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THE SICARTARY QF THE TRTASURY
FASHINGTON
May &, 1923,

Dear r. Platt: /
I received your letter of April 20, 1933, outlining briefly

the resulte of the recont meeting of the new Open Markst Investment
Committes of the Federal ressrve banks hald a% Phliladelphia, and bave
been glad to note the ac tion of the Comuittee in racomuending that the
Podsral Reserve banks of fer to the Trea ury ths $36,3585,500 of Treasury
cartifioa tes maturing on September 15th, which they hald. As you know,
the offer mas accepted and the cuuﬁnaf,@ redesuned wn April 24th. I also
note with much intarsst the vote of tha cl.:mlths to raise the open market
buying rate on agceptanses 1/8 of one paer cent. This, I bslieve, was a
step in the right directlon, for a mumber of dealers, I understand, had
slready warked up the rate on acceptances 1/4 of & point, and a cmtizuance
of the lower Federal Resarve bDuying rate would only have attractad
inoreasing quantities of agoaptances into the partfolios of the Federal
Reserve banks. The darks have at times carried to sxtremes tha policy of
mrsing acceptances and providing & market for thes at favorable rates, and
I hove that the time has now come when the Board, through it supervision
over this Comamittee on Open Mariet Operations, will see to it that the
open market gpsrations of the Fedsral Reserve banks ars kept in line with
the general coredit policy of the systam.

I agree that it is unfortunate for the Federal Resarve danks to

be selling their holdings of bonds bearing the circulation privilege, for
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| 1t resultas in increasing the circulation of national bank notes at the
very time when the circulation ought to remain stable and when
considerati on should, in fagt, be given to measures for reducing thise
class of clrculation. I hope the Federal Reserve banks can be induced
te hold the remainder of the bonds bearing the circulation privilege which
they now have, and encoaraged to buy more, and believe it would be &
good thing if the bdanks would duy each ysar the full amcunt of such bonds
permitted by thes Federal Recervs Act. Such purchases would not hawe the
same sffect upm the maey market as othar open market operations decause
of the comsequent redustion in n@tionﬂ. bank cirgulation, but woubd
incidentally give the Fedoral Reserve banks a sourss of ingome.

I do not follow your argumert, hosever, in suggesting that the
capital and surplus of the Federal Reserve banks should be contimicusly
invested in Govemment securlties regardless of the demand for discoumts,

"not cnly as one of the chlef means of supporting ths Federal Reserve hl&t
dut as investments which camnot possibly affsct the money market in the
sense of addiing new fumds to the market.® This view, 1t seems to me, is
inconsis tent with the whole theory of open Mt erations. Dealings
in Government securitiess are of major importance in the open market
cperations ¢f the Fedaral Resorve banks, The policy with raspect to
purchagses of accep.ances has avowedly been determined largely with a view
to fostering and encouraging the development of the acceptance market,
‘whilo operations in Governmment securities are psorhaps even more closely
rolated to gensral credit conditionz nnd the general credit policy of the
sye tem., To control these Oparations by arbitrarily fixing maximum and
minimum smounts $0 be purchased raprdl;as of credit conditions would
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destroy in large measurs the power and usefulness of the open markst
operatice and tend to dafeat the purposs for shich the pover was
imsluded in the Pederal Reservs Act. Graeat latitude of actim was -
pormitted in open marke t operations in order that ths Fedaml Resarve
barks might exert a stabiliszing influence on credit conditions and
money rates, and effectively ssrve the banking and business interssts
of the country. So¢ far as I am aware thers was unaver any intent or
thought of asscclating Open market operations with ths amount of capital
and aurplus of the Fedaral Reserve banks or of fixing maximun and minimam
linits for such gperatiocns, and I cannot see the logle of doing it at this
time. Oredit extended by the Pederal Resarve banks has the same effect
upon the warket regardlecs of whether 1t ls through purchases of agceptances,
purchases of Govermasnt securities, or discownting bills:, ani I doubst if
thers is any more reason for fixing arvitrary limits for one type of
operation than forthe others. The priwary rogard, of ccurse, should de for
the cradit sistvation.

In this connection I nave noted the fcollowing statemant a&ppearing
in the firat edition of ths Federal Resorve Bullstin for May:

"The Federal Reserve Board's position In tuo matter is

indicated by the adeption of tha following principle with

respact t0 the open-market investment ¢pemtions of the

Pedoral Reserve bDanks: 'That the time, wamaer, character,

and volume of Open-market investments purchased by

Fodaral Reuarve banks is govemed with primary regard to the

aggonmodat lon of commerce and business and to tha affect of

suga purchases or saled on the gens ral credit situation.'

"By providing that open-market investment operaticms

are t0 be govermed 'with primary regard t0 the accommodation

of commerce and dusinese', the principle restg upon the same

gensral conditions as those proviied In ths Poderal Reserve

Act for the dseterminaticn of disc cunt rates. Since in cpene

warket 'opsmations the inltlative can e taken by the reserve
barke rather than the membder banks,thess operations may de
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used as a gauge of the degres of adjus twent batween the

requiremants for reserve-bank credit snd the volume of it

in actual use. In a given marimt the sale of an inwestuent

Vy a4 reserve vank ls a meams of testing the demand for

credit and placing the initiative for and the cost of

suah credit dilmectly upon borrowing mamber barks,®

I haartily agree with this visw of open market operstions, dut
find it hard to reconcils with the views stated in your-lettsr,

Your statement that the capital and surplus of the Fedaral Reserw
banks has bDeen taken ocut of the working funds of thy country and
locked up unless reinves ted should be considered in connesti m with the
total offict of the ewtablishment of the system. It is generally agreed,
and I suppose the fact is Deyond questim, that instead of withdrawing
funds from the market the establishmant of the systam relsased a 1arge
amount of funds as a result of the lowsr resarve requir ements. Cosputatims
show, I believe, that the total reserves of country banks at present, plus
cash carried in their vmlts, ars adbont 8-1/3 per cent of their deposits,
or about one-half as large as the recorves maintained before the establishe
ment of the system., Doubtless about the sams proportion wovld hold for
reserve city and central reserve city banks. Morsover, avery dollar of
ac tual reserves deposited with the Federal Reserve barks has a greatly
!.nuruﬁﬂ officionoy s a basis of oredit expafision. On page 11 of the
first anmal report of the Faderal Resarvs Board the stalemant »as made
tha t while the amount of resarves which had been released as a result of
the 2stablishment of ths Pederal Reserve Systen and the change in reserve
regiiremsnts had not been agcurately es timated, it was "an undoudted fact
that the releass of actual cash was very large and that the increase of

leniing power on the part of mesber banks was correspondingly larger." TYou
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are probably familiar with the s tatement of Govemor Strong on the
"Elements iin Expansim® gn pages 531 to 624 of the Hearing before the

Joint Commission & Agricultuml Inﬁnlry of the 67¢th Conmgress, part 13,

In this statement 1t Is estimated that the change in reserve requirements
when the system was first established released $450,000,000 of funds
formerly held as reservea. Thls amount was greatly lmrnuﬁ, of ccurse, by
the change in resarve requirementa in June, 1917. When a state bank boc cmes
& weuwber of the system the reduction in reserve requirements,as a rule,
releases » much larger amount of funds than it invests in the capital of

the Pederal Raserve bank. In comparison with the relsase of funds as arssult
of lower resaervs roquirements and the increased potential credit expansion
on sach dollar of reserve, the amount of funds tled up in the capital and
surplus of the reserve banks ls small, and I do not agree with your s tdement
that investments by the Federal Reswerve banks in Governmwent securities
(other than donds Dearing the clrculatiom privilege) to the axtent of their
capital snd surplus 4o not add new funds to the market. It should De noted
in this comnaction that & part of the capital snd surplus of the Faderal
Reserve banks ropresents investesnt In banking premises and to this extent
the funds were raturned to the market.

The heavy imporis of gold during the past few yesars have made 1t
possivle for the muober banks to maintain a large volune of gredit and at
the same tise liquidate largely their borrowings from the Federal Resarve
banks. This has gresly lessenad the «ffectiveness of tha discount rate

and the powr of oredit gontrol by the Federal Reserve banks. OContimued
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gold lmports will lead to a further increase in the available funds on
the market and for the Faderal Ressrve banks to contime to maintain a
large addi timal wolume of credit through open market purchases at rates
below the discount rate would only aggravate the sitvation and practically
tend to destroy any attempted exercise of credit control. In view of these
eonditicas a more sffective supervision of Federal Reservs Bank cpen market
purchases ie, in my opinion, highly desiradle.
Very truly yours,
A. ¥, MELLON.
Secratary of the Treasury.

Henoreble Edwmand Platt, : :
Fice-Governor, Federal Reserw Board, ST
Wash ington, D. C.
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