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PRELI.»II\TARY MEMORANDU‘ A REuATIVE T0 OPEN MARKET POL;CY L?

A

The principal tra.nsactlons in the SPec1a.1 Investment Account smce

the last Governors Conferenc_e were reviewed in the chairman's report to the

committee on March 21, and cop:fes of this report wef'e sent to all Governore.
In a.ccordance with the action tazen at that meetmg, pux:chases of 25 million
dollars of" securltles were made in the market to replace Va:rch 15 maturltles,
and the Special Investment Account was thus restored to 200 million dollars,
which is appfoxin[_ately the same amount as has been maintained for the past

two years. Recent transactions resulting from large purchases of gold,

are described hereafter.

Genera} Credit Situation

For many months bﬁeiness has been active and has 5‘conti~¥1ued to
maintain, and in some directions even to exceed, therate of preduction
and consumption of izmnediately preceding years, altﬁoug,‘n a number of ;é-
cent developments have been of a chara.cter which might have had a wide-
‘ spread unfavorable effect had the general busmess and financxal s:Ltu—
at1qn not been fupdamentally sound. These developments are, of‘course,
the extensive fioeds in the lower Mississippi Valley, some»overproducrt'ion
-and price decliﬁes in the eil industry, disturbing financiel devel‘opment,!s
in Japan, reduced production and consequently reduced working time for
labor in two or three large aut_omo‘oile concerans, and not so reeently the
collapse of a number of real estate and buildipg speculations and ef one
or two large instailment fina;ece companies. |

The total volume of credit in use, estimated from the reports

of the reporting member banks, is now about a billion and 2 half dollars

larger than a year ago. The considerable expansion of the last two
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’t“"' : months has oeen dlstributed between 1ncreases ’n ﬂommerclal loans, security
loans and investments. On the other hand the total amount of credit ex-
tended by ﬁhe Reserve banks is about one hundred million dollars less
than this time last year. As the net gold imports (excluding the move-

nent now under way) within this perlod were about 105 mzlllons, the re-

\\

duction of Reserve bank cred1t has about offset gold imports.
The figures for Reserve System earning assets are as follows*

(in millions) * :
April 27,1927 Aoril 28,1926.

Billg discounted - - - - = = =~ =« - - - - 444 514
Bllls bought in open market - - = .- 242 199
U. S. Securities -~ - == - = = =« = - « 318 389
Total bills and securities - -~ - = - - - 1006 1114

~ While total discounts at the Reserve banks are smaller than a year

. ago, the difference is lar’ely &ué-to roonced borrowingSfoy oountrv banks

as renortlng banks in pr1nc1pal centers are borrowing nearly as much as

they did a year ago. MNoney rates are about 1/2 per cent. above thls

time last year, as shown by the following table. The present tendancy

is for higher rates than last year. For example, time money is 3/8 hlgher

than last year; 90-day bills are 1/2 hlgher, and Treasury certlficates and

notes show an even larger increase.‘ The New York discount rate is 1/2 per

cent. higher.

Money rates at New York
‘ ’ April 28, 1927 April 28, 1926 -

Call money - - - -~ - - - - -—- - - x4 * 3 1/2
Time money - 90-day « = =~ = = = ~ = = = « = 4 3/8 4
Prime commercial paper - - - - ~ - - - - = , 4-4 1/4 441/4
Bills - 90-day unendorsed - - = -~ = - - - - 3 5/8 31/8
Treasury certificates and notes -

maturing June .15 = -~ - = ~ - -~ - - 3.46 2.51

maturing September 15 . -~ - - - - ~ 3.51 3.07
Federal Reserve Bank of New Yorik - N

rediscount rate -~ - - - - - = ~ < 4 31/2
Pederal Reserve Bank of New York -

buying rate for 90-day bills - - - 3 3/4 31/2

* Prevailing rate for preceding week.
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/6f A review of ’:the general credlu situation; of ratee and business,

.brings out. the vfollowmg strlkmg facts:‘t?j

(1) T‘net the general’ lerel of interest rates in Yew Yor}:, where
changes of rates generally orlbmate, is about 1/2 of one per cent, above
last year, the dlscou.nt rate of toe Federal reserve bazﬂc also being 1/2
of one per cer;t.:,,higher. |

‘(2) ‘I‘he amount of bank credit employed for conducting the ountryts
business, at :; ;oluxﬂr;e*certainly mech above the aver.age vo:tr‘ the last few years,
ie only $1,500, 000,000 above what ‘it was lastlyear.

(3) While 1rregularly distrlbuted between tne classes of goods, /
the general level of commodity prices has experlenced a consn.derable fall,

and over the greater part of the nact year the decline in prlces has been

in both agrlcultural and non- gricultural commodltles. Considering the
reluctance of member banks to borrow from the ’ieserve banks, coupled with
the considerable decline in interest rates which is occurring in Europe,
the qu.estion ie raised as to whether tlle some'vhat greater restraint now
bemg applied to the extensmn of credlt at the money center (’\Iew Yorg)
coupled w1th the reduction of tne total of the open mareet investment ac-
count over the past 18 months or two years from $500 OOO 000 to less tha.n
$200 000,000, has not gradually had the effect of exerc1sing some orcssure,
mperceptible m any chanee over a short period, but now becoming apparent

when examined as to its effects over a longer period.

Gold Movements -
Between Januery 1 and Mey 1 of this year, gold imports into the
United States have amounted to about $110,000,000, including $8,000,060 from
Japan, and exports during the same period were $26,000,000. ¥Net- imports ‘
durlng th).:§§ period were thorefore $84 000, 000. Inasmuch as approxmately
$14 OOO 000 of the gold exported was gold which had been earmarked before

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



R

the period under discussion, about $98,000, Obd was the net amount added to
the monetary *old supply of tue country durln? the first four months of the
year. Thle gold movement, together w1th the ;mports of 1926, acceunt large-
ly for the fact that the System's earning assets show a decline during the
past year, in epite of an increase of.some billion.andra'half dollars in vank
credit.

Entirely aeart from the movegent of gold referred to above, there
have beeﬁ:seme signi;ican§ deVelopment;'siﬁce ¥ay 1, not inclgded in the above
figures. During the_}ast part of April, the Bank of Franee recovered approx-
imately $90,000;000%e5‘g01d from the Bank of England by the fepayment of its
Ereeif to the Bank of England.: 0f this $90,000,0CO, $12,000,000 arrived in

3New York last week,‘$18,000,000 is stillion the water, and $60,060,000 was

~ purchased by the Fede;al Reeerve'Bank of New YOrk en fay 6 and is now. held
by tbe Bank of England under earmark for account of the éew York ban“._ In
addition to this Ban& of France gold, $2,500,000 has recently been imported
from Ausﬁralia, and anotherﬁ$2,500;000 more is now on-ﬁhe water from Austra-
lia and expected to arrive in tﬁis country ‘this week. |

A somewhat disturving factor arose in the Drobaoilltj of the
1mportatlon and sale';o the sederal Reserve Bank of New York of the
90,000,000 of gpld negotiatlons for the purchase of which had been
concluded by one of the New York member banks from the Bank of France.

It was learned that space had been reserved on the steamers and arrange-’
ments had been made for shipoing the entire ghmunt-of gold; in_faCt, one
shipment‘was.about to arrive in New York, and others,we;e being loaded.
In view of this eituation, after consulting with all the members of the
Open Market Investment Committéé and%with the Federal Reserverzoard by

telephone; it was arranged to purchase from the Bank of France all of ‘the

gold - nearly $60,000,000 - which had not been shipped, and to sell the
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~ Bank of France a llﬁe ampant of the September maturlty of certlflcates of

1ndebtedness held in the Open Market: Investment account. By thls arrange—-

ment, the money mar‘cet status- re“la.lned unchanged, e*ccept as to the gold
whlch had already been shipped, leavmg the committee in pos:.tlon to deter—
mine later at its’ meetmg whether these securltles should. be renlaced or
~not. Securltles were sold to offset $9, 000 000 of the $12 OOO OOO already
arrived, but no arrangements have been made for sales to offset tne balance
of the geld which W1ll arrwe from Iondon and from Australla, amountlng 1n
all to. about $20 000 OOO. Wlth the sale already made and further sales,
if made to of:set forther gold arrlvals, the securities remslsmg in the
System's portfollo account will be a little ov:er $100,000,000, t00 small
an ameunt to afford security against possible fﬁture developments. lyi‘his
will be appreciated; :forexample, if the $§0,000,000 pow purchased he.d
arrived at a time whee we had no portfolio of geverri;nent securities avail-
able. It is clear, therefore, that the committee must from now on glve
careful attentlon tor:n;et.mg t‘us gold problem. either by 1ncreaslng its
portfolio in antlcipatlon of future developments, or by adopting other
measures. The method of domg so should ‘be determned with regard to
whether' the time has or has not arrived when the Federal Reserve System
can afford to put new funds in the market, ﬂf’ effect of whj.ch would be
to reduce the borrowlngs of member banks, pr;ecipally in New York, and
possiblvy to reduce the System's holdings of bills. There are various
possibilities for dealing with the gold problem as a whole which have -
never heretofore been gliscussed in, the committee's repbrt and which are
now submitted simply for discugsion, Nonme of them are recommended _a,t
this time, but are intendefl simply as a summary of all possibillties.
They are:
(1) The committee could replace the securities sold to the Bank
Digitized forFRASE?f France. The immediate effect would be to reduce the amount of member
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?-ank borrow1ngs 1n Hew York rwelch are now runnlng on the averaee at from
$100,000, 000 to $150 OOO 000.

(2) Those Federal reserve: banks whlch have considerable holdings of
long tlme bonds could dispose of those bonds, realize their profit and repurchase
through the commlttee as a part of the conmlttee's account, an equlvalent amount
of short time securities. = These, with other short term government securities
owned by iédividual Reserve banks, eeuld be added to the System holdings without
reducing*the total earning‘assets of the individual Reserve banks, and thus in-
crease the'eemmi?tee's account to over $200,000,000.

(3) Arrangements might be mede;with,the Secretary of the Treasﬁryrfor
somewhat increasing balances‘earried with the Federal reserve banks; and reducing
the amount carried with special depository banks.

(4). Some or all of the $75,000,000 of 2 per cent. Paname Canal bonds
could be ¢alled and the national bank notes 1ssued agalnst them retired. TFur~
ther purchases of the 2 per cent. Consols of 1930 could be made in antlclpatlon
of their n0531b1e retirement in 1930, as contemplated by the Secretary ‘of the
Treasury in his repor§ of 1924, .

‘(50» By gredual stages, or all at once, the time schedule of the Par
Cellection;System could be adjusted so ;ejto increasé the volume of uncollected
checks andecorreséoﬁdinggy reduce the reserve'of members.

(6) Plans coe;d be undertaken for reti?iné the greenbacks, which
however would‘reéuire legislations |

() Further‘amounts of the capital of the Federal reserve banks could .
be called.

(8) The reclaeeification of’reServe cities could be gradually under-
taken se as to idincrease reserve, roqu1rements.

Y (9) A readgustment of the relations of the Reserve banks to the

market for gold could be effected if ‘the Secretary of the Treasury saw fit
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as authorized by law, to discontinue paying cash up to 98 per cent. of the
value of imported gold,<thus throwing the market for gold entirely upon
the Federal reserve banks and enabling them to reduce the gold point for
imported gold by the equivalent of a loss of inéerest for the period &ur-
ing which payméﬁt wduld be delayed. By reason of our Treasury practice,
the United States is today paying the highest price of any world market
for gold.

(10) The Federal Reserve Board, of course, after adsquate study,
could revise the definition of what constitutes a time deposit, tlms rais-
ing the reserve requireﬁents.« Thisiié probably juSt;fied by the fact that
somephinélliéeﬁéo per cent. of the increase in bank deﬁosits in the United
Statgs évef the pas% ten years consists of that class of ééposiis whiéh re—
quire only 3 per cent. reserve.

(11) A revision of the regulations of the Federal Reserve Board
in relation'to the maintenance éf‘réServes, by avgraging re§erves for a
pgfiod of a week in‘Federalaresérve bank cities, and i%q weeks in the rest
of the country, could havg_ghelpractical effect of someﬁhét increasing the
amount which member banks mast borrow.

(12) The Federal Reserve Board coﬁld revise its ruling relative to
currency in transit, which in effect reduces reserve requirements in fhose
districts where the ruling is now applied.

The above compreﬁeﬁd'most, if not all, of the possib}e measures
available for dealing with the problem of gold imports in view of our re—
duced poftfolio. They are submitted for consideration and study.

The possibility of gold imports must not be overlooked, and may
indecd be imminent. The underlying. causes of suchka moyement would be:

(1) The continued maintenance’of our éresent level of interest
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rates and reducing bank rates in EurOpe.

(2) The fact tha.t our ‘technical practice in dealing with gold
makes th:.s the best market in‘ which to sell it and one of the most d1f~
ficult from whlch to export i't.

(3) 'l'he poss:.blllty; regarded 'by some as the probabihty. that
within the next two years Germany will be forced to ship us large amounts
of gold in order to meet repa,ration payments in the standard year.

(4) Heavy foreign p&yments 6 meet the service on all foreign
loans.

‘Nor must the pos'sibiiity ‘be overloocked that conditions may change
rapidly a.nd 1nstead of experiencing a. 1arge add:.tn.on to our gold reserve, :
there 1s indeed a poss:.bility, a.lthough more remote, that within the next
few years we may sustain a large loss of gold.

_Gol_d exports ‘from this country can arise “'from twé ca.uéés:

-(l) The first is the perfectly.~nox"m}al movement i’esult'ing from
exchange rates reaching a level at which it is cheaper to make payments
abroad by shipping gold than by buying exchange.

(2) The other, however,';an oocur irrespective of the gold
sh:.pping pomt, becanse of large balances held in this country for account
of foreign governments a.nd foreign banks of issue, wh:.ch, as in the case
of qermapy, ma,y dec;de to take gold for z‘eserVe purposes, 1rrespect1ve
of the golci’poi%ntf

No danger need bp apprehended as to a normal export of gold, but
we might sﬁstain a. 1§rge loss of gold under .the second category at any
time‘, and that we are now prepared to deal with successfully bece.us:of

the large propggpion of ‘such balances held by the Federal reserve bank,

org/
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the export of wh:.ch could eas:.ly be prov1d.ed for by our purchasrng the
‘securlties now held for aecount of our fore:l.gn correspondents.' f"he only
embarrassment lz.kely to occur as a result of such a demand w:.ll be due to
Aithe lack of an adequate supply cf Amerlcan gold co:m, concernn.ng which
'dlscussion has 'been had from tlme to tlme V'J.th the Treasury. ‘

) Looklng, therefore, to the future, tha.t 1s, say for the next
three years, the comm:.ttee is of the Opln:.on that the pollcy of the Fed-
Ueral Reserve System should 'be to prepare 1tself to deal mth elther a
large mport movement of gold or a 1arge export movement of gold. Any

' In view of the many alternatlves to he cons1d.ered, and especially
in view of the fa.ct tha.t whatever ma.y 'be the pol:.cy of the System it will
.“anO].VG taking a deflnite positn.on as to the money market, the committee
prefers to defer any recommendat:.on u.ntll after dlscussion with the Fed-

) era.l Reserve Board a.nd a def:.nite express:.on of thelr v:.ews.
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