exist-
ence, there have been various proposals for changes in the distribution of
suthority between the FOMC and the Board in the area of monetary and credit
control., Some have urged that the FOMC be abolished and that regulation of
open market operations be veasted in the Board; others have suggested the
transfer of the Board's authority over discount rates and reserve require-

ments to the Committee; and still others have suggested changes in the

 Composition of the FOMC,

The purpose of this paper {8 to describe and analyze such

' PXopesals, with partiecular attention to arguments for and against them
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ag expressed in Congressional hearings and {n replies to Congressional
questionnaires. Representative Wright Patman, presently chairman of the
House Banking and Currency Committee, has repeatedly introduced bills to
transfer regulation of_open market operations from the FOMC to the Board
of Governors., The Board, or members of the Board, may be called upon to
testify or express views with respect to such bills. It is hoped that
this paper may at least provide some assistance in the formulation of
such views,

Before considering various proposals for changes in authority
over open market operations, it is important to have in mind the exact
nature of provisions of present law with respect to such operations and

the manner in which the present FOMC has evolved over the years.
PRESENT LAW

The composition and powers of the FOMC are set forth in sec-

ticn 12A of the Federal Regerve Act, The full text of that section is
1/

ag folleows:
“"SECTION 12A. FEDERAL OPEN MARKET COMMITTEE

"(a) There 13 hereby created a Federal Qpen Market Committee
(hereinafter referred to as the 'Committee'), which shall consist
of the members of the Board of Governors of the Federal Reserve
System and five representatives of the Federal Reserve banks to
be selected as hereinafter provided. Such representatives shall
be presidents or first vice presidents of Federal Reserve banks
and, beginning with the election for the term commencing March 1,
1943, shall be elected annually as follows: One by the board of
directors of the Federal Reserve Bank of New York, ome by the
boards of directors of the Federal Reserve Banks of Boston,

1/ 12 u.s.c. § 263.
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Philadelphia, and Richmond, one by the boards of directors of the
Federal Reserve Banks of Cleveland and Chicago, one by the boards
of directors of the Federal Reserve Banks of Atlaunta, Dallas, and
5t, Louis, and one by the boards of directors of the Federal Re-
serve Banks of Minneapolis, Kansas City, and San Francisco. In
such elections each board of directors shall have one vote; and
the detalls of such elsctdons may be governed by regulations pre-
scribed by the committee, which may be amended from time to time.
An alternate to serve in the absence of each such representative
shall likewise be a president or first vice president of a Federal
Reserve bank and shall be elected annually in the same manner,
The meetings of sald Committee shall be held at Washington,
District of Columbia, at least four times each year upon the

call of the chairman of the Board of Governors of the Federal
Reserve System or at the request of any three members of the

Committee.

"(b) No Federal Reserve bank shall engage or decline to
engage In open-market operations under section 14 of this Act
except In accordance with the direction of and regulations adopted
by the Committee, The Committee shall consider, adopt, and trans-
mit to the several Federal Reserve banks, regulations relating to
the open-market transactions of such banks.

“{e¢) The time, character, and volume of all purchases and
gsales of paper described in section 14 of this Act as eligible
for open-~market operations shall be governed with a view to
accommodating commerce and business and with regard to their
bearing upon the general credit situation of the country,”

In layman's language and without regard for details, the FOMC
consists of the seven members of the Board of Governors and five members
elected annually by the boards of directors of the 12 Reserve Banks.

One of the Reserve Bank "representatives’’ is always the president of the
Federal Reserve Bank of New York; the other four Reserve Bank represent-
atives are Reserve Bank presidents elected in rotation by three groups
of three Reserve Banks and one group of two Reserve Banks, No Regerve

Bank may engage or decline to engage in open market operations under

- 8ection 14 of the Federal Reserve Act except in accordance with regula-

tions and directions of the Committee.
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The pertinent provisions of section 14 of the Act with respect

to purchases and sales of securities by the Reserve Banks are the follow-
2/
ing:

"SECTION 14. OPEN-MARKET OPERATIONS

"Any Federal reserve bank may, under rules and regulations
prescribed by the Board of Governors of the Federal Reserve System,
purchase and sell in the open mariet, at home or abroad, either
from or to domestic or foreign banks, firms, corporations, or in-
dividuals, cable transfers and bankers' acceptances and bills of
exchange of the kinds and maturities by this fct made elipgible
for rediscount, with or without the indorsement of a member bank.

"Every Federal reserve bank shall have power:

"{a) To deal in gold coin and bullion at home or abroad, to
make loans thereon, exchange Federal reserve notes for gold, gold
coin, or gold certificates, and to contract for loans of gold coin
1 or bullion, giving therefor, when necessary, acceptable security,

' including the hypothecation of United States bonds or other securi-
"‘ ties which Federal reserve banks are authorized to hold;

"(b) (1) To buy and mell, at home or abroad, bonds and notes

of the United States, bonds issued under the proviszions of sub-
hH section (c) of section 4 of the Heome Cwners' Lecan Act of 1933, as
fi amended, and having maturities from date of purchase of not ex-
R i ceeding six months, and bills, notes, revenue bonds, and warrants
_ with a maturity from date of purchase of not exceeding six months,
:F . issued in anticipation of the collection of taxes or in anticipa-
R tion of the receipt of assured revenues by any State, county,
-i district, political subdivision, or municipality in the continental
; _ United States, including irripation, drainapge and reclamation dis-
X ] tricts, such purchases to be made in accordance with rules and

o regulations prescribed by the Board of Governors of the Federal
Reserve System: Provided, That, notwithstanding any other pro-
vision of this Act, (1) until July 1, 1970, any bonds, notes, or
other obligations which are direct oblipgations of the United States
or which are fully guaranteed by the United States as to principal
and intereat may be bought and sold without regard to maturitles
elther in the open market or directly from or to the United States;
k3 but all such purchases and sales shall be made in accordance with
P SO the provisions of section 12A of this Act and the aggregate amount
G of such obligations acquired directly from the United States which

I_"-—"'_'-—--———-_....._...._.
¥ 12U5.CUTE 353-356, 359.
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is held at any one time by the twelve Federal Reserve banks shall
not exceed $5,000,000,000; and (2} after Jume 30, 1970, any bonds,
notes, or other obligations which are direct obligations of the
United States or which are fully guaranteed by the Uailted States
as to principal and interest may be bought and sold without regard
to maturities but only in the open market. The Board of Governors
of the Federal Reserve System shall include in thelr annual report
to Congress detalled information with respect to direct purchases
{ and sales from or to the United States under the provisions of the
preceding proviso,

"(2) To buy and sell in the open market, under the direction
and regulations of the Federal Open Market Committee, any obligation
which is a direct obligation of, or fully guaranteed as to principal
and interest by, any agency of the United States,

"(e) To purchase from member banks and to sell, with or without
its indorsement, bills of exchange arising out of commercial trans-
actions, as hereinbefore defined;

of Federal Intermediate Credit Bamks and of National Agricultural
Credit Corporations, whenever the Board of Governors of the Federal
4 Reserve System shall declare that the public interest so requires."

L
f:j3 "(f) To purchase and sell in the open market, either from or
'f- to domestic banks, firms, corporations, or individuals, acceptances
1

i Certain technical considerations regarding the respective powers

j% of the FOMC and the Board of Governors under present law should be noted
2
b

at this point,
o  | In the first place, although the first paragraph of section 14,
a8 quoted above, literally provides that open market transactions iﬁ cable

- transfers, bankers' acceptances, and bills of exchange shall be subject to

Ef_rules and regulations of the Board of Governors, it is clear that the reg-
‘Ulatory authority of the Board in this area was superseded by section 124
I{°f the Act, as amended in 1935, since that section explicitly provides
Lth&t no Reserve Bank shall eangage or decline to engage in open market

OPerations under section 14 except in accordance with the directlon of
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and regulations adopted by the FOMC. Similarly, the reference to rules
and regulations of the Board still contained In section 14(b) (1) must be
regarded as no longer applicable to purchases of securities in the open
market,

There is still ocutstanding a regulation of the Board of
Governors - Regulation B —2/ that purports to govern ''open market” pur-
chases of bills of exchange, trade acceptances, and bankexs' acceptances.
This Regulation was originally i1ssued during the early years of the System
when open market operations were subject to reculation by the Board. Since
the 1935 amendments to section 124 of the Act, however, it is clear that
Regulation B 1s now beyond the statutery authority of the Board, Never-
theless, the regulations of the FOMC itself provide that only acceptances
and bills of exchange of the kinds made eligible for purchase under the
Board's Regulation B may be purchased in the open market.&/ Consequently,
Regulation B may be regarded as having been adopted by the FOLC and thus
as having present validity.

Secondly, it is necessary to congilder what is meant by the
term "open market', since the FOMC's authority is to regulate open market
operations under section 14 of the Aet. Although that section is headed
"Open-lMarket Operations’, some of the purchases and sales authorized by

the gsection are not required to be made only in the open market, e.g.,

transactions in revenue bonds and warrants,

e
3/ 12 C.F.R. Part 202,

- 4/ 12 C.R.R. 5 270.7(D).




In 1915, the Board defined open market operations as meaning
“all those transactlons authorized by section 14 of the Act which involve
dealings with persons or institutions - whether or not members of the
Federal Resergﬁ System - and which do not require the indorsement of a

member bank.”  Under this definition, transactions in revenue bonds

and warrants could be regarded as open market operations, even though

engaged in directly with the issuers of such securities, Indeed, the

first transaction by the New York Resexrve Bank was a direct purchase of
notes from the City of New York and yet that transaction was described

as an "open market® operation.éf Today, however, open market operations
are regarded as meaning transactions as to which the price is determined
by a free and competitive '"open’ market as distinguished from transactions
negotiated directly with the igsuer of securities. This concept was
plainly reflected in a 1942 amendment to section 14 that authorized
purchases of Government securities either in the open market or directly

1/
from the United States,

There is still outstanding a rezulation of the Board -~ Regula-
8/
tion E ~ dealing with the purchase of warranis by the Reserve Banks,
Under the concept of open market operations just stated, that Regulation

#pplies to warrants purchased directly from the issuer. If they axe

Purchased in the open market, however, their purchase is subject to the

e
3/ Reg. T, Series of 1915; 1916 BULLETIN 15,

 §/ 1915 Annual Report 164,

[ 1/ et of Mar. 27, 1942 (56 Stat. 180).

?' 8/ 12 ¢,F.R. pPart 205.
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jurisdiction of the FOMC. As a matter of fact the regulations of the
FOMC provide that the Reserve Banks may engage in 'open merket’ trans-
actions in revenue bonds and warrants only if they arg of the kinds wade
eligible for purchase under the Board's Regulation E.i/

Finally, the provisc 1n section 14(b)(l) of the Act contains
temporary authority for the purchase and gale of obligations issued or
guaranteed by the United States either in the open market or directly
from or ro the United States. To the extent that such transactions are
engaged in directly with the United States Treasury, they do not con-
stitute "open marlket’' operations. Nevertheless, the provisc itself makes
all such transactions subject to the provisions of section 12A of the Act
and in this respect, therefore, the FOMC has jurisdiction not only with
respect to open market purchases of such securities but also with respect

to direct transactions In such securities with the Treasury Department,

EVOLUTION OF THE FOMC

Crircinal Federal Reserve Act

Federal Reserve open market operations, regulated and directed
by the Federal Open Market Comuittee, are regarded today as the major
Instrument by which the Federal Reserve System provides or absorﬁs mem-
bex bank reserves and thus exercises a potent influence either for credit
eXpansion or credit contraction. This was not always the case. The

iramers of the original Federal Reserve Act enacted in December 1013

“""‘-‘-—-———;—_—.——-—-—
3/ 12 C.F.R, § 270.7(c).
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gpparently had no such concept of open market operations, They made no
provision for an Open liarket Committee. They empowered the Federal Reserve
Banks to buy and sell cable transfers, bills of exchange, bankers' accept-
ances, revenue bonds of States and local political subdivisions, and bonds
and notes of the United States; but the objectives they had in mind did
net include general credit regulation.

Two of the stated objectives of the original Act were to support
the effectiveness of Reserve Bank discount rates and te faecilitate trans-

actions in foreign exchange and regulation of gold movements., Thus, the

10/
Report of the House Banking and Currency Committee stated:

It will have been observed that the transasctions authorized
in section . . . [13 of the Act] were entirely of a nature originate
ing with member banks and involving a rediscount operation. It is
clearly necessary to extend the permitted transactions of the Federal
reserve banks beyond this very narrow scope for two reasons:

“l. The desirability of enabling Federal reserve banks to make
thelr rate of discount effective in the general market at those times
and under those conditions when rediscounis were slack and when there-
fore there might have been accumulation of funds in the reserve banks
without any motive on the part of member banks to apply for rediscounts
or perhaps with a strong motive on their part not to do so.

"2, The desirability of opening an outlet through which the
funds of Federal reserve banks might be profitably used at times when

it was sought to facilitate transactions in foreign exchange or to
regulate gold movements. '

"In erder to attain these ends it 1s deemed wise to allow a
reserve bank, first of all, to buy and sell from anyone whom it
chooses the classes of bills which it 1s authorized to rediscount.
« + o Apart from this fundamental permission, it was deemed wise to
allow the banks to buy coin and bullion and borrow or loan thereon
and to deal in Government bonds. . . ."

;ﬁlg/ Report of House Banking and Currency Committee, Rep, No, 69, 63d Cong.,
t Seas. {3ept. 9, 1913), pp. 52, 53.
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During the debates in the Senate, Senator Nelson similarly re-
11/
ferred to these objectives:

“Section , . , [1l4 of the Act] relates to what we call open-
market operations. The purpose of this section . . . is to confer
upon the reserve banks the authority to go into the open market
and buy foreign and domestic exchange, gold coin and geld bullioen,
bonds of the United States and of any State, county, or municipality,
and short-time obligations of forelign Governments, and so forth, I
need not go into details in respect to the provisions of this sec-
tion any more than to say that the purpose in giving this power to
the reserve banks is to enable them by this means to regulate the
rate of discount and the supply of gold, and it wmay, to some extent,
accomplish this., It is sufficient to say that it is the purpose of
this provision in the bill to enable the banks to control by this
system what are called the discount rates; if rates get toec high,
to cut them down; and it may be necessary to use these discount
rates for the purpose of controlling the gold supply.”

] A third objective of the open market provisions of the origimal
Act was to enable the Reserve Banks to encourage the establishment of an

"open market' for cemmercial bills and bankers' acceptances such as then

existed in Europe but apparently had not developed te any great extent in

the United States. With respect to this objective, the Report of the Cwen
12/
section ¢of the Senate Banling and Currency Committee stated:

f "One of the most important features of this bill is the estab-
¥ lishment of what is called an open market for bills of exchange and
rd bankers' acceptances such as has long prevailed in Europe, but which
1 has not existed to any great extent in the United States. In Europe
the various banks and private bankers carry on a very large scale

3 commerclal billls of exchange and acceptances based on actual commer-
;; cial transactions of short maturities and which are regarded as self-
& liquidating, Such bills have behind them actual merchandise for
which a purchaser has been found and these bills are held in their
portfolios as almost the exact equivalent of cash, for the reason
that the security of such bills is regarded as substantially perfect,

-‘--'--"‘—'——"_-—-h-—-—
11/ 51 CONG. REC, 524.

12/ Report of Senate Banking and Currency Committee, Rep. No. 133, Part 2,
63d Cong., lst Sess. (Nov, 22, 1913), p. 26.
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thely uniform and certain payment constent, add thetbfore there is

an 'open market' for such bills maintained by the great public banks,
such as the Bank of France, the Reichsbank, the Bank of Belgium, the
Bank of Netherlands, the Bank of England, ate., at a very low rate
of interest,

"It 18 now proposed that a2 constant market at a fairly uniform
rate of interest be egtablished in this country by establishing the
Federal reserve bank with a large capital and large reserves and
with the express power to discount for member banks commercial bills
and acceptances of the qualified liquid class, and also to buy and

. sell in the open market such bills and bankers' acceptances as have
- been found merchantable and liquid by the experience of Eurepean

: banking systems., It is anticipated that the effect of this wmethod
’1 will be to encourage banking houses to buy ccmmercial bills of the
gqualified ¢lass, and in this way that we may greatly enlarge the
market for the bills of manufacturers, merchants, and business men
who are handling the actual commerce of the country.”

Finally, a secondary purpose of the open market provisions was

to enable the Reserve Banks to invest their 1dle funds and penerate earn-
ings. Although this purpose was not specifically alluded to during the
debates on the original Act, Carter Glass, who had been chalrman of the
House Banking and Currency Committee in 1913, referred to this purpase
during the debates on the Banking Act of 1935. At that time, after stat-
ing that one reason for the open market authority was to "enforce the
rediscount rate’, he Baid:léf
". . « The other reason for the . . . [authority] was to enable
the Federal Reserve bank to ugse its surplus funds in order to insure

its overhead expenses, and that was all.”

Regulation by the Board

From the enactment of the original Act until March 1, 1936, when
the present FOMC came into existence, all purchases and sales of securities

by the Reserve Banks, whether in the open market or not, were subject to

—
13/ 79 conG. ®EC. 11778,
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Y "
A regulation by the Board. During virtually all bf this period, however,
such regulations as were issued by the Board related only ;o transactions
in revenue bonds and warrants, bankers' acceptances, and bills of exchange.

The first Board regulation In thilas area, i1ssued tentatively on

%j December 22, 1914, dealt with the purchase of munjcipal obligations issued

15/
‘f in anticipation of taxes, i.e,, 'warrants'. On December 31, 1914, the
fﬁ? New York Reaserve Bank purchased directly from the Comptroller of the City

of New York $5 million of that City's tax anticipation notes. Although a

direct purchase rather than an open market transaction, this transaction

was referred to as the New York Reserve Bank's fiyst "open-market operation’
16/
under asectilon 14 of the Act, The Board's regulation regarding the pur-
17/
chade of warrants was formally issued as Regulation F on January 26, 1915.

In 1916, it was redesignated as Regulation E and, with amendments from time
to time, this regulation is still in existence,

During 1915, the Board issued regulations regarding both the
discounting and the cpen market puxchase of bankers' acceptances by the

18/
Reserve Banks.

14/ The first paragraph of the section authorized open market trangactions
in cable transfers, bankers' acceptances, and bills of exchange, 'under
rules and regulations prescribed by the Federal Reserve Board.'' Subsec-
- tlon (b) of the section authorized transactions in bonds and notes of the
United States and in municipal revenue bonds and warrants, whether or not
In the open market, but purchases of such securities were required tc "be
made in accordance with rules and regulations prescribed by the Federal
Reserve Board."

13/ 1915 Annual Report 164,

1915 BULLETIN 40.

1915 BULLETIN 45, 310, 434.
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With respect to open market transactions in bills of exchange,
the Board In October 1915 indicated that such transactions for the time

being would be left to the discretion of the Reserve Banks. The Board
19/
stated:

", . . the Federal Reserve Board recognizes that the Federal
Reserve Banks have the right to engage in open-market operations
in bills of exchange and that the decision whether the Federal
Reserve Banks should engage in such open-market transactions rests
entirely with them, severally, and not with the Federal Reserve
Board., Should the transactions engaged in by any bank assume very
large proportions or develop along lines which would make regula-
tion appear desirable, the Federal Reserve Board will exercise its
right at any time to regulate such transactions, but at present the
Board deems it best to leave each Federal Reserve Bank free to exer-
cise the authority granted under section 14, with respect to bills
of exchange, without governing or restricting regulations, . . . ."

In December 1915, however, the Board issued a regulation with
respect to ''general open-market operations" that dealt not only with bills
of exchange but also with transactions in cable transfers, foreign bills
of exchange, and foreign acceptances.gg/

In 19156, the Board issued its Repulation B covering open market
operations in bills of exchange, trade acceptances, and bankers' accept-
ances.gl/ With amendments made in subsequent years, thils Regulation con-
tinues in effect today, although, as heretofore noted, the authority for
its issuance by tﬁe Board is now subject to question.

Repulation of open market operations in U, S, Government securi-

tieg apparencly was not considered necessary during the early years of the

'--_'_-_""."“—"_""—-"'—_—
19/ 1515 BULLETIN 360.

20/ Rex. T, Series of 1915; 1916 BULLETIN 15,

21/ 1916 BULLETIN 532.
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System, On December 18, 1914, shortly after the Reserve Banks began oper-
ations, the Board authorized the Reserve Banks

", . . to purchase Government bonds within the limits of
prudence, as they might see £1t,"22/

It was not until 1933, after the Federal Reserve Act was amended to pro-
hibit the Reserve Banks from engaging in any open market operations except

in accordance with regulations of the Board, that the Board finally issued

3/

a regulation dealing with open market transactions in Government securities.

It is important to note that the Board's regulations with respect
to open market operations prior to 1933 were concerned only with the '"eli-
zibility" of municipal warrants, bankers' acceptances, and bills of exchange
for purchase by the Reserve Banks; the regulations were not considered as
having any direct impact upon member bank reserves or as affecting credit
conditions,

As has been noted, open market transactions in Govermment securl-
ties were not substantial during the early years of the System. As late as
1920, Reserve Bank holdings of Government obligations were smaller than

.their holdings of bankers' acceptances.gﬁ/ Nevertheless, it developed that
it was the purchase of Government securities by the Reserve Banks in 1921

and 1922 that led to measures for the regulation of such purchases and

éventually to the establishment of the present Cpen Markat Committee,

_--""-'—-——-——-.—-_.,__.__
22/ 1914 Annual Report 16.
23/ Reg. M, Series of 1933: 1933 BULLETIN 502.

24/ see Monetary Policy and the Management of the Public Debt, Joint Com-

Dittee Print of Joint Committee on the Economic Report, 82d Cong., 2d Sess.

j(FEb- 1952), p. 282, This document is cited hereafter as 1952 Patman
- Questiounaire.
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The first “open market committee"

During the First World War, the needs for Government financing
led to a rapid increase in borrowings by member banks from the Reserve
Banks on the security of U. 5. Government obligations. After the end of
the war, a period of "liquidation'" resulted in a sharp decline in such
borrowings by member banks., As a consequence, the earnings of the Reserve
Banks also declined; and thils led to purchases of Govermment securities,

As gtated In the Board's Annual Report for 1923,

", . . Some of the reserve banks, in order to assure themselves
of sufficlient earnings to meet their expenses and their dividend re-
quirements, began to BE§Chase considerable amounts of short-term

Treasury securitles.”
Such purchases in large volume, however, led to unanticipated problems,
One of these was an Iincrease in the earning assets of the interior Reserve

Banks at the expense of the earnings of the New York Reserve Bank., The
26/
resulting situation has been explained as follows:

"« « . The market for these securities ig in lew York. When
an cutlying Reserve bank bought securities through a broker in the
New York market, the seller would deposit the proceeds in his bank,
which would use them to reduce its indebtedness at the New York
Reserve Bank, 1In this way the purchase of securities by an interior
Reserve bank would permit it to increase 1ts earning assets at_the

expense of the earning assets of the New York Reserve Bank."

In scmewhat different language, this situation was described by
27/

.Dr. E. A, Goldenweiser during hearings on the Banking Act of 1935:

—
25/ 1923 annual Report 13.

”2%/ Karl R, Bopp, The Apencles of Federal Reserve Policy, in Unlversity
;O% Missouri Studies, Vol., X, No. 4, Oct. 1, 1935, p. 5C.

}§%/ Hearings before House Committee ou Banking and Currency on Banking
£ t of 1935, 74th Cong., lst Sess, (Feb., lar., Apr. 1935), p. 438. These
-®8rings are cited hereafter as House Hearings on Banking Act of 1935.
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“After the early peried and after the liquidation of 1920 and
1921, the Federal Reserve banks found themselves with a very small
volume of earning assets. There was in the market a large amount
] of Government securities, and so, quite naturally, in 1922, the
Federal Reserve banks began to buy Government securities for the
purpose of having enough earning assets to meet their expenses,
That did neot last very many weeks before it began to cause diffi-
culties for this reason: That the market for Government securities
and all securities, essentially, is in New York. So that when the
Federal Reserve Bank of Kansas City - I am using that as an example -
would, for instance, want to buy $10,000,000 of secuyities in the
Mew York market, what it would do would be to draw a check in favor
of a Hew York broker, the Wew York broker would deposit the check
o in a New York bank, and the New York bank would then get that much

more gold through the pold settlement fund, put it to its account
at the New York Federal Reserve Bank, and this bank would use that
balance to extinguish that mueh of its indebtedness.

g

""So that the consecquence of the banks in the interior buying
! Government securities was to reduce the earning assets of the New
§ York Federal Reserve Bank which was not, of course, particularly
pleasing to the Federal Reserve Bank of New York, and which did
not change the total earning assets of the Fedevral Reserve System.
S50 that one bank would be increasing its holdings at the expense
of another bank, and the apgregate earning assets would remain
constani,”

In addition to the effect of such substantial purchases of
Government securities by the Reserve Banks upon the earnings of the New
York Reserve Bank, it developed that they also created some disturbance

28/
in the Government bond market. As stated by Dr, Goldenweiser:
“"Furthermore, these purchases by the banks, the unccordinated
12 Federal Reserve baunks, were creating considerable disturbance
in the Government bond market, and Parker Giibert, who was Under
Secretary at that time, was disturbed about that. It was nct long
before 1t was decided that open-market operations must be coordinated.
As a means of achileving such coordination, the Conference of

Reserve Bank Governors (corresponding to the presidents of the Reserve

Banks today) at 2 meeting in llay 1922 established a "Committee on

-‘-_'_“"-"‘—v————-_-.—
28/ Ibid.
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;f ‘ Centralized Execution of Purchases and Sales of Govermnment Securities',

This Committee originslly consisted of the governcrs of the Reserve Banks

of Boston, New York, Philadelphia, and Chicage, In October 1922, the
T 29/
governor of the Cleveland Reserve Bank was added to the Committee,

The purpose of this Committee was simply to execute decisions made by
the individual Reserve Banks on their own initigtive in a manner designed
to avold the disrupting effects of large competitive orders on the Govern-
ment securities market.ég/ However, in Qctober of 1922, the Committee

was asked to make recommendations to the Reserve Banks from time to time

with respect to purchases and sales of Govermment gecurities, although
31/

such recommendations were not rezarded as binding upon the Reserve Banks,

Federal Open Market Investment Committee

On Mareh 22, 1923, the Federal Reserve Board, presumably acting
tnder its statutory authority to regulate open market operations but with-
out issuing any formal regulation, adopted a resolution getting up a

Federal COpen larket Investment Committee as 2 means of bringing about
better coordination of open market operations with the discount operations

32/
of the Reserve Banks and their general credit policy.

EE] See 1952 Patman Questionnaire, p. 282.

30/ Ibid.
31/ Ibid, See also Bopp, supra note 206, at 59,

32/ 1923 Anpual Report 15, See also 1952 Patman Questionnaire, p. 282.
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The Board's vesolution setting up the new Committee read as
33/

follows:

"That the time, manner, character and volume of open market
investments purchased by Federal reserve banks be governed with
primary regard to the accommodation of commerce and business, and
to the effect of such purchases or sales on the general credit
situation,

"That in making the selection of open market purchases, care-
ful regard be always piven to the bearing of purchases of United
States Government securities, especially the short-dated issues,
upen the market for such securities, and that open market purchases
be primarily eommercial investments, except that Treasury certifi-
cates be dealt 1In, as at present, under so-called 'repurchase’
agreement,

"In order to provide for the proper administration of the
poliecy defined above, the boaxd rules that on and after April 1,
1923, the present committee of governors on centralized execution
of purchases and sales of Government securities be discontinued,
and be superseded by a new committee known gs the open market
investment committee for the Federal reserve system, said com-
mittee to consist of five representatives from the Federal reserve
banks and to be under the general supervision of the Federal Re-
serve Board; and that it be the duty of this committee to devise
and recommend plans for the purchase, sale and distribution of
the open market purchases of the Federal reserve banks in accord-~
ance with the above principles and such regulations as may from
time to time be lald down by the Federal Reserve Board.,™

It i{s of interest to note here that the lanjuapge used in the first para-

graph of the Board's resolution was the precursor of language incorporated

in section 12A of the Federal Reserve Act In 1933,

The five members of the new Committee were the same five governors

of the Reserve Banks who had constituted the earlier Open Market Committee.

The principal difference was that the new Committee was expressly created

——

33/ As quoted by Governer Benjamin Strong of the Federal Reserve Bank of
New York at Hearings before House Danking and Currency Committee on H.R.

7395,

6%:h Cong., lst Sess. (1926), p. 3l1.
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by the Doard itself and was made subject to the Board's supervision.
Recommendations of the Committee were required to be submitted to the
Board for its approval and these recommendations usually were followed
by 211 of the Reserve Banks; but the Reserve Bapks nevertheless retained
the rig?t to decide whether or not to follow the Committee's recommenda-
tions.gé/

The Board's 1923 Annual Report to Congress contained one of
the first explicit recognitions of the important impact of open market

operations upon credit conditions, Among other things, it pointed out

that open market operations were undercaken at the initiative of the

Reserve Banks In contrast to discount operatilons at the initiative of
35/
member banks, The Annual Report stated:

"The part that open-market operations may play in general
credit policy is influenced by the fact that changes in the volume
of securities held by the reserve banks have an effect on the vol-
ume of thelr discounts for member banks. The purchase of securities
in the open market by a Federal reserve bank places funds in the
hands of member banks which these banks may use in the repayment of
borrowings from the reserve banks; the sale of securities, on the
other hand, by withdrawing funds from the market may lead to addi-
tional borrowing from the reserve banks. The difference between
discount operations and open-market operatlons is that the initiative
In rediscounting lies with the member banks, while in the purchase
and sale of securities the initiative may be taken by the reserve
banks. The extent te which member banks borrow in order to replace
the funds withdrawn by the reserve banlks through the sale of securi-
tles is a measure of the demand for reserve bank credit, The sale
of securities by a reserve bank may thus serve as a test of the
degree of adjustment between the demand for reserve bank credit
and the outstanding volume of such credit.”

--__-—-——'lv—.-—-___
. 34/ 1952 Patman Questionnaire, p. 202.

33/ 1923 Annual Report 13, 14,
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Referring to the newly established Open liarket Investment
36/
Committes, the Annual Report observed:

e » « This committee is now the agency through which trans-
actions in furtherance of the system's open-market credit policy
are carried out, In view of the influence which the open-market
operations of any reserve bank in the gemeral money market may
have on the credit situation, the board regarded it as essentlal
that the purchases and sales of securities by reserve banks should
be made with primary rezard to thelr broader consequences and in
accordance with the credit policy of the system. . . ."
Later in 1923, there was established a '"System open market
account ' in which participations in open market operations were allocated
31/
among the Reserve Banks. One of the effects of this formalizatlon of
procedures was to establish the principle that open market operations were
not to be conducted for the purpose of increasing Reserve Bank earnings.
Any earnings that accrued from jeint System operations thereafter were
made avallable to the various Reserve Banks in accordance with their

participations in the open market account,

Open Market Policy Conference

The Committee established in 1923 apparently gave rise to some
problems, Tor one thing, it appears that some of the Reserve Banks not
represented on the Committee were not entirely satisfied with all of the
Committee's decisions., HMoreover, it 1s likely that some of the Reserve
Banks resented the predominating influence of the governor of the llew

38/
York Reserve Bank,

38/ 1d., ot 15.

31/ 1952 patman Questionnaire, p. 202.

30/ See Bopp, supra note 26, at 60, 61.
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On March 25, 1930, the Open Harket Investment Committee was
replaced by a new committee called the Open Market Policy Conference
consisting of a representative from each of the 12 Reserve Banks, The
new “Conference' in turn appointed an Executive Committee of five Reserve
Bank representatives, The Board was authorized to cazll meetings of the
Conference and to participate in its discussions, Each Reserve Bank, haw-
ever, ''retained as a formal matter the right to decide whether or noit it

39/
would participate in transactions."

f} The Open Market Policy Conference functioned until 1933, when

it was replaced by a statutory Federal Open Market Committee.

Banking Act of 1933

40/
When the first Glass-Steagall bill was under consideration

in 1932, the Federal Reserve Board opposed provisilons of the bill that
would have given statutory recognition to the existing Open Market Policy
Conference., That bill would have created an open market committee con-
sisting of the governor (corresponding to the pregent chalrman) of the
Federal Reserve Beoard and 12 additional members elected annually from
among the officers of the several Federal Resexrve Banks, In a letter
to the chairman of the Senate Banking and Currency Committee dated
Harch 29, 1932, Reserve Board Chairman Eugene Meyer wrote:ﬁl/

"With respect to the section of the bill dealing with open-

market operations, the board calls attention to the fact that there

__-'-"-_—-——h—--—-u——.'—
© 3%/ 1952 Patman Questionnaire, p. 203,

L~

8/ 5, 4115, 72d Cong., 1lst Sess.

Hearings before Senate Banking and Currency Committee on S. 4115,
C

/
d Cong., lst Sess. (Mar. 23-25, 1932), p. 403.
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is already in existence an open-market commitiee on which each of
the Federal reserve banks has representation. This has come about
as the result of natural development. The board believes that it
would be inadvisable to disturb this development by crystallizing
into law any particular procedure. The board believes that nothing
further is necessary or advisable at thig time than an amendment
clarifying its power of supervision over open-market aperations of
the Federal reserxve banks and thelr relationships with forefgn
banks, as set out in the memorandum attached.,”

Both the Senate and House Bankinz and Currency Committees, how-
ever, ignored the Board's opposition and reported bills that would have
added a new section 12A to the Federal Reserve Act providing for a Federal
open market committee with authority to supervise the open market operations
of the Reserve Banks and their relationships with fereign banks, but only
in accordance with regulatlons to be prescribed by the Federal Reserve
Board, Unlike the bill as introduced, the reported bills provided for a
committee consisting only of 12 Reserve Dank representatives, without
membership of the governor of the Board.

The Senate Committee's Report stated that thig section of the
bill would provide

¢« - «» for the creation of a Federal open-market committee of
12 members to supervise the open market operations of the Federal
Reserve banlks and the relations of the Federal Reserve System with
foreign banks, in accordance with regulacions adopted by the Federal
Regserve Boaxrd. This in effect legzallzes and gives official recogni-
tion to the present open-market committee."ﬁg}

43/
The bill was reintroduced in the next Congress and, In explaining the

Provision for an open market committee, the House Banking and Currency

42/ Report of Senate Banking and Currency Committee on S. 4412, Rep.
¥o. 504, 72d Zong., lst Sess. {Apr. 22, 1932)., p. l4.

43/ M.R, 56061, 73d Cong., lst Sess.
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Committee merely quoted the above language from the Senate Committee's
44/
Report on the corresponding provision of the 1932 bill.

During the debates on the floor of the House, Chairman Steagall
of the Banking and Currency Committee conceded that the proposed committee
would simply give statutory recognition to the existing informal commitiee
(i.e., the Open Market Policy Conference), but he explained that under the
new lew the Federal Resexve Board would have the responsibility of restrict~

ing open market operations Dy the Reserve Banks. Referring to the bill's
45/
provision regarding the committee, Mr. Steagall said:

"Mr. Steagall. It has been worked out with the utmost care,
and the purpose of the section is that the Federal Reserve Board
shall have control of the open-market operations of Federal Reserve
banks. This section makes it the duty of the Federal Reserve Board
to regulate such transactions and restrict them in order to protect
the people of the United States agafnst the unauthorized use of
credits by the Federal Reserve System,

"Hr, McFadden. Will the sentleman yield?

"Mr. Steagall., I yield.

"Mr. McFadden. The gentleman knows that this open market is
no new proposition.

"Mr, Steapall, That is true; but this section places on the
Board the duty and responsibility of restricting such operations
and to no longer permit the banks to exercise free and unbridled
power in the extension of such credits.™

4o/
As enacted by the Banking Act of 1933, section 12A read as

follows:

EE? Report of House Banking and Currency Committee on H.R. 5661, Rep.
Wo. 150, 73d Cong., lst Sess, (May 19, 1933), p. 2.

45/ 77 COUG. REC. 3932,

A5/ Act of June 16, 1933 (4C Stat, 168).
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'(a) There is hereby created a Federal Open Market Committee
(hereinafter referred to as the ‘committee'), which shall consist
of as many members as there are Federal reserve districts, Each
Federal reserve bank by Its board of directeors shall annually
select one member of said committee. The meetings of said com-
mittee shall be held at Vashington, District of Columbia, at least
four times each year, upon the call of the governor of the Federal
Reserve Boaid or at the request of any three members of the com-
mittee, and, iIn the discretion of the Board, may bLe attended by
the members of the Board,

j "{b) No Federal reserve bank shall engace in open-market

: operaticons under sectiom 14 of this Act except in accordance with
regulations adopted by the Federal Reserve DNoard, The Board shall
consider, adopt, and transmit to che committee and to the several
Federal reserve banks repulations relating te the open-market
transactions of such banks and the ralations of the Federal Reserve
System with foreign central or other foreipn banks.

'"(¢) The time, character, and volume of all purchases and sales
of papeir described in section 14 of this Act as eligible for open-~
market operations shall be governed with a view to accommodating
it commerce and business and with regard to their bearing upon the
. general credit situation of the country,

E {(d) If any Federal reserve bank shall decide not to partiei-

o pate in open-market operations recommended and approved as provided

i in paragraph (b) hereof, it shall file with the chairman of the
committee within thirty days a notice of its decision, and transmit
a copy thereof to the Federal Reserve Board.'

It is important to note that, while the Reserve Banks were pro-
hibited from engaging in open market operations except in accordance with

regulations of the Board, any Reserve Bank could decline to participate in

such operations recommended by thelBoard simply by filing with the chair-
man of the Committee a notice of such decision within 30 days and by
transmitting a copy of the notice to the Federal Resevve Board. It should
also be noted that, although the 1933 law provided for the composition of

- the Committee and for the holding of meetings, it did not specifically

Indicate what functions were to be performed by the Committee, Apparently,
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the law was interpreted as authorilzing the Committee to Initiate policy
recommendatfons with respect to open market operations but as autheorizing
the Beard itself to make final decisions.

Banking Act of 1935

The major defect of the 1933 law was diffusion of responsibility
between the Open Maerket Committee, the Federal Reserve Board, and the di-
rectors of the 12 Reserve Banks., This defect was described by Reserve
Board Governor Marriner S. Eccles during llouse hearings on the bill that
later became the Banking Act of 1935, He pointed out that, while the
Comalttee could initiate open market policies, they could not be effectu-
ated without the approval of the Board, and that, even 1f the Board approved

them, the directors of the several Reserve Banks could refuse to implement
, 81/
them, In this connection, he said:

"Under existing law open-market operatlons must be Iinitiated by
a committee consisting of representatives of the 12 Federal Reserve
banks, that is, by persons representing primarily local interests.
They must be submitted for approval ox disapproval to the Federzl
Reserve Board, and after they have been approved by the Tederal
Reserve Board, the boards of directors of the Federal Reserve banks
have the power to decide whether or not they wish to participate in
the operations. We have, therefore, on this vital matter a set-up
by which the body which initiates the policies is not in a position
to ratify them; and the body which ratifies them 1Is not in a position
to initiate them or to insist on their being carried out after they
are ratified; and still a third group has the power to nullify poli-
ties that have been initiated and ratified by the other two bodies.
In this matter, therefore, which requires prompt and immediate action
and the responsibility for whieh should be centralized so as to be
inescapable, the existing law requires the participation of 12 gover-
nors, & members of the Federal Reserve Board, and 100 directors scat-
tered all over the country before a policy can be put into operation.

41/ House Hearinpgs on Banking Act of 1935, pp. 181, 102,
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It requires no furtcher explanation to show that the existing
machinery is better adapred to delay and obastruction than it is to
effective operstion, and that it results in a diffusion of responsi-
Lility which prevents the necessary feeling of complete authority
and reeponsibility by a small group of men who can be held account-
able by the Congress and the Nation for the conduct of this matter
that is of national importance.”

ds introduced, the bill then before Congress would have vested

» control of Reserve Bank open market operations in a Committee consisting

,ﬁu' of three members of the Federal Reserve Board and two of the 12 Reserve

Bank "governors'. While Eccles conceded that this arrangement would cen-

tralize responsibility, he cpposed it on the grounds that potentially it

could give the Reserve Banks control of monetary policy and result in
' 4L/
conflicts between the Committee and the Board. He said:

"The proposal in the bill is to set up a committee of 5, 3 of
whom shall be members of the Federal Reserve Board and 2 governors
of Federal Reserve banks, This proposal would have the advantage
of creating a small committee with undivided responsibility, It
is not clear, however, that this arrangement is the best that can
be devised for the desired purpose. The Federal Reserve Board,
which is appointed by the President and approved by the Senate
for the purpose of having general responsibility for the formula-
tion of monetary policies, would under this proposal have to del-
egate its principal function to a committee, on which members of
the Board would have a bare majoxity, while the governcrs of the
banks would have 2 out of 5 members,

"From the point of view of the Board the disadvantages of
this arrangement are that a minority of the Board could adopt a
policy that would be opposed to one favored by the majority, It
would even be possible for one member of the Board by joining with

the two governors to adopt a policy that would be objectionable to
the seven other members of the Board.'

As an alternative, Eccles suggested that regulation of open

am e e . e

Parket operations be vested in the Board, but with a requirement that

-hF Board be required to consult an "advisory' committee of five Reserve

1., at 102,
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Bank governors before adopting any policies with respect to such operatilons

or with respect to discount rates or changes in member bank reserve require-
49/
ments, Specifically, he urged:

"Upon further study it would appear that the best way 1in which
to handle this proposal would be to place the responsibility for
open-market operations inm the Federal Reserve Boaxrd as a whole and
to provide for a committee of five governors of Federal Reserve banks
to advise with the Board in this matter. The Board should be required
to cbtain the views of this committee of governors before adopting a

policy for open-market operations, discount rates, or changes in re-
serve requirements,

"Such an arrangement would result in the power to Initilate
open-market operations by either a committee of the governors or
by the Beoard, but would place the ultimate responsibility upon the
Federal Reserve Board, which is created for that purpose. In this
connectlon I should like to quote President Woodrow Wilson, who in
his address to the joint session of Congress on June 23, 1913, said:

"The control of the system of banking and of 1ssue
* % * must be vested In the Government itself, so that
the banks may be the instruments, not the masters, of
business and of indlvidusl enterprise and initiative,"

Representative Hollister, who favored the bill as introduced,
argued that under the bill the Board in fact would have indirect control
over open market operations because selection of the governors of the

Reserve Banks (whom the bill would call presidents) would be subject to
50/
approval by the Board:

"Mr. Hollister. 1T want to bring out the cliange in contrel this
bill will make, so I will take up for a few minutes section 205,which
provides for the open-market committee, a committee of five, which is
to be appointed and will consist, first, of the Governor of the Federal
Reserve Board, who, in turn, serves at the pleasure of the President;
next, two members of the Federal Reserve Board; and, next, two gover-
nors of the Federal Reserve banks, who, in turn, if the provisions of

-*_..-—'-—'-——-——l—-—
49/ 1. At 1c3.

30/ Xd., at 366, 367.
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this bill should become effective, may fail of approval by the
Federal Reserve Board at the end of 2 year, in the event, we will
say, that they are unwilling to go alonp with what the Federal
Reserve Board desires, That, of course, places the open-market
committee and its operatioas entirely in the control of the Federal
Reserve Board, does it not?

"Governor Eccles. You are discussing the provisions of the
bill with reference to the operation of the open-market committee,
as provided in the bill.

"In my opening statement, if you will recall, I stated that
that provision of the legislation was not satisfactory, and that
open-market operations should be placed with the same body that
had the authority to fix discount rates and reserve requirements;
3 that they were three functions of monetary control that should be
8 together, in the same body, and that I felet that the Federal Re-
1 serve Board was the body charged with the public iInterest; and
that it should, therefore, have that power and authority, subject,
however, to securing the advice of a committee of 5 governovrs se-
lected by the 12 banks. I made that suggestion in my opening
1 statement. I supgpested that, rather than having an indirect way
1. of putting the Federal Reserve Board in complete control.

e o "Hr, Hollister. Your theory is that it might just as well
éJx take the whole thing richt over and have no control whatever by
“%_ the regional banks?

"Governor Eccles, I feel that the authority over open-market
policy must be placed in a body that is charged with the responsi-
bility that the present legislation gives to the governors, who
R are not even directors of the banks, the right to make open-market

“q policies. The Board approves or disapproves of the policy, and
R then the 12 banks can either participate in the adopted program
or they can refuse to do so, so that you have -

b

"I{r. Hollister (interposing). You say all of the 12 banks
or each of them?

"Governor Eccles. Each or any.

"Me, Hollister. 4And any of them might nullify what the others

did.

“Governor Eccles, And what this proposed legislation is doing

; is putting the responsibility and the authority for open-market
'f ; policy, discount rates, and reserve requivements, which are three
' ; instruments of monetary control, in the Federal Reserve Board,®
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Dr. E. A. Goldenweiser, head of the Board's Division of Research,
supported the Eccles proposal, He argued that prior to 1933 the Board had
at least implied authority to direct open market operations of the Regerve
Banks just as it had final authority with respect to discount rates; that
the 1933 amendment had limited the Board's authority by expressly permitting
a2 Reserve Bank to refuse to participate in open market operations approved
by the Board; and that the Eccles proposal would merely restore the situa-
tion that had existed prior to 1933, He felt that the proposal contained
in the bill for a2 committee on which two of the presidents would serve as
members would give the Reserve Banks more power than they had had before,

contrary to the intent of the legislation to give more power to the Board.

31/
In this connection, he said:

"I suggest that, if you modify that and give actual voting power
to the representatives of the Federal Reserve banks in the committee
that i8 going to determine the open-market policy, in my opinion, you
will not be restricting new, additional powers requested by the Board,
but would be giving the regional banks more power iIn this matter than
they have had since the esteblishment of the System; because, even
under the existing law, the committee cannot move without the approval
of the Board.

"I1f the committee makes a recommendation and the Roard disapproves
it, they cannot carry it out, and the Governors have no vote on the
Board in passing on these recommendations of the committee, So that,
as a matter of fact, the committee that is actually proposed in this
bill which the Governor has suggested to modify, would give the Gov-
erncrs of the Federal Reserve banks more power in the determination
of open-market policies than they have ever had., Rather than the
Board getting more power by this proposal that is now before you,
the proposal that is now before you would only clarify and make per-
fectly plain and clear the power which probably existed in the Federal
Reserve Act prior to the Banking Act of 1933. Whereas a committee in
which the governors participated in voting, would give them more power
than they have ever had before.”

e,

31/ 1d. at 436, 437.
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The House Committee was persuaded by the Bccles-Goldenweiser
52/
arguments. The Committee endorsed a new bill that would have given

control of open market operations to the Board after consultation with
an "advisory' committee of five Reserve Bank governors., The House Com-
mittee's Report closely followed the Eccles proposal. After pointing out
the defects in the 1933 law, the Committee argued that responsibility for
all monetary policy should be placed "squarely upon the Federal Reserve

Board", an agency with a 'national viewpoint" and whose members were
33/
appointed by the President, The Committee's Report stated:

"Section 205 of the bill amends section 12A of the Federal
Reserve Act 8o as to provide for an Open Market Advisory Committee
consisting of 5 representatives of the Federal Reserve banks elected
annually by the governors of the 12 Federal Reserve banka, It will
be the duty of the committee to consult and advise with, and make
recommendations to, the Federal Reserve Board from time to time with
regard to the open-market policy of the Federal Reserve System and
to aid in the execution of open-market policies. The Federal Reserve
Board will be required to consult the committee before making any
changes in the open-market policy, discount rates of Federal Reserve
banks, or in the reserves required of member banks. After consulting
with and considering the recommendations of the committee, however,
the Federal Reserve Board will be empowered to prescribe the open-
market policy of the Federal Reserve System, and this policy will be
binding on all Federal Reserve Banks,

"Having enlarged the duties of the Federal Resexve Board with
regard to the economic objectives of monetary action and credit ad-
ministration, it is essential that the Board be given the same def-
infte vesponsibility and final authority with respect to the open~
market policies of the Federal Reserve System as it already possesses
with respect to the discount rates of the Federal Reserve banks and
the reserves required of member banks,

|

1S

/ H.R. 7617, 74th Cong., lst Sess.

33/ Report of House Banking and Currency Committee on H.R., 7617, 74th Cong.,
lst Sess., Rep. No. 742 (Apr. 19, 1935), pp. 9, 10,
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“"Under the present law, open-market policies are formulated by
"the Federal Open Market Committee, which consists of the governors
of the 12 Federal Reserve banks. The recommendations of the committee
are subject to the approval of the Federal Reserve Board, and the
boards of directors of each Federal Resgserve bank retailn the authority
to refuse participation in the policy adopted. We have, therefore,
an arrangement by which there is a policy-making body of 12, which
has power to formulate policies, but not to put them into effect,
We have the Federal Reserve Board, consisting of & members, who have
-the authority to approve or disapprove of the recommendations of the
committee; and we have 108 directors of the Reserve banks, who have
the final determination as to whether the policy is to be carried
out or not, It would be difficult to conceive of an arrangement
better calculated than this for diffusing respomsibility and creat-
ing an elaborate system of obstructions.

"The amendment will cure this situation by placing responsibility
for national monetary and credit policies squarely upon the Federal
Reserve Board, It will eliminate conflicts of jurisdiction and policy
because the final decision as te all matters offecting national polf-
cles would be vested in the Federal Reserve Board, The participation
of Federal Reserve bank governors in the deliberations leading to the
adoption of open-market policies will be preserved. Open-market opera-
tions may be initlated either by the committee of the governors or by
the Board, but the ultimate responsibility for making a final decision
and the power for adopting and carrying ocut national policies will be
concentrated in a national body, as they properly should be in the
public interest, '

"The Federal Reserve Board is appointed by the President and
confirmed by the Senate. It has a national viewpoint and has iong
been accustomed to considering matters as they affect the country as
a whole, without regard to the special interests of any particular
group or locality. It was created for the purpese of supervising
and coordinating the activities of the 12 Federal Reserve banks 'in
ordex that they may pursue a banking policy which shall be uniform
and harmonious for the country as a whole' (xeport of the Banking
and Currency Committee of the House of Representatives on the orig-
inal Federal Reserve Act, Rept. No. 69, 63d Cong., lst Sess., p. 16).
It is for this reason that the original Federal Regerve Act gave the
Federal Reseyve Board final authority over discount rates. Since
open-market operations have in more recent years come to be recog-
nized as a much greater factor in credit policy than discount rates,
it is entirely consistent with the philosophy of the original Federal
Reserve Act to vest in the Federal Reserve Board final authority with
respect to the open-market policies of the Federal Reserve System."
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On the floor of the House, Chailrman Steagall of the House

Committee similarly argued that control of open market operations should

be vested in the Beard so that it would not be possible for one Reserve
54/
Bank to nullify policles adopted by the Board, He said:

""The purpose of the provision in the pending bill is to fix
this respongibility definitely and to place it in the hands of the

Federal Reserve Board, who are the servants of the peopie of the
United States.

"Under existing law there is no power to compel any bank to
follow any policy, even though it may be approved by 11 Federal
Reserve banks and the Federal Resetrve Board.

"As the law is now, it is within the power of 1 bank to nul-

11fy any policy adopted by the other 11 banks and the Federal
Reserve Board,

"It i8 a question of whether we shall have policiles that

. affect the welfare of the Nation as a whole determined by the
‘q Federal Reserve Board, representing the people of the United
States, or a confused authority resting partly in the hands of
the bankers and partly in the Federal Reserve Board, without the
power to put it in execution, and leave it in the power of 1
Federal Reserve bank to nullify the action of the Federal Reserve
Board and 1l other Federal Reserve banks,"

Repregentative Hancock likewise, after deploring the diffusion
of responsibility under the 1933 law, felt that control of open market

operations, as well as discount rates and reserve requirements, should
- 55/
4 be concentrated in the Board:

"It requires no further explanation to show that the existing
wachinery is better adapted to delay and obstruction than it is to
effective operation, and that it results in s diffusion of respon-
sibility which prevents the necessary feeling of complete authority
: and responsibility by a small group of men who can be held account-
: able by the Congress and the Nation for the conduct of this wmatter

. .-____-__—-——_-
34/ 79°CONG. REC. 7183,
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that {s of national importance, The proposal in the bill is to
constitute the Federal Reserve Board as the open-market committee
with explicit direction in the form of a mandate as to its objec-
tivea in the exercise of this tremendous power, This proposal
would have the advantage of creating a committee or authority
with undivided responsibility., The Federal Reserve Board, which
i3 appointed by the President and approved by the Senate for the
purpose of having general responsibility for the formulation of
monetary policies, would under this proposal be solely responsible
in the execution of the will of Congress from whom such power is
derived. Through exercise of this power depends te a large degree
the country's economic, business, and soclal welfare. It is the
first control in the sale and purchase of money which is the dynamo
of commerce, industry, and agriculture,

"The placing of this authority in such a2 coomittee would also
{ have the advantage of giving this important power to the Board
which has under existing law the power of the rediscount rate and
flxing the amount of reserves, These constitute the three levers
of monetary control,

of five governors of Federal Reserve banks to advise with the Beard
in this matter., The Board will be required to obtain the views of
this committee of governors before adopting a policy for open-market
operations, discount rates, or changes in reserve requirements,"

4 "Under the bill, however, there is a provision for 2 committee

There were other members of the House, however, who believed
that the Eccles proposal would give the Federal Reserve Board too much
if power over the Reserve Banks and that the Treasury (and the current polit-
lcal Administration) could therefore use the Federal Reserve to support
:4% the market for Government obligations, Thus, Representative Hollister

56/
declaxed:

"One of the chief objections to this bill 1is through the open-
market provisions by which the Federal Reserve Board is given power
to compel Federal Reserve banks to enter Into open-market operations
on the buying side. When that is once passed, then we have put into
the control of the Federal Reserve Board a most dangerous instrument,
We have reached the point then where, 1f sufficient Treasury control
i1s exercised on the Federal Reserve Board, the Federal Reserve Board

-‘""""-—--——_..__..
36/ 1d., at 6569,
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in turn way compel the Federal Reserve banks of the country, whicﬂ,
of course, have the reserves and the excess reserves of the various
member banks in their vaults, to keep on buying and buying and buy-
ing Government oblipations, even though all wise bankers and all
careful economista would have served notice long before that the
Government might not continue to issue obligations of the nature
they are compelling the banka to acquire."
57/
Similarly, Mr, Wigglesworth declared:

"What does title II provide in its present form? It increases
1 the authority of the President over the Federal Reserve Board. It

' increases the authority of the Federal Reserve Board over the Federal
Regserve banks, It provides for open-market operations, under the
directicn of the Federal Reserve Board mandatory insofar as the
Federal Reserve banks are concerned. The net effect, as I see it,
iz to place the executive branch of the Government in a pesition to
compel the Reserve banks to support the market for Government obli-
gations, to compel the purchase of Government obligations or obliga-~
tions guaranteed by the Government to the full extent of available
regources. The danger is self-evident. It needs no emphasis in the
light of the enormous deficits which we have been incurring each
year, and which it appears likely we are to continue to incur for

a number of years to come,"

In the Senate, Chalrman Eccles repeated his arpuments for vesting
contyol of open market operations in the Board.éﬁ/ Thia time, however, he
did not prevail. The Senate Committee reported a bill giving such control
:Ito a Committee consisting of the seven membhers of the Board and five repre-
Bentatives of the Reserve Banks - four to be elected by four groups of three
- Reserve Banks each and one to be chosen from the countyy at large.égl
On the floor of the Senate, Chairwan Carter Glass of the Senate

Committee irdicated that he had felt that there was no need to change the

fxisting arrangement and that, if a change were made, the Reserve Banks

.
3 13,7 7t 6964,

%%’ ﬂgg;ings before Senate Banking and Currency Committee on Banking Act
22 1935, 74th Cong., Lst Sess., p. 314,

13, Report of Senate Banking and Currency Committee on H.R. 7617, Rep.
+ 1007, 74¢h Cong., 1lst Sess. (May 13, 1935), p. 12.
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rather than the Board should have a majority on the FOMC. Nevertheless,
60/
he defended the reported bill as a compromise:

. - S —

"Some of us thought it was perfect folly to undertake to inter-
fere with the existing arrangement. Were amazed to have it proposed
that the Federal Reserve Board alone should constitute the open-market
committee of the system. Let us consider that for a moment.

"Here 1s a board originally established and now cperating as
the central supervising power. The Government of the United States
has never contributed a dollar te one of the Reserve banks; yet it
is proposed to have the Federal Reserve Board, having not a dollar
of pecuniary interest in the Reserve funds or the deposits of the
Federal Reserve banks or of the member banks, to constitute the open-
market committee and to make such disposition of the reserve funds
of the country, and in large measure the deposits of the member banks
of the country, as they may please, and without one whit of expert
knowledge of the tramsactions which it was proposed to commit to them.

"As I have said, in order to produce a bill, in order to harmon-
ize radical differences, concessionas, even yielding of convictions,
, had to be made; so it was finally determined to constitute the open-
q*” market conmittee of the 7 members of the Federal Reserve Board and
5 representatives of the Federal Reserve banks. The Federal Reserve
banks, which are the trustees of the reserve funds of all the member
banks of the country, are graclously given this minority representa-
tion upon the open-market committee.

"Some of us were opposed to any alteration of the existing
arrangement. Others thought that the representatives of the banks,
whose money 1s to be used, whose credit is to be put in jeopaxdy,
should have control of the committee and should have the majority
_ representation. But in order to reconcile bitter differences there
i was ylelding, and we have now proposed an open-market committee com-
B posed of all 7 members of the Federal Reserve Board and 5 represent-
atlves of the regional reserve banks,

o kN K%

S NI I

"At any rate, some of us, without changing our convictions,
¥Yielded to those who desired to constitute this committee as we
have constituted it--7 members of the Federal Reserve Board and
5 representatives of the banks. As a matter of fact, there never
has been a time since the adoption of the open-market provision of
the Federal Reserve Act when the Federal Reserve Board had not

]

¢
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80/ 79 Cong. Rec. 11778, 11779.
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largely control of the matter; and I wish to call the attention of
the Senate to this fact, too, which secems to have been ignored by
persons who have been trying to gseize all of this power, and to strip
every Federal Reserve bank of local self-government--the fact that
there 18 but one reservation in the existing law that any Federal
Reserve bank had, They have to operate, 1f at all, under rules and
regulations to be adopted by the Federal Reserve Board, amnd their
only regervation 1s that any Federal Reserve bank desiring not to
participate in an open-market operation may refuse to do so upen
30 days' written notice to the open-market committee,"
61/
pother senators, like LaFollette, opposed the Senate bill, but it passed
the Senate with an FOMC of the kind proposed by the Senate Committee.
The Conference Committee follewed the Senate propesal, but it
eliminated the supgested representative-at-large. Instead, 1t agreed
that the five representatives of the Reserve Banks should be elected by
three groups of two Reserve Banks and two groups of three Reserve Banks,
i.e., Boston and New York; Philadelphia and Cleveland; Chicago and
St. Louis; Richmond, Atlanta, and Dallas; and Kansas City, Minneapolis,
62/
and San Francisco,
Just as Glass had apologized for the Senate "compromise",
Chairman Steagall of the House Committee felt obliged to defend the
Conference bill on the floor of the House. Noting that the House bill
would have glven sgole control of open market operations to the Board
(the Eceles proposal), he pointed out that, after all, the Reserve Bank

tépresentatives on the FOMC, the Reserve Bank presidents, would be ap-

Pointed subject to the Board's approval and that the members of the

=
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/ Id., at 11914.

/ House Report No, 1822, 74th Cong., lst Sess. (dug., 17, 1935), p. 50.
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Board would have a majority of twoe on the Committee. He said:

R "Under the House billl a provision was incorxporated setting up
1 an open-market committee to direet and control the activitics of the
S, System in its open~market operations, Under the House plan the
s Federal Reserve Beoard, as constituted, would be glven scle power
i to control open-market operations, Under the bill as reported by
the conference committee, an open-market committee will be created,
composed of the 7 members of the Federal Reserve Board, plus 5 rep-

resentatives of the Federal Reserve banks te be selected by the
banks.

PP TN R IR

"It will be remembered that the presidents of the Federal
Reserve banks under the bill passed by the House and undexr the
bill reported by the committee are to be approved by the Federal
Reserve Board, Filve membexrs representing the banks will be added
to the Federal Reserve Board to constitute the open-market committee.

il T LRz

"This means that we have fought out in this House, in the
Senate, and in the conference the question of Government control
of open-market operations, the rediscount rates, and the reserve
requirements of the Federal Reserve banks, and as a result of this
controversy we have a bill vwhich writes into the law a safeguard

that insures the investment of these powers in a Government-controlled
board,

"The vote would be 7 to 5 if we assume that the 5 members
representing the banks would go contrary to the 7 members repre-
senting all the pecple of the country or the publie at large. The
Senate bill had in it a provision requiring the appointment of 2
members of the 7 constituting the Federal Reserve Board to be ex-
perienced bankers., This provision was stricken out in couference,

"So we have written into this law the principle that the
Government, the soverelgn people of the United States, shall have

control of the Board that dictates the vast powers of the Federal
Reserve System,

"'Something has been said about what was done in conference
being a departure from the wishes of the House as expressed in the
vote of the House on the bill. Let me say to the Members of the
House that the open-market committee provided in the bill reported
by the conference committee goes further in insuring Government
control of the operations of the Federal Reserve System than the
original bill that was submitted to the committees of the House
and Senate by the present Governor of the Federal Reserve Board
and by the administration,

M
8/ 79 ConG. REC. 13705, 13706.
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"The bill submitted by the administration to the House and thd
Senate and introduced by the Chairman of the Committee on Banking
and Currency in the Senate and the Chairman of the Committee on
Banking and Currency in the House, proposed an open-market committee
composed of 5 members, 3 of whom were to be members of the Federal
Reserve Board and 2 of whom were to be governors of Federal Reserve
banks, elected by the governors of the 12 Federal Reserve banks.

"Under the plan first proposed to the House, the Government
would have had a2 majority of only one on the open~market committee,
whereas under the bill embodied in the conference report the board
will stand 5 to 7, giving the people of the country, as contra-
distinguished from private banking interests, control by a vote of
7 to 5 instead of by a vote of 3 to 2~-a majority of 2 rather than
a majority of 1 on the open-market committee."

Representative Goldsborough, also a member of the Conference
Committee, likewise defended the Conference agreement on the ground that
the Board would have control. He observed that the seven Board members
would be a cohesive body in Washington while the five Reserve Bank repre-
sentatives would be ''scattered a2ll over the United States" and would nat

64/
constitute a majority of the FOMC,

As amended by the Banking Act of 1935,§2/ the composition and
powers of the FOMC created by the 1933 Act were completely changed, Under
the 1933 Act, the Committee had consisted of one representative from each
Reserve Bank; the Committee had power only to initiate and recommend poli-
eles; the final determination of policies rested with the Board; and, while

& Reserve Bank could enpage in open market operations only in accordance

with reguiations of the Board, it was free at any time to decline to engage

In operations approved by the Board. The 1935 Act reorganized the Committee

|
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to include the seven members of the Board and only five representatives
of the Reserve Banks; but the new Committee was given decisional instead
of only advisory functions - decisional powers previously vested in the
Board alone. Moreover, and most important, a Reserve Bank could neither

engape nor decline to engage in open market operations except 1n accord-

ance with '"the direction of and regulations adopted by the Committee.”
For the first time, the individual Reserve Banks were deprived of all
discretion with respect to open market operations.

As a matter of incldental interest, it may be noted that the
1935 revision of section 12A of the Act omitted the reference in the 1933
Act to regulation of the relations of the Federal Reserve System with
foreign banks, This meant that authority to regulate such relations
remained in the Board (under section 14{g) of the Act) and was not
within the jurisdiction of the reorganized FQNMC,

Under the 1935 Act, the new FOMC came into existence on March 1,
1936. Since that date, it has remained unchanged except for a regrouping
of the Reserve Banks in 1942, as hereafter noted, for the purpose of elec-
tion of Reserve Bank representatives on the Committee; but some important
changes have been made in the authority of the Reserve Banks to engage in
open market operations,

Changes since 1935

Prior to 1935, the Reserve Banks could purchase obligations of
the United States either in the open market or directly from the Treasury,

The Banking Act of 1935 provided that such oblipgations, as well as obliga-

tlons fully guaranteed by the United States, could be bought and sold by
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66/
the Reserve Beonks “only in the open market". On March 27, 1942, during

the early months of World War II, section 14 was amended to permit the
Reserve Banks to buy and sell obligations issued or guaranteed by the
United States either in the open market or directly from or to the United
States, but they were authorized to make such direct purchases only zntil
December 31, 1944, and only up to an aggregate amount of $§5 hillion.nl,
This authority has been extended from time to time; and as of the present
writing it will expire on June 30, 15971, unless it is agzin renewed.

In July 1942, three changes were made in the provisions of
section 124 relating to the compositéon of the Committee and the election
of the Reseyve Bank representatives.ngf First, it was specifically pro-
vided that each such representative should be the president or first vice
president of a Reserve Bank., Second, it was made clear that each Reserve
Bank board of directors should have one vote in the election of Reserve
Bank representatives, Previously, the Board's counsel had ruled that
the vote of each of the nine members of each Reserve Bank board of di-
rectors should be counted in such elections. Finally, there was a re-
arrangement of the grouping of the Reserve Banks for purposes of such
elections. This change deserves more detailed ccmment.

As hag been noted, the 1935 Act had provided for the election

of Reserve Bank representatives by five groups of Reserve Banks., One

consisted of the Boston and New Yorlk Reserve Banks. However, since it

667 Act of Zug. 23, 1935, § 205,

67/ 56 star. 180.

%Qf All of these changes were made by the Act of July 7, 1942 (56 Stat,
47).
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was considered important that the New York Bank, located in the country's
financial center, should always be represented on the Committee, the presi-
dent of the Boston Bank was always elected as an alternate and never as a
member of the Committes. The 1942 amendment to the law recognized the
practicality of the situotion by providing for the permanent membership

of the president of the New York Bank, with the first vice president of
that Bank as his alternate, and by grouping the Boston Bank with the
Philadelphia and Richmend Banks, so that the president of the Boston

Bank would have an opportunity every third year to serve as a voting

nmember of the Committee.
This change 1n the law was recommended by the Board. During

hearings bLefore the House Benking and CQuyrency Committee, Chalrman Eccles
69/
explained the reasons for the change:

"The Federal Reserve Bank of New York occuples a unique posi-
tion with respect to the Federal Reserve System, the Treasury, and
the banking system of the country., Its resources total approxi-
mately 40 percent of the aggregate of the 12 Federal Reserve banks,
It Is located at the money market and at the principal market for
Government securities; 1its operations as fiscal apent of the United
States and its transactions with foreign governments, foreign cen-
tral banks and bankers, as well as its operations in foreign exchange,
are In far greater volume than those of any other Federal Reserve
bank, It is clearly in the public interest that the Federal Open
Market Committee be gilven at all times the benefit of counsel of
the Reserve bank possessed of this sort of experience and in current
touch with such affairs,

"It may be suggested that the advice of the Federal Reserve
Bank of New York would be available even if it were not represented
on the Federal Open Market Committee. Admittedly, regardless of the
composition of the committee, the Treasury in discharpging its respon-
sibility respecting the Government securities market would still wish

69/ Hearings before House Banking and Currency Committee on H.R. 7158,

77th Cong., 2d Sess. (Junme 17, 19, 1942), pp. 2, 3.
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to confer with the Federal Reserve Bank of New York. Thus as a
practical matter the llew York baunk would be inevitably drawn into
discussions regarding Government financing as well as open-market
operations. But advice obtained unofficially is a diffcrent matter
from full-fledged participation In the committee's work, Sound
policy dictates that participation by the New York bank be through
its representative on the Federal Open Market Committee rather than
on a voluntary or unofficial basis,”

& finel change in the law, although not related to the composition
of the FOMC, should be mentioned in order to complete the pilcture, 4&s has
been noted, a 1942 amendment had authorized the Reserve Banks, under regu-

Eﬁ ' lations of the FOMC, to buy and sell obligatiens issued or fully puaranteed

by the United States either in the open market or directly from or to the
United Stateé; but such direct purchases and sales could be made only for
a temporary period and only up to a specified aggregate amount., In 1566,
the law was amended to authorize the purchase and sale - but only in the
open market - of obligations issued or guaranteed by any agency of the
tnited States.zg/ This authority, originally of a temporary nature, is
now permanent and it is not subject te any limitation as to amount,

In the early years of the System, the effect of open market
operations of the Reserve Banks upon the money supply and credit condi-
tions was not clearly recognized. Uhile the Board had authority to regu-
late such operations, it exercised that authority principally for the
purpose of defining the eligibllity of municipal warrants, bankers'
8cceptances, and bills of exchange for purchase by the Reserve Banks,

- In general, it left to each Reserve Bank discretion as to the volume

R SV
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and timing of open market operaticns; and it placed no restriction upon
operaticns in U, §. Government securities.

After the Filrst World War, when borrowings by member banks f{rom
the Reserve Banls declined, Reserve Bank purchases of Government sccurities
in order to increase earnings gave rise to problems and, in 1922, led to a
rezlization that such transacticns had an Impact upon monetary and credit
policies, The Reserve Banks themselves - and not the Board - then initiated
measures to coordinate such transacticns by the organization of a System
open market co;mittee” of five Reserve Bank governers. In 1923, the Board
intervened by replacing that committee with cne cover which it asserted some
supervision; and, in 1930, the committee was expanded to include representa-
tives of all Reserve Banks, but final autherity over open market operations
remained in the Board.

In 1933, this nonstatutory committec was superseded by a statutory
committee of Reserve Bank representatives, Regulatien of open market opera-
tions was specifically vested in the Board and the committee's function was
purely advisory; but the Reserve Banks could refuse toc engage in open market
operations deemed desirable by_the Board.

In 1935, the Reserve Banks were prohibited from elther engaging
or declining to engage in open market operations except in accordance with
regulations and direction of the Committee; but 1t was now the Committee,
rather than the Board, that was given authority to regulate and direct such
Operations. The Committece was reorganized to consist of the seven members

of the Board and five Reserve Bank representatives elected annually by the

boards of directors of specified groups of Reserve Banks, In 1942, the
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grouping of the Reserve Banks for this purpose was changed so that the
president of the New York Reserve Bank would always be a member of the
Committee.

Such has been the historical development of the FOMC. It is
time now to turn to the question that 1s the subject of thils paper: 1is
the present arrangement for regulation of Reserve Bank copen market opera-
tions the most logical and desirable? Should the FOMC be abolished and
its functions vested in the Board? Conversely, should all monetary policy
functlons, control of discount rates and member bank reserve requirements,
as well as open market operations, be vested in the FOMC? Or, 1f neither
of these altexnatives is desirable, should any changes be made in the

prescnt composition of the FOMC?

TRANSFER OF OPEN MARKET AUTHORITY TO THE BOARD

Background

As has been noted, in 1935 Marriner Eccles arpued stiongly tiat
regulation of open market operations should be placed in the Board and his
arguments prevailed in the House, but the Senate rejected them.and the
Banking Act of 1935 vested such regulation in the Open Market Committeec,
Since then, there have been others, principally Representative Patman, who

have urged, 1like Eccles, that the FOMC should be abolished and its functionms

. transferced to the Board.

In 1935, the House Banking and Currency Committee held hearings
71/
en a bill intrecduced by Mr. Patman that, among other things, would have

e
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transferred regulation of open market operations to the Board, During

these hearings, the proposal was supported by former Senater Robert Oweﬁzz/
and by Reserve Board Governor Eccles.zg/

In 1961, the Commission on Money and Credit agreed that open
market policles should be determined by the Board.Zé/

In 1964, hearings were held by Mr. Patman on "The Federal Re~-
serve System After Fifty Years”zg/ and one of the bills en which the oy

———

hearings were based would have vested open market authority in the Board,
Four years later, Patman sent a gquestionnaire to membersg of the Board, the

Secretary of the Treasury, the CEA, and a number of academic, bank, and
77/
research economists, inviting comments on another bill with the same

cbjective. Mr. Patman has introduced similar bills in cach succeeding
78/
Congress, including the present one,

72/ Hearings before House Banking and Currency Committee on H.R. 7230,
75th Cong., 3d Sess. (Mar., .Apr. 1938), pp. 80, 224. These hearings are
cited hereafter as 1938 House Hearings.

13/ 1d., at 449,

. 74/ Voney and Credit: Their Influence on Jobs, Prices, and Growth, a

Report of the Commission on Money and Credit (Prentice-Hall, 1961), p. 90.

This Report is cited hereafter as CMC Report,

l 15/ The Federal Reserve Syscem After Fifty Years, Hearings before Sub-

fommittee on Domestic Finance of House Banking and Currency Committee,

. 88th Cong., 2d Sess. (Jan,-Feb. 1964), These hearings are cited here-

after as 1964 Hearinpgs on Federal Reserve,

_ 16/ H.R, 9631, 88th Cong., 2d Sess,

27/ H.R. 11, 90th Cong., lst Sess,

18/ ®.R, 11, 92d Cong., 1st Segss. Unlike earlier such bills, the current
bfte provides that open market operations, "as well as all other actions
and policies of the Federal Reserve banks and the Board in the fileld of
Bonetary affairs, shall be conducted in accordance with the programs and
Policies of the President pursuant to the Employment Act of 1946 and
dther provisions of law."
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In general, the two principal arguments in support of abolishing

FOMC and transferring its authority over open market operations to the

Board are the fellowing:

and

LY,

(1) The members of the Board, appointed by the President with
the advice and consent of the Senate, represent the ''mational in-
terest', whereas the presidents of the Reserve Banks, appointed by
boards of directors of which two-thirds are elected by commercial
banks, in effect represent privete interests and should not be
allowed to partlcipate in the formulation of national monetary
policies; and

(2) Responsibility for determination of monetary policles
should not be divided between two agencles, with the FOMC regu-
lating open market operations and the Board determining Reserve
Bank discount rates and prescribing member bank reserve require-
ments,

These arguments were briefly stated by the Commission on Money

79/
Credit in its 1961 Report as follows:

"As to the Board's powers, three points should be made, First,
the distinction between the Board end the Federal Open Market Com-
mittee has outlived its usefulness. The exercise of the System's
three main powers should be complementary and governed by the same
considerations, that is, by the same people in the same forum,

This has come about in practice and is desirable, Second, the

decisions of the Board are exerclses of public regulatory authority,
and there should be no ambiguity about vhere the responsibility for
them lies: 1t belongs exclusively in the hands of public officials.
Third, the quality of the deliberations over the use of these powers

gains from the advisory participation of the Reserve bank presidents
in the discusaions. Thelr experience and counsel are needed and

e
CMC_Report, p. 9C,
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should continue to be available, There may well be others whose
advice would be helpful too, and the channels of access to the
Board can be profitably extended,"”
A secondary administrative argument for placing control of open
market operations in the Board 13 that the Board, unlike the FOMC, can meet
daily in Washington and thus can give continuous consideration to open mar-

ket policles and can act promptly in emergency situations,

Representation of the national intarest

The seven members of the Board of Governors are public officials
appointed by the President, with the advice and consent of the Senate, for
terms of 14 years. The Board i1s an '"independent establighment of the Federal
Government" and is an agency of Congress and responsible directly to Congress.

The presidents of the 12 Reserve Banks, on the other hand, are
appointed by the boards of directors of the several Reserve Banks; and
each such board of directors consists of nine members, of whom six are
elected by the commercial banks that hold stock in the Reserve Bank and
the other three are appointed by the Board of Governors. Although the
Reserve Banks are organized under Federal law for public purposes, their

stock is privately owned and they are not generally regarded as ''agencies

" of the United States” like the Board of Governors,

These differences between the Board and the Reserve Banks and
between the members of the Board and the presidents of the Reserve Banks
have been the basis for the principal argument for vesting open market
authority in the Board. In brief, the argument is that the five Reserve

Bank presidents who are members of the FONC do not, like the members of

the Board, clearly represent "the national interest', and, whether
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factually the case or not, that they are vulnerabie to the charge of being
influenced, at least potentially, by private interests in thelr bartidipa-
tien in the formulation of open market policies.

In 1935, Reserve Board Governor Eccles argued that cpen market
operations were 'the most important single instrument of control over the
volume and cest of credit in this country' and that authority over such
operations ''must be vested in a body representing the national interest”,
i,e,, the Federal Reserve Board.gg/ Thus, he opposed a bill to vest open
market authority in a committee of three Board members and two Reserve
Bank povernors because 'the Board, which is appointed by the President
and approved by the Senate for the purpose of having general respousibility
for the formulation of monetary policies, would under this proposal have
to delegate its principal function to a committee, on which members of the
Board would have a bEre majority, while governors of the banks would have
2 out of 5 members.”gl,

Adopting the Eccles arguments, the House Banking and Currency
Committee gave the following reasons for vesting control of open market
operations in the Board:gg/

"The Federal Reserve Board is appointed by the President and
confirmed by the Senate. It has a national viewpoint and has long
been accustomed to considering matters as they affect the country
as a whole, without regard to the special interests of any particu=-

lar group or lecality. It was created for the purpcse of super-
vising and coordinating the activities of the 12 Federal Reserve

House Hearings on Banking Act of 1535, p. 181,

Id,, at 132,

82/ Report of House Banking and Currency Committee on Banking Act of 1935,
Rep. No. 742, 74th Conz., 1st Sess, (Apr. 19, 1935), p. 10.
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banks 'in order that they may pursue a banking policy which shall
be uniform and harmonious for the country as a whole' (report of
the Banking and Currency Committee of the House of Representatives
on the original Federal Reserve Act, Rept, No, 69, 63d Cong,, lst
sess,, p. 16}, It is for thia reason that the original Federal
Reserve Act gave the Federzl Reserve Board fimal authority over
discount rates, Since open-marlket operations have in more recent
years come to be recognized as a much greater factor in credit
policy than discount rates, it is entirely consistent with the
philosophy of the originel Federal Reserve Act to vest in the
Federal Reserve Board final authority with respect to the open-
market policles of the Federal Reserve System,'

On the floor of the House, Chairman Steagall of the House
Coumittee explained that the purpose of the House bill was to place
responsibility "in the hands of the Federal REserve Board, whe are
servants of the pecple of the United States.”gg/ As has been noted,
the House agreed with Eccles and Steagall; but the Banking Act of 1935
nevertheless gave authority over open market operations to a Conmittee
consisting of the seven members of the Board and five representatives
of the Reserve Banks,

In 1938, Representative Patman charged that the Reserve Bank

representatives on the FOMC did not really represent ''the pecple's in-
84/

. terest", He said:

« « « I'mke today the Open lNarket Committee, the most im-
portant committee Iin Americz,., The banks have five representatlves
on it, and the Government has only five representatives on it at
this time. They are there. They are sitting there to control,
you might say, the economic affairs of this entire Natilen, but
they are not charged with doing it in the people's interest,

They are doing it, those five, In the interest of their own

banks, of their own depositors and stockholders, I am not

e
83/ 79 CONG. REC. 7183.

784/ 1938 House Hearings, p. 56.

-
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criticizing them, They are carrying out their duty and their obli-
gation to the people that they owe a duty and cbligation to, but

lei us take them off of the Board and place on the Board cnly people
who are charged with the duty of promoting the general welfare, al-
though it might conflict with the banlers' welfare,”

At that time there were two vacancies on the Board, so that the FOMC con-
sisted of five Board members and five Reserve Bank presidents - a fact that

played iInto the hands of Mr. Patman. Former Senator Robert Guwen alsc took
85/
advantage of this circumstance in supporting Mr., Patman's bill:

“. + » At the present time the privately owned banls can veto
T any act of the Federal Reserve Board in the matter of opeu-market
operations, because they have five private citizens as members of
the open market committee against five public functionaries on the
Federal Reserve Board, The Federal Reserve Board cannot move."

During the 1938 hearings, Hr. Eccles again suggested that the

Reserve Bank presidents reflected private rather than public interests and
06/
50 should not be members of the FOMC:

". + + The bank representatives on the Open Market Committee
are not the appointees of the President, nor are they the repre-
sentatives of Congress at all, They are selected in the first
instance by private bankers and business people, and they there-
fore represent less of a public interest, possibly, than the Board.
; At least they would be required, if anything, to represent less of
a public interest in their point of view, and maybe because of that
1 situation they would act differently. I have felt very strongly
> that the function of the Open Market Committee should be confined
1 exclusively to members of the Federal Reserve Board, who are the
1 representatives of Congress in dealing with these monetary and
' credit problems,"

ik

In 1961, as has been noted, the Report of the Commission on
Money and Credit, in support of transfer of open market authority from

the FOMC to the Board, argued that "the decisions of the Board are

(S

/ Id., at 80,

IR

/ Id., at 474, 475.

»
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exercises of public regulatory authority, and there should be no ambiguity

about where the responsibility for them lies: it belongs exclusively in
87/
the hands of public officials,"

Three years later, Representative Reuss followed the Eccles-

Patman theme during 1964 Congressional hearings, as indicated in the
88/
following interchange between Reuss and Reserve Board Chairman lMartin:

E "Mr. Reuss, As things are, the most Important monetary function
of the United States of America; namely, the credit arrangements that
- are handled by the Open Market Committee, are handled by a committee
23:_ made up of the seven public officials, the members of the Board, plus
A five essentially private persons who are not publicly appointed, the
presidents of five of the regional Reserve banks.

YT think this is an improper way to conduct public busginess for
the reason that it is quite possible that the judgment and decision
of the majority of the public officials, members of the Board of
Governors, mipht be overruled by essentially private people ~ that
is to say, a four-man majority of the Board of Governors might feel
that credit should be tightened, let us say at a particular time,
but it would be subject to beilng overruled if the private people
on the Committee, the presidents of the banks, felt otherwise.

So I am disappointed to find you opposing what seems to me a
necessary reform, And since I find your reasons as set forth in
your paper here inadequate, I would like to find out what other
reasons you may have that are not set forth in your paper.

"1 say they are inadequate to me because the only reason you
set forth in your testimony is that you want liaison with the 12
banks, I am all for liaisom, and It is great to have them in the
toem there and keep them current on what the Open ilarket Committee
does., But I would like you to address yourself to che proposition
I am making - that this 1s essentially a governmental function, and
should not be exercised by private people - any more than, let us
say, we shouid take tax policy away from Congress and the Secretary

1964 Hearings on FPederal Reserve, pp. 37, 33.




-53.

of the Treasury and give 1t to, let us say, the president of the
American Bankers Assgociation, which I don't think you or anybody
else would advocate.

"Mr., Martin., No, I think this is one of the baslc and cardi-
nal points in the development of the System right from the start,

"If you look at the original hearings, we didn't have an Open
Morket Committee until the Banking Act of 1935, You had this struggle
between banlker domination or other private domination, and politieal
domination., And I think that the present Open Market Committee has
been a compromise between thege two concepts, the intenticn being
not- to have either private bankers or political leadership influence
the decisions of the Committee, but to get a broadly based combina-
tion of private and public judgment,

"lr, Reuss, Well, that is not really a fair description of
what happens, is 1t? In fact, the private iInterests can overrule
the public interests, And that is a pretty poor compromise, It
seems to me,

ot Y R %

“Mr, Martin, The point I am trying to make, Mr. Reuss, is that
this is a very inpgenious blending of public and private activity.'

During these hearings, a number of witnesses - mostly economists - agreed
with Reuss that the Reserve Bonks should not be represented on the Committee,
In 1960, a questiconnaire sent out by Representative Patman that

included questions as to the FOMC brought forth some replies substantially
90/
aleng the same lines, A typical response was the following by Profes-
. ﬂ/
ot Leo Fishman of West Virginia University:

"other organizational changes provided for in H.R, 11 also
agpear to be econsistant with the main purpose of the bill, Aboli-
tion of the Fe:lerel Gpen larket Committee, for exeauple, wiuld

89/ Id., at 937 (Allan Meltzer), 1022 (Henry H. villard), 1024 (Harxy A,
Johnson), 1102 (Eli Shapiro), and 1310 (John Gurley).

- 20/ Compencdium on Monetary Policy Guidelines and Federal Reserve Structure,
& Subcommittee Print of Subcomuittee on Demestic Finance of House Banking
&nd Currency Committee, ¢0th Conj,, 2d Sess, (Dec. 196G). Cited hereafter
.85 1960 Compendium,

/ 1d.

— Y

at 165.
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virtually eliminate the influence of Federal Reserve bank presidents
on naticnal menetary policy, This is as it should be. These presi-
dents ave appointed by the board of diresctors of their respective
Federal Reserve banks, which are owned by the member banks in their
district, There is no reason why they should play an important role
in the determination of national economic policy, nor is there any
true statutory basis for their exercise of such & role, . , ."

Officials of the Federal Reserve System - Board members and
Reserve Bank prasidents - have vehemently denied that representatives of
the Raserve Banks on the FOMC are dominated by the boards of directors of
the Reserve Banks or ave in any way influenced by '"private" or "banker"
interests,

For example, a joint response by the Regerve Bank presildents
to one of Representative Patman's questlons in 1952 stated that the

"directors of the Reserve Brnks do not have a direcit role in policy
92/
formulation in the Open larket Committee," President Johns of the
03/
St, Louils Reserve Bank stated:

"In this connection I wish to emphasize strongly a point upon
which there seems to be considerable misunderstanding. The presi-
dents of the Federal Reserve banks naturally are in close contact
with the commercial bankers in their districts, This fact 1s in-
terpreted by some people as meaning that the presidents reflect
commercial-banking opinion and apparently that such opinion neces-
sarily is at odds with the public interest. In my opinion, the
Reserve bank presidents' views are not unduly influenced by the
commercial bankers he works with daily. Rather, these intimate
contacts provide him with a 'feel' for conditions as they exist
in his distriet and enable him to make a greater contribution to
System policy consideration., Alseo, I do not believe that commercial-
banking opinion is necessarily et odds with the public interest.

I believe that it mey well be as patriotic and as publicly oriented
as any other opinion., TFurthermore, the very fact that the presidents

l.-_‘-"—‘—i--l—ll—._--__--
52/ 1952 Patman Questionnaire, p. 675,

33/ 14., at 678, 679,
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are in regular contact with commerclal bankers gives them better
insight into the practical administrative problems of monetary-
policy implementatien. Laclk of such contact would seem more likely
to result in unrealistic approaches to policy formulation rather
than to more objectivity. The System has talken great pride in the
fact that it does not employ the 'ivory tower' technique in formu-
lating policy, but that it seeks to obtain as much evidence and
informed opinion as possible before taking action.”

1 President Alfred Hayes of the New Yorlt Reserve Bank said in
g 92,/
1864

"1 reject as imaginary, and as unfounded In my exnerience, the
.. ] theoretical argument that suggests that the member banlis are able

- ' to meke felt in the Open Market Committee a narrow partisan Interest
: that influences the six directors of the LReserve banks whom they

!i elect and in turn the presidenis who a2re elected by the directors,

a and, thereby, the Committee itself. Such an argumenc is fallacious,
not only becesuse the bankers, even if they wanted to, could not by
such a means exert leveraze on the presidents for this purpose, but
also because it cyanically assumes that the presidents, whose appoint-
nents must be aporoved by the Board of Governers, are men of such
little scruple that they would violate their oaths of office as
members of the Committee, by subordinating the public good to ithe
private interest. The presidents and the staffs of the Reserve banks
are public servants in the finest sense of the word."

During the same hearings, Reserve Board Governor J, L. Robertson
franl:ly conceded that it might appear that the Reserve Bank presidents were

influenced by private interests but he mrintained that suech was not the
95/

case:

"On the face of it you would certainly take it for sranted that
the System is subject to banker influence. Thenever you have a
majerity of the directors of the Federal Reserve banks elected by
the commercial banks that are members of the System, and you have
the President selected, as vou indicated, by them, you would think
certainly he is going to speak for them,

S/ 1554 Hearinrs on Federzl Reserve, p. 520,

25/ 1d., at 119.
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"I think a very good case can be made in logic. This relates
of course to the proposition that the Federal Open Market Jommittee
operations should be transferred to the Board, which hasn't been
reised here this morning but is contained in this bill., I think a
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 composed exclugively of people who are 100 per cent Govermment
officials - men who are appointed by the President with the advice
and consent of the Senate, and are, therefore, in the fullest sense
of the word Government employees.

"4 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 de not believe that any Federal Reserve bank
Pregident could have been more objective if he had been an employee
of the United States rather than the Federal Reserve, It has been
amazing to me to see the extent to which they have remained objective.

"aAnd I think the traditions within the System are such as to

assure real effort on the part of every individual to remain impar-
tial and objective, and avoid any conflict of interest.'

President Charles Scanlon of the Chicago Reserve Bank asserted
that the Reserve Bank presidents had always '"considered themselves repte-
sentatives of the public and not spokesmen for the commercial banking

96/
community or any other special interest group.”

As frequently stated by System officials, the Reserve Bark
presidents clearly have regarded themselves ag "public servants’’ and as
not representing any private interests. As members of the FOMG, a stat-
utory agency, they subscribe to the oath of office prescribed for all
officers of the United States, The uncomfortable fact remains that they
2re not appointed by the President but are elected by the Reserve Bank

boards of directors and that two-thirds of the directors of each Reserve

Bank board are in turn elected by private commercial banks,

26/ 1d., at 757.
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Determination of monetary pelicles by & single agency
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The second prinecipal argument for transfer of open market authority
from the FOMC to the Board is that all tools of monetary policy should be
in the hands of a single azency, The Board has authority over Reserve Bank
discount rates and member bank reserve requirements, It is illogical that
another agency, the FOMC, should have authority to regulate open market
operationg; and the division of respomsibllity between the two agencies
could give rise, at least theoretically, to intolerable conflicts. For
example, five members of the Board might agree that credit conditions should
be tightened by an increase in discount rates or reserve requirements, but
the policy of a majority of the Board could be nullified if the two other
Board members and the five Reserve Bank representatives on the FOMC should
decide to ease credit conditicons by buying securities in the market.

The possibility of such a conflict was cited by lir. Eccles in
1935 when he urged that open market authority be vested in the Board rather

e1/
than in a committee composed partly of Reserve Bank presidents:

"The placing of this authority in such a committee would also
have the disadvantage of pgiving one important power, the power of
open-market operations, to the open~market committee, while other
fundamental powers are vested in the Board., These powers could be
utilized to nullify the actions of the open-market committee. For
example, the committee might adopt a policy of easing credit, while
the Federal Reserve Board would be in a position to tighten credit,
either by raising discount and bill rates or by increasing member-
bank reserve requirements. Also the Board, through its power of
prescribing regulations for open-market operatiouns, ecould conceiv-
ably interfere with the carrying out of the policies of the com-
mittee, While it is not contemplated that such extreme situations

would occur, it dees not seem desirable te amend the law in a manner
that might result in such unreasonable developments,'

e S —
37/ House Hearings on Banking Act of 1835, pp. 182, 103,
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Such a posgible conflict was again referred to by Mr. Eccles in

1935, when he supported Representative Patmen's proposal to abolish the
08/
FOMC and transfer 1ts functions to the Board:

"The second, and perhaps the more important, consideration is
that the Board of Governors has full authority over changes in re-
serve requirements, discount rates, margin requirements, and maximum
interest rates on time deposits. To have one of the most important
Instrumenta of credilt policy in the hands of a differeat body from
the Board, which has authority over the other instruments, could re-
sult in a policy adopted by the Board being nullified by the committee.
To be suvre, the Board has a majority of the committee, but this means
that the Board, in order to make its policy prevail against the unani-
mous opposition of the bank representatives on the open-market com-
mittee, must be unanimous itself. The Board might, for example,
reduce reserve requirements and thereby Increase excess reserves,
It might conceivably do so by a vote of 5 to 2. The open-market
committee might be opposed to an increase ia reserves, and by com-
bining the five votes of the presidents with the two minority votes
of the Board, might decide to reduce the open-market portfolio by
an amount sufficient to offset the decrease in reserve requirements.
Whether this course of events is probable or not, it 1lg certainly
possible under the existing law. In my opinion, it should not be
possible,"

Others have pointed out the lack of logic in dividing monetary

’ regsponsibilities between the Board and the FOMC. For example, Professor
. 99/

il e

. Harold Barger observed in 1964:

sehaat

"Discount policy and member-bank reserve regquirements are
already in the hands of the Board of Governors, It is illogical
that the management of open-market operations, an equally important
aspect of monetary poliey, should be located elsewhere; that is, in
the Federal Open Market Committee, ., , .

Officials of the Federal Reserve have themselves conceded that
the present division of monetary authority 1s illogical, but they have

Brgued that in practice no actual conflicts have resulted. Thus, in

(

98/ 1930 louse Hearings, pp. 473, 479.

99/ 1964 Hearinss on Federal Reserve, p. 1355,




T o T I

-59-
100/

1952, Reserve Board Chairman Martin said:

"It may be urged, of course, that it is illogical to distribute
credit regulation authority over itwo separate though Interlocking
bodies and that, in the interests of a single national credit and
monetary policy and for practical administrative reasons, the deter-
minatien of open merket policy, as well as the determination of dis-
count rates and changes in reserve requirements, should be vested in
the same agency of the Government., It may also be urged that authority
cover open market operations, along with all other authority to regulate
credit, should be vested in the Board of Governors of the Federal Re-
serve System as the apgency primarily charged with responsibility for
credit policies and, therefore, the agency to which the public looks
for leadership in the formulation of such policies. For other rea-
sons, it might be urged that these authorities should be vested in
the Open Market Committee,'

Nevertheless, Mr. Martin went on to point out the advantages of the present
arrangement and to say that in "practice the open market policies of the

Open lMarket Committee and the credit policies of the Board have been co-
101/
erdinated and the exlsting arrangement has worked gsatisfactorily."

Similarly, the Council of Economic Advisers in 1952 recognized

the possibility of conflict between the monetary policles of the Board and
102/
those of the FOMC, but it felt that such conflicts were unlikely:

". . . Since the Board constitutes a majority of the Open Market
Committee, it can control the committee, provided it is unanimous,
If the Board is not unanimous, and 1f the bank representatives do not
side with the majority of the Board, decisions can be made which are
not conslstent with actions taken by the Board with respect to dis-
count rates and reserve requirements.

"As a practical matter, however, the coordination of views is
such that there is little opportunity for a policy conflict of this
sort, The Board, as a regular practice, maintainsg close contact
with the executive offilcers of the Reserve banks and gives full

100/ 1952 patman Questionnaire, p. 294,

- 101/ Ibid.

102/ 14, at 852,
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conglderation to their views on all phases of credit policy., An
additional factor which undoubtedly makes for increased harhiony of
views is that the appointment of the top executive officers of the
Federal Reserve banks is subject to the approval of the Boarxd before
they can assume thelr respective bank posts.”

Administrative considerations

In 1930, Marriner Eccles advanced two reagons of an administrative
nature for which regulation of open market operations should be lodged with

Y the Board instead of the FOMC. During hearings on a Patman bill to transfer
. 103/
K gsuch regulation to the Board, Mr. Eccles said:

"Broadly, it seems to me, there are two important considerations
in this connection. One is that the open-market committee should be
in a position to act promptly in an emergency, and it is not always
possible to asgemble a committee from all over the country at a
moment's notice, Furthermore, the problems before the committee
should be censtantly studied and discussed by the body charged with
the respongibility of making decisions, and yet this is impossible
when the members are scattered,"

Whether these arguments should be given great weight is a matter
of judgment,
As to the firast - that the FOlC, unlike the Board, cennot always

act promptly in an emergency - it may be answered that in practice the FOMC

has always been able to meet emergency situations, either by special meet-
ings or by ""telephone conference hook-ups. On the other hand, experience
in recent years, particularly since the expansion of open market operations
in 1962 to embrace operations in foreign currencies, has demonstrated that
critical emergencies do develop that require prompt action by the Committee.

It is seldom feasible to assemble members of the Committee "from all over

1@3/ 1933 House Hearings, p. 478.
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the country at a moment's notice’; and telephonic conferences, quite apart

[

from possible legal objections, are not always satisfactory.

The second of the administrative considerationg mentioned by

Mr, Eccles ig more difficult to angwer. The Board ie in a position

to have daily meetings 1f necessary, Consequently, it can give continuous
consideration to discount rates and reserve requirements - matters within

its jurisdiction., Poliley decisions in these areas do not have to be made

frequently; and it has been said that such decisions are not as important

as those relating to open market policy. 1Is it not illogical, then, that

decisions with respect to the most important of monetary policies must be

made by an agency that does not sit continuously with the ability to con-

sider such decisions on a day-to-day basis? Under existing circumstances,
q- the Committee meets only at three- or four-week intervals, and in the in-
terim open market operations must be conducted by the New York Reserve

Bank in accordance with its interpretation of the "directive™ approved by

the Committee at its last meeting,

4 THE CASE FOR THE PRESENT ARRANGEMENT

Ii.SUmmarx

The present arrangement under which open market regulation is
vested in the FOMC has continved in existence for more than 35 years.
;Despite arguments for transferring such regulation to the Board and de-

' 8pite Mr. Patman’s perennial bills to that end, Congress has shown no in-
¢lination to make such a change. Perhaps inertia alone has been the main
;reaBOD for which no change has been made; but defenders of the present ar-

_‘nBement have advanced forceful arguments in support of their position,
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First, they have contended - although this argument has not been
emphasized in recent years - that vesting of open market authority in a
committee partly composed of Reserve Bank presidents affords protection
against the possibility of political pressure.

Second, they have made the argument, closely related to the
first, that participation of Reserve Bank presidents in regulation of open
market operations reflects the traditional and basic concept of the Federal
Reserve System as a "reglonal'' System, under which the determination of na-~
tional monetary policy benefits from a ‘'unique’ combination of regional
and national, as well as private and public, points of view. Conversely,
they contend that removal of the Reserve Bank presidents from such partiec-
ipation would not only impair the reglonal concept but would so dowmgrade
the Reserve Banks as to make it difficult to obtain the services of quali-
fied Reserve Bank presidents,

Finally, they argue that, whatever may be its logical defects,
the present arrangement has ‘'worked well",

Protection from pelitical pressure

One of the major issues in connection with consideration of the
original Federal Reserve Act was whether the System should be controlled
by private interests - by the banks that contributed their assets to the
establishment of the System - or by the Federal Government alome. The
Outcome was a compromise. President Wilson (contrary to the views of
Certer Glass and others) decided that the Federal Reserve Board should

hot consist of bankers; but the Act provided that six of the nine direc-

tors of each Reserve Bank should be elected by commercial banks,
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The same issue was still alive when the present fOMC was estab-
lished in 1935, 1In the House, Representative Hollister opposed provisions
that would have vested open market authority in the Board on the groumnd
that, "if sufficient Treasury contrel is exercised” on the Board, the
Board could "compel™ the Reserve Baunks, helding the reserves of the mem-
ber banks, ''to keep on buying and buying and buying Government obligations."
Representative Wigglesworth felt that the net effect would be “"to place
the execuiive branch of the Govermment in a position te compel the Reserve
banks to support the market for Govermment obligations ., . . ‘“}Qéf And
Senator Glass, after noting that the Government had never contributed a
dollar to the Reserve Banks, observed that it was proposed to authorize
the Beard ''to make such disposition of the reserve funds of the country
+ « » as they may please , . , .“égé/ It was with obvious reluctance that
Glass agreed to the Senate's proposal to place open market authority in a
committee on which the members of the Board outnumbered Reserve Bank pres-
idents by seven to £ive.

In 1952, a report of an ad hoc subcommittee of the FOMC regarded

the status of the Committee as one designed to shield it from "certain

. Bovernmental and political pressures':

(134} 1In many respects, the Federal Open Market Committee is
unique both in the form and the substance of its organigation, In
form, it is a completely independent organization, specifically set
up by statute, with exclusive power of decision with respect to the

—
- 104/ 79 TONG. REC. 6569,

5105/ 1d., at 6964,

106/ 1d., at 11778,

104/
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matters delegated to 1t, Its composition is designed to Insure, to
the full extent that legislation can insure, that 1its members will
not only be fully competent, but will also be immune to outside
pressure. It 1s neither au appendage of the Iederal Reserve Board
nor a creature of the Federal Reserve banks, but a completely inde-
pendent body, each member of which, as an individual, whether he be
a Governcor from the Board or a president from a Federal Reserve
bank, reports to no one. His actions are a matter of public record
but each member sits as an individual, bound only by his cath to
execute the law, The responsibilities delegated to the Cormittee
are of almost incomparable import.

"{130) This unigue structure of the Federal Open larket
Committee was hammevred out after long experience and intense poli-
tical debate. Like other components of the Federal Reserve System,
i1t exemplifies the unceasing search of the American democracy for
forms of organization that combine centralized direction with de-
centralized control, that provide ample opportunity for hearing
to the private interest but that function in the public interest,
that are government and yet are screened from certain governmental
and political pressures since even these may be against the leng-
run public interest."

As noted earlier in this paper, the fact that the five Reserve
Bank representatives on the FOMC are not appointed by the President of the
Inited States bui are elected by the boards of directors of their Reserve

Banks has been cited ag an aygument against the present arrangement. To

 the contrary, this fact might be cited as a means of protecting the Com~

nittee from Presidential influence, i.e., from "political” pressure.

This argument is weakened, however, by the fact that seven of

! the 12 members of the FOMC (the members of the Board) are appointed by

the President. Moreover, the "independence” of the Board itself has been

* 8ecurely established; although its members are appointed by the President,

they are appointed for l4-year terms and may not be removed by the President

Except "for cause''. History has demonstrated that the functions exercised

by the Board, including autherity over Reserve Bank discount rates and
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member bank reserve requirements, are not gubject to control by the Presi-
dent or subject to "political" influence. It is by no means clear, therefore,
that open market operations would be more subject to political control if

regulation of such operations were vested in the Board instead of the FONC.

The 'reglonzl’ concept

The most frequent argument advanced im support of the present
arrangement 1s that it is in keeping with the concept of a regional Federal
Reserve System with a unique mix of private and public interests and avoid-
ance of undue centralization of power. It is argued that the participation
of the Reserve Bank presidents in the formulation of open market policies
brings to the deliberations of the Committee the viewpoints of different
areasa of the country, If open market authority should be vested solely in
the Board, it is argued that the regional character of the System would be
destroyed and that the Reserve Banks and their presideants would be down-
graded.

In 1949, responding to the so-called Douglas Questionnaire,
President Allan Sproul of the New York Reserve Bank argued that the
Federal Open liarket Committee "most nearly meets the requivements of our
national plus regional cemtral banking system'' and that in the Committee
the System had developed a method “'for conducting policy deliberations

that is uniquely in tune with our political and economic institutions.”

{> Ye noted that, while the Government was directly represented through the

Q Presidential appointees on the Board of Governors, regional interests and
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“the lessons of experience 'in the field,' are represented through the
107/
rotating membership of the Federal Reserve bank presidents.'

Reserve Board Chailrman lartin stated the "reglonal concept”
105/
argument in 1952 as follows:

"The present arrangement, however, under which open market
operations are placed under the jurisdiction of a committee repre-
senting the Reserve Banks as well as the Board is consistent with
the basic concept of a regional Federal Reserve System, It provides
a means whereby the viewpoints of the Presidents of the Federal Re-
serve Banks located in various parts of the country, with thelr
technical experience in banking and with their broad contacts with
current credit and business developments, both indirectly and
through theilr boards of directors, may be brought to bear upon the
complex credit problems of the System., It promotes System-wide
understandirg of these problems and closer relations between the
Presidents and the Board in the determination of System policies.
In practice the open market policiles of the Open Market Committee
and the credit policies of the Board have been coerdinated and the
existing arrangement has worked satisfactorily."”

The joint respouse of the Reserve Bank presidents to the Patman
Questilionnaire in 1952 echoed the views expressed by Chairman Martin and,

in at least one particular, repeated literally languaze that had been used
109/
by Mr. Sproul in 1949:

"The Federal Jpen Market Committee brings together, with
statutory responsibilities for the exercise of the most important
instrument of credit policy - the direction of cpen market opera-
tions - men of diversified bachkground who are devoting their full
time to the problems of the Federal Leserve System .and who are in
touch not only with Government views In Washington but also with
private views and opinions throughout the country, The assignment
of the authority over open market operations to the Committee has
been an evolutionary development.

107/ Monetary, Credit, and Fiscal Policies, Joint Committee Print of Joint
Committee on the Economiz Report, §lst Cong., lst Sess, (Nov. 1949), p. 163.
This document is cited hereafter as 1949 Douplas Questionnaire.

103/ 1952 patman Questionnaire, p, 294,

109/ 1d., at 672, 673,




-67-

"The Federal Open Market Committee in its ptresent form has
worked well for a number of years. It provides a method for con-
ducting policy deliberations that is uniquely in tune with our
political and economic institutions. It is a body in which Gov-
ernment 1s directly represented through the Presidential appointees
te the Board of Governors, and regional interests and the lessons
of experience 'in the field' are represented by the Reserve bank
presidents., It is an organization in which responsibility for
the determination of reserve requirements and approval of discount
rates might properly be lodged."

Particular Reserve Bank presidents expressed similar views as

to the desirability of meintaining the regional nature of the System,
110/
Thus, Presldent Johna of the 5t, Louls Reserve Bank sald:

"The desirability of the regional characteristics of the
Federal Reserve System thus seems clear. Duch of the System's
strength stems from this factor, And the cfflcial record of the
decisions and votes of the Open-Market Committee demonstrates
the fact that the regional characteristles do not result in or
reflect selfish sectionalism, Such divisions as have occurred
on open-market policy have not been commonly between the five
banlc representatives and the seven board representatives as
two distinct groups but between shifting groups, each of which
may contain both presidents and board members, The differences
reflect the individual committee members' analyses, interpreta~
tions, and viewpcints. 1In actual practice, even on matters of
reserve-requirement policy, for which statutory authority rests
solely in the Board of Governors, and on discount policy, there
is consultation between the presidents and the board, demon-
strating full recognition of the principle of considering re-
gional factors of difference and also demonstrating the fact
that reglonal representation is a source of strength,'"

. During 1964 heaxings before the House Banking and Currency
Committee, President Bopp of the Philadelphia Reserve Bank argued that to
111/
abolish the FOMC would ‘'change the basic character of the System,"

Pregident Hayes of the New York Reserve Bank felt that abolition of the

1167 13., at 67¢.

111/ 1964 Hearings on Federal Reserve, p, 422,
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existing form of the participation by the presidents in the work of the
112/
Committee would impalr the effective functioning of the Committee.

And President Deming of the Minneapolis Reserve Bank made the following
113/
statement:

“"The propesals of H,R. 9631 to which I address myself here
would, as I have sald, effectively destray the regional character
of the Federal Reserve System. They would, in effect, take from
bank Presidents theilr voice in monetary policy deliberations, and
in s0 doing would make the continuing regionalism of the System
withovt meaning. . . ."

Governor George Mitchell of the Board of Governors opposed
Representative Patman's proposal to transfer open market authority to

114/
the Board:

My reason for favoring a continuation of the Open Market

Committee more or less as presently constituted is not primarily
negative, however. I think that regional representation from men
vhose day-to-day business activities keep them in touch with indus-
trial, commercial, and banking developments in the major centers

of the Nation brings to the committee qualitative judgments and
insights that aggregative statistics will always lack."

Former Regerve Bopard Chairman Eccles, Representative Patman,
and others who have proposed that open market authority be vested in the
Board have recommended that the Boaxrd should nevertheless be required to
consult a "committee™ of the 12 Reserve Bank presidents before adopting
open market policies. The Reserve Bank presidents, however, have iInsisted

that participation by them in such an advisoxy capacity would not be satis-

factory. The thought has also been expressed that such a modification in

112/ 1d., at 528.
113/ 1d., at 690.

114/ 1d., at 1181.
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the role of the Reserve Bank presidents would so downgrade them that it

AT A e St il e o T

would be difficult to persuade qualified men to serve as Reserve Bank

L presidents.

; Unquestionably, the Reserve Bank presidents regard their voting
i_? membership on the Open Market Committee 28 their most important responsi-

j bility. Former President Wayne of the Richmond Reserve Bank teld a
1 115/
Congressional committee in 1964&:

"In my personal judgment, Mr, Chairman, the most important and
most significant responsibility which I have faced throughout the
year 1s attempting to arrive at & considered judgment in terms of
my service on the Open Market Committee, or in connection with the
Open Market Committee, This attempt to arrive at the best judgment
of which I am capable, as to a policy posture which is in the best
interests of the country, is, in my view, the most significant
responsibility,"

Prealdent Hayes of the New York Reserve Bank presumably spoke
116/
for all the presidents when he said:

"I believe that to abolish the present form of the presidents'
participation in the work of the Committee would be to impair the
effective functioning of the Committee, even if the Presidents were
to act as consultants to the Committee. Advice received from ad-
visers who have no direct responsibility for action is of a different
quality, and in my judgment less valueble, then advice received from
those who participate in the aetien taken and thus have a direct
responsibility for its consequences, I greatly fear, moreover, that
the removal of the presidents from the Open Market Committee, and
their exclusion thereby from a sense of direct participation in the
shaping of an Important part of national economic policy, would make
it more difficult to attract imaginative and rescurceful pecple to
, a career in the Federal Reserve banks, and would thus in time weaken
: ' the System through the gradual erosion of the quality of Federal

B Reserve bank officers and employees,"

115/ 14., at 4il.
116/ Id., at 52¢&,

—atf S
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4g indicated by Mr, Hayes, if the presidents had no voting
participetion in the formulation of open market policies, it is likely
that they would not have 2 feeling of direct responsibility and in time
would lose interest in the proceedings of the Committee. Former President
Bryan of the Atlanta Resexve Bank said that, if he knew that he had actual
responsibilities, he would keep an eye on economic affairs "probably with
a greater degree of attention than might prevaill 1f I had only an advisory
117/
reaponsibility.* During the 1964 hearinge, the following colloquy took
place between President Ellis of the Boston Reserve Bank and Representative
118/
Brock:

"Mr, Brock. And would you have the same incentive to make the
same deep evaluation that you have today if you did not have an Open
Market Committee on whiech the bank presidents had a vote?

"My, Ellis. If I were sure that I were never going to be ex-
pected to vote and participate in those deliberations, there would
be no particular point in my going. I could send an economist from
the staff,"”

Former President Bopp of the Philadelphia Reserve Bank felt

that removal of the presidents from the FOMC not only would reduce the

attractiveness of the presidencies of the Reserve Banks but would result

in "deterioration in the quality of the managements and of the services
119/

performed by those banks." Conceding that the presidents could of

course provide the Board with their advice 1f open market authority should

117/ Id., at 490,
118/ 1d., at 417.

119/ Id., at 423,
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be transferred to the Board, President Deming of the i{inneapolis Reserve
120/
Benk nevertheless said:

"e + « To be gure, Regserve bank Presidents would still be availl-

able as advisers to the newly constituted Federal Reserve Board, But
an adviser is not the gsame as a participating member of the Federal

Open Market Committee - either in the Committee room or back in the
district,

"My poilnt is simply this: Reserve bank Presidents, by virtue
of the positions they occupy and the talents they bring to their
tasks, can and do make significant contributions tec the economic
welfare of the country; but they will be able to continue effect-
ively doing so only 1f they remain as they are, voting participants
in monetary policy deliberations.'

121/
And Presldent Irons of the Dallas Reserve Bank stated:

"The proposed elimination of the Federal Open lMarket Committee
and the transfer of Iits powers, duties, and functions to the Federal

Reserve Board, would represent a2 gipnificant change in the System's
structure,

‘ "This proposal would virtually eliminate the regional partici-
pation in the formulation of eredit policy. Moreover, It would
weaken the prestige and the position of the Reserve banks, I be-
lieve 1t would make it more difficult to obtaln competenrt men to
serve as directors of the Reserve banks. In addition, it would
tend in time to deprive the Board of Governmors eof firsthand infor-
mation for [sic] the Reserve bank presidents end, through them,
from the directors of the Reserve banlks regarding economic and
finaneial developments and trends in the various parts of the
country."”

Professor Ross M, Robertson agreed that transfer of open market
authority to the Board "would certainly spoil one of the real rewards of

122/
being a Reserve bank President’, Another professor, Edward J. Kane,

120/ 1d., at 690.

121/ 1d., at G46.

122/ 1d., at 1360,
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felt that such a change in the existing arrangements would deprive the

123/
post of Reserve Bank president of "its most glamorous responsibility.,"”

All of these arguments assume that the regicnal nature of the
Federal Reserve System is something that should be preserved, It should
be noted, howaver, that there are at least some who feel that the ''regional
concept" is something of an anachronism and that the Reserve Bank presidents

should not have a voice in the determination of national monetary policies.

124/
For example, Professor Norman F, Keiser stated im 1968:

"iany of the recommendations for reform within the Federal
Reserve have concerned the makeup of the Federal Open Market Com-
mittee. In particular, since the Reserve bank presidents serve on
this coumittee, the lssue hes turned on how much power the regicnal
bank presidents should have on the F'OMC and also the extent to which
regional interests per se should be represented on the FOMC. It
would seem that the need for regional emphasis has passed, that open
market operations are national rather than regional, and that it is

‘ questionable whether the Reserve bauk presidents (who are neither
appointed by, nor accountable to, the Congress or the President)
should have any vote at all, [Footnote omitted,]"

It "works well"

The final argument in support of the present allocation of open
market authority, and the one that is perhaps the hardest to answer, is
that for over 35 years the present arrangement, whatever its logle, has
worked reasonably well and should not be changed except for some compelling
reason,

In 1949, Reserve Board Chairman lcCabe teold a subcommittee of
the Joint Committee on the Economic Report that, while there had been

differences of opinion as to the wwost desirable distribution of credit

123/ 1968 Compendium, p. 344.

G 1247 14., at 350,
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policy functions within the System, it was his "considered opinicn that
the present arrangement works very well' and that, unless future experience

should reveal o greater need than then existed for changing the duties or
125/

Pomtee

composition of the Open Market Committee, he would not recommend any change.
Similarly, President Sproul of the New York Reserve Bank pointed out that
the Commit:ee had survived the tests of neaxly 15 years and had 'worked

126/
well”,

In 1952, Reserve Board Chairman Martin told the same subcommittee,
then under the chairmanship of Representative Patman, that there seemed to
be no compelling reason in the publie interest ""for disturbing the present
arrangement''; and the Reserve Bank presidents, in a2 joint answer to the
subcommittee, expressed the view that the Committee in its existing form
had "worked well for a numbey of years".lgz, On the basls of the replies
to the questionnzire, Mr, Patman's subcommittee concluded that, while the
present arrangement was historical rather than logical, it served a useful

125/
purpoge and the subcommittee saw "no reason to disturb it,”

129/
Twelve years latey, when lly, Patman held hearings on a bill

that would have transferred open market authority to the Board, Chairman

Hartin referred to and endorsed the 1952 conclusion of Patran's subcommittee

125/ 1949 Douglas Questionnaire, p. 60,

126/ 1d., at 163,

127/ 1952 Patman Questionnaire, pp. 294, 672,

125/ Report of Subcommittee on General Credit Control and Debt Management

of Joint Committee on the Economic Report, J2d Cong., 2d Sess, (June 1952),
P. 34,

129/ H.R, 9631, C8th Cong., 2d Sess,

—
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tliat there was no recson to disturb the existing arrangement. Reserve
b’.
Board Vice Chalrman J. L. Robertson, while conceding that those who advecated

a change had the best of the argument from a logical viewpeint, nevertheless
131/
agreed that the existing arrangement had "worked over the years,’ Presi-

dent Johns of the St. Louils Leserve Bank felt that the existing arrangement

had "worked especially well since the procedure was changed to enable all
132/
the Presidents of the banks to participate in the meetings of the Committee."
133/

tind President Heyes of the New York Reserve Bank said:

"I do net believe in changing thinge that are working well simply
because they may appear to some to be illogical, or because they might
under other conditions work badly., In my view, the Federal Open liarket
Committee as now constituted is working well; 1t provides a forum for

s : any necessary reconclliation of the points of view of persons located
at the seat of the Government and of others (the Presidents) intimately
F familiar with econcmic developments in all regions of the country, The
i latter are not, in the exercise of their judgments, partisans of the
‘ ‘ narrow or selfish points of view of any particular gsegment of the econ-
omy or of any particular geopraphical area; rathev they speak and they
vote for what they believe to be the iInterests of the MNation as a whole,
For these reasons I am firmly persuaded that it would be a mistake to
change the composition of the Committee."

xS ; In 1968, Mr. Patman invited views on a new bill that, again, would
have vested open market authority in the Board. Chairman liartin once again
referred to and approved the opinion expressed by the Board in 1952 that

134/
the existing arrangement had '‘worked satisfactorily', And a private

it
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EEQ/ 1964 Hearings on Federal Reserve, p. 4.

131/ 1d., et 121.
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banker, Tilford C. Gaines, of llanufacturers Hanover Trust Company of New
York City, agreed that the system had '"worked well and there 1s no apparent

135/
reason why it should be changed."

It must be admitted, as argued by those who faver changing the
present arrangement, that five of the 12 members of the FOMC are not Presi-
dential appointees whereas the Board of Governors consists exclusively of
Presidential appointees; that the Committee meets only every three or four
weels while the Beard sits continuously; that the Committee has vastly im-
portant authority to influence national monetary policy while the Board has
other monetary policy powers that might be exercised in a manmer that would
conflict with the decisions of the Committee. Nevertheless, it is difficult
to deny that this seemingly illogical division of monetary authority has in

‘ fact "worked well". Procedures have evolved under whieh Reserve Bank presi-
dents who are currently voting members of the Committee participate, an a
rotating basis, in daily telephone 'calls" with the open market desk at
the New York Reserve Bank. Emergency situations are met by means of tele-
phone ‘'conference hooltups” in whiech all members of the Committee participate,
Membership of the Reserve Bank presidents hasg enabled the Committee, in
reaching policy decisions, to take advantage of the close contact of the
presidents with economic conditions in their several districts, And in
no case so far has the theoretical possibility of conflict between policies
of the Committee and those of the Board become anything more than a theoret-

ical possibility,

135/ Id., at 235,

———
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But for those, like Patman and Eccles, who have argued that
regulation of open market operations should be vested in the Board, the
question remains one of prineciple: that the Federal Govermment's most
potent tool of monetary policy should be exercised by an agency composed
exclusively of '"public officials" who are free from the charge, however
untrue it may be in fact, that they represent private interests or are
""beholden” to banker-dominated boards of directors by which they are

elected,
TRANSFER OF ALL IONETARY AUTHORITY TO THE FOMC

Two alternatives with respect to authority over open market
operations have so far beeu discussed: transfer of such authority to the
Boaxd and retention of that authority by the FOMC. A third alternative
must be consldered, i.e., transfer of the Board's monetary powers to the
Fouc.

Some of those who have extolled the advantages of a Committee
that reflecis a "regional” concept and involves a blend of private and
public interests have proceeded, quite logically, to the conclusion that,
if regulation of open market operations by such a Committee is desirable,
it would be desirable also for other monetary policy tools, e.g., reserve
requirements and discount rates, to be in the hands of that Committee,
Concentration of all monetary powers in the Committee incidentally would
accomplish the same objective that prompted Eccles in 1935 to suggest that

apen market authority be vested in the Board, i.e., avoldance of potential

conflict between two agencies with authority in this area,
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Strangely enough, the first propoeal £or transfer of additional
monetary powers Lo the FOIIC apparently was made In a joint report submitted
te Congress on December 31, 1940, by the Board of Governors, the presidents
of the Reserve Banks, and the Federal Advisory Council, Among other things,
that report recommended that authority ovey member bank reserve requirements
be transferred from the Board to the FOMC.AQQ/

In 1949, in theilr joint response to the Douglas Questionnaire,
the Reserve Bank presldents proposed that authority over Reserve Bank dis-

count rates as well as reserve requirements be transferred from the Board

to the FOUC. After referring to the 1940 special report just mentioned,

137/
the presidents said:
"The credit powers of the Federal Reserve System are not isolated
( or unrelated powers, and the decislons made and the actions taken with

respect to these powers need to be properly coordinated 1T they are to
be consistent and effective. Accordingly, the power to approve redis-
count rates established by the Federal Reserve banks, the power to
change member-bank reserve requirements, and the power to conduct
open-market operations should be lodged in a single body rather than
divided as at present between the Board of Governors and the Open
Market Committee,

"In placing such authority and responsibility im a single body
the Open Market Committee becomes the logical choice by the nature
of its membexship, which includes both the entire Beard of Governors
and five Regerve bank presidents, 7The composition of this committee
gives assurance of proper coordination of national and regional con-
slderations, Moreover, Reserve bank representation on this committee
glves added assurance that the practical experience of the Reserve
banks in carrying out central banking operations will be given con-
sideration in the determination and execution of Federal Reserve
credit policies,”

136/ 1940 Annual Report 69, It might be noted that the report also recom-

mended that reserve requirements be made applicable to "all banks receiving

demand deposits regardless of whether or not they are members of the Federal
6 Reserve System,'

137/ 1949 Douglas Questionnaire, p. 162,
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In a separate response, President Sproul of the New York Reserve Bank urged

that authority over margin requirements amd all other general credit poli-

cies, including international finencial policy, be vested in the [OMC.

After noting that FOMC regulation of open market operations had 'worked
138/
well’, he said: _

. . o Personally, I continue to believe we should recognize
the full potentlalities of what i1s, actually, an extraoxrdinarily
successful innovation in the methods of democyatic administration
and policy formation. The practicality of a peolicy-making group
including representatives of the Board of Governors and the Federal
Reserve Banks has proved itself, Such a body should have not only
the powers mentioned in the attached document, but also ultimate
responsibility over margzin requirements and all other general as-
pects of credit policy, including the System's recle in international
financial policy, The regulatory duties under these various powers
would continue with the staff of the Board of Governors and the
Federal Resexve banks, The majox gain would iie in bringing to-
gether in one group representative of the whole System, all sig-
nificant policy formation; in bringing together authority for the
exercise of powers which must be exercised in concert, which cannot
be exexcised in isolationm,

Another respondent to the quesiionnaire, Lliott V. Bell, then Hew York
State Bank Superintendent, asserted that 'a case could be made for con-
centrating all Federal Reserve System powers with respect to credit policy
in the Open Market Committee which provides a broader basie of representa-
tion, although still leaving a2 majority voice to the Board.“lgg/

In their joint angwer to the Patman Questionnaire in 1952, the

Reserve Bank presidents again recommended the transfer of authority over

discount rates and reserve requirements from the Board to the FOMC. They

138/ 1d., at 164.

139/ 1d., at 313,
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""Although the present allocaticn of responsibility over the
various instruments of credit control has proved workable and satis-
factory, greater assurance of coordination in the use of those in-
struments in the future could be achieved by placing the fixing of
reserve requirements and the approving of discount rates in the
hands of the Federal Open Market Committee,"

OTHER PROPOSALS

Three alternatives for regulation of monetary policles have now
been mentioned: (1) xetention of the present arrangement, under which
open market policies are determined by the FO.iC and discount rates and
reserve requirements are determined by the Board; (2) abolition of the
FOMC and transfer of its open market autheority te the Board; and (3) trans-

‘g fer of the Board's authority over discount rates, reserve requirements, and
margin requirements to the FOLC, All of these alternatives have assumed no
change in the present composition of the FOMC or the Board., To complete
the picture, it is necessary to mention briefly some other preposals that
would involve changes in the compesition of the Board or the FCMC,

4s noted earlier, in tracing the evolution of the present FOUT,
the bill that eventually became the Banking Act of 1935 originally provided
for an Open Market Committee censisting of three members of the Board and
two governors (now presidents) of the Reserve Banks, This proposal was
short-lived. The House rejected it in favor of the Eccles proposal that
open market authority be vested in the Board; and the Senate prevalled in

its proposal that such authority be lodged in a Committee consisting of

‘5 140/ 1252 Patman Questionnaire, p. 073.

———
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the seven meambers of the Board and five representatives of the Reserve
Banks.

In 1949, Reserve Board Chairman McGabe, while opposing any
change in the existing arrangement, expressed the view that, 1f any
change were to be made, it would be desirable to place not only open

market authority but all powers of the Board in a recomstituted Board

to consist of three members appointed by the President and twe Reserve
Bank presldents who would gserve ag full-time members of the Board for

rotating terms of ore year each., In describing this proposal, Mr. McCabe
141/
said:

“If any change were to be made in this regard, I would prefer
to conslder an amendment to the law to place authority over open-
market operations, and of all powers and authorities vested in the

e Board of Governors, in a reconstituted Board {which would be known
as the Federal Reserve Board) consisting of three members appeinted
by the President with the advice and consent of the Senate, and the
presidents of two of the Federal Reserve banks, making a Board of
five full~time members, The terms of the three members appointed
by the President would be 12 years, so arranged that one term would
expire every 4 years, The present requirement that a member shall
be ineligible after the completion of 2 full term should be elim-
inated, except that no one ghould be eligible for appointment for
a term orv the unexpired portion thereof 1f he would reach 70 years
of age before the end of the term.

"The two members chosen from the presidents of the Federal
Reserve banks would each serve for a period of 1 year in accordance
with g system of rotation among the 12 Federal Reserve bank presi-
dents which would be written into the law, The two president members
of the Board would be required to give their full time to the work
of the Board. To be eligible for service as a member of the Board,

a preslident of a Federal Reserve bank should have served as an of-
ficer of the bank for at least 2 years.

"Such a proposal weould terminate the existing arrangement under
which authority over instruments of credit policy are divided between
the Board of Governors and the Federal open-market committee. It

£

141/ 1949 Douplas Questionnaire, pp. 68, 69.
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would preserve the present advantages of having preasidents serve on
the open-market committee, and would be in harmony with the regional
character of the Federal Reserve System, which contemplates that the
coordination, supervision, and final determination of national credit
and other major policies would be in the hands of a supervisory gov-
ernmental body located in Washington. Because of the importance of
the New York money market, provision should be made for participation
of the president of the New York Federal Reserve Bank in the consid-
eration of open-market policles and operations."

How the two Reserve Bank presidents would be able te serve as full-time
members of the Board and yet discharge their Reserve Bank functions at
the same time was not made entirely clear. Moreover, such an erganization

might be subject to even more serious objections. Commenting on this pro-
142/
posal in 1951, Dr. E, A, Goldenweiser saild:

", « « At first glance this proposal looks like a good compromise,

Two questions, however, arise: Would it not emphasize rather than
eliminate the undesirable conception that different members of the

‘ Board have different constituents rather than that all represent the
people as a whole? There would be 'public' members and 'bank' members,
an arrangement that is not likely to lead to amooth operation., More-
cver, there would be constant shifting of membership, not conducive
to continuity of the members' education or of the Board's policies,’

Dr. Goldenwelser's own suggestion was that all Federal Reserve

powers be vested in a single executive, the 'Governor' in effect of the
143/
System:

"If a change is to be made, the most desirable arrangement would
seem to be one resulting in a concentration of final authority and
responsibility in one high-ranking executive, the Governer, He should
then be required to seek advice constantly from his technical staff,
to consult the presidents of the Federal Reserve Banks on frequent and
regular occasions as well as whenever major changes in policy are con-
templated, and to meet once or twice a year with representatives of
different economic groups for a general review of monetary problems

142/ E, A, Goldenweiser, AMERICAN MONETARY POLICY (McGraw-Hill, 1951), p. 306.

143/ Ibid.
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and pcliciesg, Such dn arrangement would combine regular contact with
technicians, Federal Reserve executives, and the public with definite
location of authority and responsibility in the head of the System,™

Although former Reserve Board Chairman Marriner Eccles consist-
ently advocated that the FOIC be abolished and its open market authority
be transferred to the Board, he put forward a rather surprising alternative
proposal in 1949, During hearings before the Douglas Subcommittee of the
Joint Committee on the Economic Report, Eccles suggested that the Board
sitould be agbolished and that all Federal Reserve powers be vested in the

12 Reserve Benk presidents, but with the presidents to be appointed by the
144/
President of the United States, Eccles explained this proposal as follows:

Y1f, however, it is bLelieved preferable for national credit and
monetary policy to be determined in part by some of the presidents of
- the Reserve banlks, then the presidents of all 12 Reserve banks should
‘ be constituted the monetary and credit authority, and they should take
over the functions of the Board of Governors, which body should be
abolished., The governmental responsibility of such a body should be
recopnized by requiring their appointment by the President of the
United States and thelr confirmation by the Senate; their salaries
should be fixed by Congress, to whom they should rveport. May I point
out that if the presidents of the Reserve banks can, in addition to
performing their manifold duties as chief executive officers of these
very importent institutions, take on in addition the prinecipal functions
os the Federal Reserve Board, it must be that these functions do not
justify a full-time seven-man Board, and this would be another reason
for abolishing it, and substituting a part-time Board compased of the
12 presidents,

"You would have to add, of course, an administrator and a proper
staff in Vashington, and you would possibly have to add committees
mede up from the 12.

11 am offering this seriously. This is not a counterproposal.
This is a serlous proposal based upon the experience that I have had
in Washington ever a long period of time."

144/ Hearings before Subcommittee on Monetary, Credit. and Fiscal Policies
‘r’ of the Joint Committee on the Economic Report, £lst Cong,, lst Sess. (Sept.,
‘ flov,, Dec. 1949), pp. 221, 222.
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Perhaps because bf its extreme nature, this propesal by Mr, Eceles has
never been ziven serlous consideration by Congress.

At the other end of the spectrum - the modest end, consideration
could be given to changes in the present arrangement that would not elimi-
nate either the FOMC or the Board or alter their respective powers, but
that would simply modify provisions of present law as to the rotation of
service of the Reserve Bank presidents as voting members of the FQOIC.

Under exlsting law, the ﬁresident of the New York Reserve Bank
is always a member of the Committee. The other four Reserve Bank repre-
sentatives are elected annually as follows: one by the bozrds of directors
of the Boston, Philadelphia, and Richmond Reserve Banks; oune by the di-
rectors of the Cleveland and Chicago Banks; ene by the directors of the

e Atlanta, St, Louis, and Dallas Banks; and one by the directors of the
lMinneapolis, Kansas City, and San Francisco Benks. Under this arrange~
ment, Mew York is represented every year; Cleveland and Chicago every
other year; and the other Reserve Banks enly every thivd year,

This statutory rotation procedure might be changed, for example,
to provide for the representation of the San Francisco Bank, the third
largest, every other year instead of every third year; or, in a more
Ydemocratic" mannery and without resard for size, to provide for repre-
sentatlon of each of the Reserve Banks (except New York) every third
year, It is gquestionable, however, whether much would be gained by such
minoy changes, It seems likely that any proposals for such changes in
the law would lead only to more drastic proposals for reallecation of

" authority over open market operations.
"

El s S————
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SUMMARY AND CONCLUSIONS

From the foregoing review of the history of regulation of Federal
Reserve open market operations, at least two safe conclusions may be drawn:
(1) The preseni arranzement has been in existence for more than
35 years, and, desplte many suggestions for changes in the arrange-
ment, Contsress has never given serious and active consideration to
any of sueh suggestions. Barring unforeseen developments, it seems
most unlikely that any chanses in the arrangemeat will be considered
in the near future.
(2) If any change in the arrangement should be considered, it
is probable that it would take the form of abolition of the FOIiC and
trensfer of open market autheority to the Board. It seems unlikely
that the prineipal alternative proposal, i.e.,, to transfer monetary
powers of the Doard to the FOIC, would receive general support today.
If the last of these conclusions is sound, the sole question, as
a practical matier, is vhether arguments for transfer of open market author-
ity to the Board outweigh those for retaining such autherity in the FONC.
The question 1s one as to which, as has been seen, there have been sharp
difierences of opinion,
To summarize the arguments for abeolition of the FOMC and vesting
of open market authority in the Board:
1. Regulation of open market operations, the principal tool of
monetary policy, should be exercised by a body composed exclusively of
"public ofificisls’, i.e., persons appointed by the President with the

advice and counsent of the Senate, However well the present arrangeuwent
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may have worked over the years, this important power of national policy
should not be ledszed, even in part, with individuals elected by Reserve
Danlk boards of directors of which six out of nine are in turn elected by
private commercial banks, Although the Reserve Dank presidents that are
currently voting members of the FOMC take the oath of an 'officer of the
United States' and regard themselves as "public servants', they are never-
theless always vulnerable to the charge that they represent private rather
than public Interests.

2, It is i1llogical for authority cver monetary policy to be
divided between tie FOMC and the Board, Even though no such conflict has
developed in practice, it Is possible that the open market authority of
the Committee could be exercised in 2 manner directly contrary to the

. nerzise of the Board's authority with respect to discount rates and
menber bank reserve requivements. This potentiel for conflict, with
disturbing and confusing effents upon the national economy, should not
be allowed to continue,

3. Open market authority shcould be vested in an agency, like
the Board, that can meet daily and can act promptly in an emergency, rather
than in an ageney, like the TOLC, that is compeosed partly of members from
various parts of the country who have other duties and who meet to consider
open market policy only at three- or four-weel intervals.

The arguments for retaining open market authority in the FOIC
may be summarized as follows:

1, Participation by the Reserve Bank presidents in tie policy

& decisions of the FQUIC preserves the basic coucept of a2 regional Federal
i

¥
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Reserve System and protects the System from the dangews of political
influence and undue cenivalization of power. The presidents bring to

the deliberacions of the Tommittee a famillarity with regional and local
economic conditions that provides a valuable contribution in the formula=-
tion of natlonal monetary policy.

2, If the Reserve Bank presidents had oaly an advisory role
in the determination of open morket policies, the prestige of the presi-
dents and of the Reserve Banks would be so impaired that it would be dif-
ficult to attract qualified individuals to serve as Reserve Bank presidents.
In net effect, the basis strenzth of the System - its reglonal coucept -
would be destroyed.

3. Despite the seewing lack of logic in the present arrange-
ment, it has worked well for many years and there is no compelling reason
for changing that arrangement.

Suzh are the arguments on both sides of the question. In a
senseé, they come down to a choice between logic and practice, Logically,
the present arrangement should be changed; practically, there seems to be
no sound reason for chanse. In the end, of course, the question is one
of judsment: does logiec require a change in the structure of the Federal

Reserve System ov should an arranzement that has "“worked" for over 35 years

be changed unless it is demonstrably contiary to the public interest?




