
CONFIDENTIAL

Memorandum on Problems Arising in Connection with
the Discount Rate Reduction of November 14, 1957

The circumstances of the reduction in the discount rate of the

Federal Reserve Bank of New York and three other Reserve Banks on November

14 were disturbing to the directors of this Bank in two respects: (l) the

part played by the Board of Governors in connection with the discount rate

change, and (2) the questions raised by the recent experience with respect

to the relations between the System and the Treasury.

For several months it had been the opinion of the directors of this

Bank that business prospects for the latter part of this year were not as

strong as commonly thought, and that a revival of inflationary boom conditions

was unlikely. In this appraisal the officers of the Bank concurred. For

this reason the directors were reluctant to raise the discount rate in August —

an action which, however well justified by developments in market rates, in-

cluding the advance in the commercial bank "prime loan" rate, could be interpreted

as a further step in the direction of intensification of credit restraint. Never-

theless, after several of the other Reserve Banks had acted to raise the discount

rate and there was evidence that distortions in the interdistrict flow of funds

were developing because of the rate differential between this and other districts,

the directors voted to raise this Bank's discount rate.

At the same time the directors expressed the view that seasonal needs

for reserve funds should be met promptly through open market operations, rather

than permitting such needs to cause further pressures on bank reserves and

possibly interfering with the financing of normal seasonal activities. Again

the officers of the Bank concurred, and Mr. Treiber and Mr. Hayes presented this

view at meetings of the Federal Open Market Committee, beginning with the meeting
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of August 20. Apparently the Committee was reluctant to take any action which

might be interpreted as indicating relaxation of the System's policy of credit

restraint. As the fall season progressed, it became increasingly clear that

business activity, at best, was shoving no more than the usual seasonal revival

of activity and might be falling somewhat short. Business loans at reporting

member banks were clearly lagging, and in October showed a contra-seasonal

decline. In these circumstances, the officers and directors of the Bank felt

that the reduced loan demand should be permitted to be reflected in somewhat

easier member bank reserve positions and in money market conditions.

By early November it was clear that seasonally adjusted indexes of

production and trade had turned down and that indexes of wholesale and consumer

prices were leveling off, and a change in Federal Reserve policy appeared to be

called for. It was the view of the officers and directors of the Federal Reserve

Bank of New York that an appropriate way to effect such a change in policy would

be to use open market operations to ease member bank reserve positions and money

market conditions gradually, and to follow up with a discount rate reduction

after a few weeks if economic conditions and money market and credit developments

then made such a clear-cut confirmation of a change to a less restrictive policy

appropriate. This procedure, we believe, had considerable support throughout the

System, although an immediate discount rate reduction was favored by a few.

Presumably open market operations would have led the way in a change of policy

had it not been for the intervention of the Treasury, which was about to announce

the terms of its December refunding and new money borrowing operations.

The Secretary and Undersecretary of the Treasury, upon being informed

of the System's intention to effect a change to a somewhat less restrictive policy

over ensuing weeks, took the position that that information placed them in an
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untenable position. They argued strongly that it would be improper for them

to announce financing terms in line with then prevailing market conditions, when

they knew that a change of Federal Reserve policy had been decided upon, and that

it would be impossible to conduct their financing operations successfully if the

terms of the offerings were adjusted to the market conditions that might be expected

to prevail after the change in System policy had become effective. The first

suggestion was that public announcement be made of the change in System policy,

but it was concluded that such an announcement was not feasible and would be

contrary to established Federal Reserve practice and policy.

This left as the only available means of System action to make the

change of System policy promptly and widely understood either a reduction in

the reserve requirements of some or all member banks, or a discount rate reduction.

The Board of Governors did not favor the former at this time, and the Chairman of

the Board undertook to discuss with the Reserve Bank presidents the question of

an immediate reduction in the discount rate. Not only was consideration of a

discount rate reduction suggested, but the precise amount of reduction favored

by the Board was indicated. In fact, it was implied that no other discount rate

change would be approved, and the force of this implication was demonstrated when

the Board refused to approve a lesser reduction voted by the directors of the

Federal Reserve Bank of New York.

There are two aspects of this experience that are disturbing: (1)

the steps taken by the Board, as a result of Treasury representations, to induce

hasty action by Reserve Banks contrary to that favored by a majority of Reserve

Bank presidents as the result of orderly procedures and consideration only a day

or two earlier} and (2) the action taken by the Board virtually to dictate the

amount of discount rate change to be made by the Reserve Banks. The latter was

of particular concern to the directors of the Federal Reserve Bank of New York.

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



4)

While, as indicated above, our directors were — and had been for

some time — in favor of a shift to a less restrictive credit policy in view of

their appraisal of the economic situation, they would have preferred that the

initial action take the form of open market operations to ease the pressure on

bank reserves. Nonetheless, when it became clear that one or more of the other

Reserve Banks would reduce the discount rate, they felt that it would be unde-

sirable for the New York Reserve Bank to stand aloof, having in mind its location

in the principal financial center and its conviction that credit policy should

be eased. Having once reached this decision, they concluded, however, that a

reduction of l/4 per cent would be most appropriate for this Bank, for a variety

of reasons. Even assuming that some overt signal of the change in Federal Reserve

policy was needed to meet the views of the Treasury, a l/4 per cent reduction would

have served the purpose. It would also have run less risk of suggesting to the

public that the directors were alarmed over the business outlook, and would have

involved less dislocation in the financial markets. Even though our directors

were informed that the Board would prefer a reduction of 1/2 per cent, they were

shocked when their action in voting the smaller reduction was disapproved by the

Board, leaving them only the choice of "all or nothing".

There is always room for judgment as to how much of a rate change

is appropriate to the circumstances, and perhaps in the end we may conclude that

the larger reduction was desirable. But an important matter of principle was

involved — the statutory allocation of initiative and responsibility among

the component parts of the Federal Reserve System, with its "checks and balances"

which constitute one of the System's greatest elements of strength. Responsibility

for initiating discount rate action is placed upon the Reserve Bank boards of

directors, and should be permitted to function as far as possible if the recognized

advantages of a regional system are to be preserved. It would be most unfortunate
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if an impression should be created that, in this or other areas of responsi-

bility of Reserve Bank boards of directors, the judgment of the directors was

likely to be overruled by the Board of Governors without giving full weight to

the directors' judgment after a careful exchange of views.

Aside from the particular incidents that arose in connection with

the recent discount rate action, the experience raises important questions con-

cerning the influence to be exerted on System policy decisions by Treasury

financing operations. Even though the System for several years has ceased

giving direct support to Treasury financing operations (except for one occasion

on which the Treasury had a serious problem and direct support could be given

without interfering with the System's policy objectives), there has been general

agreement on a policy of maintaining a reasonably "even keel" in the money market

during periods of Treasury financing. But it has not been felt that Treasury

operations should be permitted to interfere with the orderly determination and

execution of Federal Reserve policy. While the System has avoided action to

intensify pressures on bank reserves during the period from the first announcement

of a Treasury financing operation until the operation had been consummated, it has

not suspended at such times consideration of, or decisions concerning, any change

of Federal Reserve policy that appeared to be appropriate in the light of all the

circumstances then prevailing.

Unavoidably this has meant on several occasions, during the application

of a restrictive credit policy for the past two years and more, that System action

to resume pressures on bank reserves after a Treasury financing operation had been

consummated caused prices of the newly issued securities to fall below par. Similarly,

in the recent instance, if the policy agreed upon on November 12 had been carried out

without change, no action to reduce the pressure on bank reserves would have been

taken during the period in which the Treasury financing operations were being carried

out, but subsequent open market operations might have caused prices of the new

Treasury issue to rise well above par.
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It can be argued that System action during a period of

increasing credit restriction, without prior notice to the public of its

intentions in each instance of Treasury financing, was unfair to subscribers

to new Treasury issues; and that to have proceeded with the policy agreed upon

on November 12, without prior notice to the public, would have given the sub-

scribers to the new Treasury issues a "windfall" profit and would have been

unfair to the Treasury. But acceptance of this argument would mean that there

would have to be a hiatus in System policy decisions (unless accompanied by

an announcement or by some overt action) every time a Treasury financing operation

was in prospect, extending probably from two or three weeks prior to the first

announcement of each offering until some time after the operation had been

completed. When there were frequent Treasury operations, as there have been

in recent months, this would leave little time for the consideration and execution

of effective and timely Federal Reserve policies.

It seems to us, therefore, that a dangerous precedent has been set

if the System is to be precluded from adopting policy changes without immediate

public notice in some form if, at the time, the Treasury is approaching a refund-

ing or cash financing operation. In any event, it seems clear that this is a

subject that should have careful and full consideration by the System before

another similar situation arises.

Federal Reserve Bank of New York
December 2, 1957
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C Distribution within the FEDERAL RESERVE SYSTEM OF Authority
ON CREDIT POLICIES

15. Trace the historical development of the process by which the dis-
count rates of the Federal Reserve Banks are set and evaluate
the relative authority of the Board of Governors and of the
directors of the Federal Reserve Banks in setting discount rates
today.

Development of process by which discount rates are set—When the
Federal Reserve Act was enacted in 1913, discount rates were regarded
as the principal instrument of credit policy. Since that time, discount
rates have come to be supplemented by other instruments of credit
policy, notably by open market operations and the authority to change
reserve requirements of member banks but also by regulation of stock
market credit and at special times by regulation of consumer and real
estate credit Today, it is recognized that the process of influencing
bank credit expansion is complex and that the instruments or
combination of instruments most appropriate to the task will vary at
different times according to the changing factors and forces affecting
the growth of bank and other credit Moreover, since the establish-
ment of the System, far-reaching changes in the character of the econ-
omy, deriving from two world wars and basic developments in com-
munications, transportation, mass production, business organization,
and public policy, have worked to alter the fundamental structure of
the credit market Over this period the credit market has shifted
from a structure of interconnected local and regional markets into a
relatively well-integrated national market, with borrower rates of
interest for financing of a given amount and comparable risk in closer
alignment as between various localities and regions. With these
changes, local and regional differences which might be reflected in
differences in discount rates have diminished in importance and the
rates have come to reflect more and more conditions in the nation as
a whole. These modifications in the role and interrelation of regional
discount rates have substantially affected the procedures by which the
rates are fixed.

The present statutory authority for the fixing of discount rates
is substantially the same as it was when the Federal Reserve System
was established. Section 14 (d) of the original Federal Reserve Act
provided that:

Every Federal Reserve Bank shall have power:
* * * * * * *

(d) To establish from time to time, subject to review and determination of
the Federal Reserve. Board, rates of discount to be charged by the Federal reserve
bank for each class of paper, which shall be fixed with a view of accommodating
commerce and business; • • •.

It seems clear that the framers of the Act contemplated that the
authority to establish discount rates would be vested primarily in the
directors of the several regional Federal Reserve Banks, but that the
final determination of the rates would be in the Federal Reserve
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Board. Thus, in explaining this provision of the Act on the floor of
the Senate, Senator O w n stated:

• • • This power primarily is placed in the hands of the Federal reserve
bank directors; but the r e a l determination of the rate is put in the hands of the
Federal reserve board, • . •.

. . . . . * •
The Federal reserve board has the right, finally, to fix the rate of Interest, for

instance. The local board first fixes the rate of interest, and then it is subject to
review and order by the Federal reserve board. It would be an order within
which the board of directors or officers of such bank would act (Cong. Rec.,
Vol 50, Nov. 24, l913, p. 5006, Vol 51, Dec 13, 1913, p. 350)

Before the opening of the Federal Reserve Banks for business on
November 16, 1914, the Board requested the chairmen of the boards
of directors of the Federal Reserve Banks (who were also designated
by the law as Federal Reserve Agents) to indicate their views as to
what rate of discount it would be wise to establish at the beginning.
On the basis of reports received from the Reserve Banks, the Board
voted to fix the initial rates at from 5 1/2 percent to 6 1/2 percent In
advising the Reserve Banks of this action, the Board stated that it
had "felt it incumbent to adopt a moderately conservative policy in
view of the fact that the exact conditions to which the banks will be
subjected in operation cannot be precisely foretold", but pointed out
that the initial rates were to be regarded "as provisional and subject
to revision" and that the Reserve Banks had the right, with the ap-
proval of the Board, to change the rates at any time.

In keeping with the importance initially attached to discount rates,
somewhat elaborate procedures were established in the early years for
the fixing of such rates. At the Federal Reserve Board, there was set
up a "discount committee" which met each Wednesday to consider
discount rates prior to a meeting of the full Board on Thursday.
Effective January 1, 1915, a procedure was established under which
the Reserve Banks were asked to submit their recommendations for
changes in discount rates in time to be considered by the Board's dis-
count committee each Wednesday afternoon. A form was prescribed
by the Board for use by the Reserve Banks in submitting their weekly
reports, at first by mail and later by code telegrams. However, in
lurch 1920, after it had been found that the Board's discount com-
mittee was unnecessary, the practice of requiring weekly reports from
the Reserve Banks was discontinued ana they were asked to advise
the Board only when changes in rates were being recommended.

At an early date, a practice developed under which the Board,
usually after discussion of the matter with the Federal Advisory
Council, suggested to the Federal Reserve Banks the desirability of
changes in discount rates; and ordinarily the Reserve Banks would
promptly establish the desired rate subject to the Board's approval.
Only rarely were rates fixed by the Reserve Banks later disapproved
by the Board because of considerations of national policy. For ex-
ample, in late 1919, when one of the Federal Reserve Banks voted to
increase discount rates, the Board withheld its approval because the
Treasury Department felt that such an increase in the discount rate
would adversely affect the Treasury's program for marketing Liberty
Bonds and Victory Notes. However, when the financing program of
the Treasury was completed, the increase in rates requested by the
Federal Reserve Bank was approved by the Board.
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It was in connection with this case that Carter Glass, then Sec-
retary of the Treasury and ex-officio member of the Board, re-
quested the opinion of the Attorney General of the United States
as to the authority of the Federal Reserve Board to initiate discount
rate changes if it so desired. In an opinion dated December 9, 1919,
the Acting Attorney General of the United States ruled that the
Board-
has the right under the powers conferred by the Federal Reserve Act, to de-
termine what rates of discount should be charged, from time to time by a Federal
Reserve Bank, and, under their powers of review and determination, to re-
quire such rates to be put into effect by such Bank. (82 Op. Atty. Gen. 81, 84)

During the period of and immediately following the First World
War, there was considerable use by member banks of the discount
facilities of Federal Reserve Banks and there were frequent changes
in discount rates. In an effort to curb credit and monetary expansion
during this period, the Board recommended and Congress enacted on
April 13, 1920, an amendment to section 14 (d) of the Federal Reserve
Act to authorize the establishment of graduated discount rates based
on the amount borrowed by a member rank. The graduated rates au-
thorized by this amendment soon proved to be impracticable and by
an Act of March 4, 1923, section 14(d) was again amended to restore
it to its original form.

Although the Board had requested the Federal Reserve Banks in
1914 not to announce any changes in discount rates until approved
by the Board, it appears that on several occasions some of the Reserve
Banks had publicized rate changes before the dates on which the
changes were to become effective. Consequently, the Board, on Au-
gust 22, 1924, adopted regulations designed to insure the confiden-
tiality of information relating to prospective changes in discount
rates. In brief, these regulations provided that all telegraphic com-
muications regarding rate changes be in code; that no information
with respect to rate changes be published until the Federal Reserve
Bank in question was advised that the change had been approved by
the Board; that announcements of rate changes be made simultane-
ously by the Federal Reserve Bank and the Federal Reserve Board im-
mediately after the close of business on the day on which the rate
was approved; and that the new rate be effective at the beginning
of the first business day following the day on which the announce-
ment of the change was made.

During the early twenties open market operations of the Federal
Reserve Banks became increasingly important as an instrument of
credit and monetary policy and it was recognized that use of that in-
strument should be coordinated with the use of the power to fix dis-
count rates. As evidence of this fact, the Federal Reserve Board, in
November 1925, requested the Federal Reserve Banks to report not
only changes in the regular discount rates, but also buying rates on
bankers' acceptances and on Government securities bought under re-
sale agreement. The expanded reports were required to be made by
telegraph following each meeting of the board of directors of each
Federal Reserve Bank, indicating the action taken by the directors,
either in approving continuance of the existing rates or in recom-
mending any changes therein.

The principal procedural development during the thirties was
the amendment of section 14 (d) by the Banking Act of 1935 to re-
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quire that discount rates be established "every fourteen days, or
oftener if deemed necessary by the Board".

As pointed out in the answer to Question A-l , one of the provi-
sions of the Banking Act of 1935 required the Board to keep a com-
plete record of all of its actions of policy and to include in its annual
report to Congress a full account of all such policy actions. In view
of this requirement, the Board requested the Federal Reserve Banks
to include in their telegrams recommending changes in discount rates
a definite statement in each case of the reasons underlying such
action. It was made clear, however, that such a statement of reasons
ordinarily would not be included in a telegram merely advising the
Board of establishment without change of pre-existing rates.

During recent years no important changes have been made in the
procedure for setting discount rates. However, as the result of the
growing national character of the credit market, the recognized close
interconnection between discount rates, open market operations, and
changes in reserve requirements, the supplementary though subordi-
nate role in national credit policy of selective credit regulation, and the
significantly greater part which Government securities have come
to have in the asset structure of banks and other lenders, it has
become general practice for the Federal Reserve Banks to act uni-
formly in fixing discount rates and to give special consideration to
their relation to other instruments of credit and monetary policy and
to their effects upon the market for Government securities. For ex-
ample, in October 1942, after considerable previous discussion with the
Presidents of the Federal Reserve Banks, the Board approved the
establishment at all Federal Reserve Banks of a uniform preferential
discount rate of one-half of 1 percent for advances to member banks
collateraled by Government securities having maturities of one year or
less. This action was taken in support of the Treasury's war financing
program and was designed to encourage banks to invest more of their
excess reserves in short-term Government obligations. Subsequently,
after the end of the war, the preferential rate on advances secured by
such short-term Government securities was eliminated by all of the
Federal Reserve Banks after considerable advance discussion within
the Conference of Presidents of the Federal Reserve Banks, as well as
by the Federal Open Market Committee, and with the Secretary of the
Treasury. These actions were approved by the Board.

At the present time, the procedure for the setting of discount rates,
as it has evolved over the years, is generally as follows:

Each Friday the Board considers all actions taken by the Federal
Reserve Banks during the preceding week to establish discount rates,
usually action to re-establish the existing rates. The possible desir-
ability of any prospective change in discount rates is usually con-
sidered in advance by the Board with the Presidents of the Federal
Reserve Banks and the Federal Open Market Committee in the light
of changing credit conditions, including the Government's financing
needs and current trends in the economy generally. Whenever it is
determined that as a matter of policy there should be a change in
rates, action to establish such a change usually is taken uniformly by
the boards of directors (or executive committees) of the several Fed-
eral Reserve Banks at their next meetings following such determina-
tion. Thus, in August 1050, after consultation between the Board
and the Federal Open Market Committee, as one measure for restrain-
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ing credit and monetary expansion, a discount rate of 1% percent—ini-
tially proposed by the Federal Reserve Bank of New York—was estab-
lished at all of the Federal Reserve Banks and that rate prevailed at
the end of 1951.

In accordance with the procedures established many years ago,
as previously indicated, whenever discount rates are chanced, the
action is announced simultaneously by the Board and the Reserve
Bank at the end of the day on which the Board acts and the new rates
are made effective on the next business day following the day of the
announcement.

Relative authority of the Board and the Federal Reserve Banks.—
The law clearly contemplates that the establishment of discount rates
shall involve joint action by the Federal Reserve Banks and the Board
of Governors of the Federal Reserve System. It is also clear that
rates established by the Reserve Banks shall not become effective until
approved by the Board of Governors. Since prospective changes in
rates are ordinarily discussed in advance between the Board and the
Reserve Banks, it is only rarely that action taken by a Federal Re-
serve Bank for the setting of discount rates is not promptly approved
by the Board. On occasion, however, the Board may fail to approve
or defer its approval pending discussions of System credit and mon-
etary policies and Treasury financing policies with the Presidents of
all Federal Reserve Banks or with the Federal Open Market Com-
mittee. The matter is usually discussed also with the Secretary of the
Treasury.

Since the Board's authority is not limited to mere approval of rates
established by the Reserve Banks, but includes power to review and
determine such rates, the Board, as previously noted, has legal author-
ity to initiate discount rates. However, methods evolved through ex-
perience for the taking of action on discount rates are calculated to
avoid the development of procedural issues in this respect.

Discussion of the relationships of discount and other credit policy
is given in the answer to Question C-18.
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