
ANNUAL REPORT OF THE FEDERAL RESERVE BOARD.

FEDERAL RESERVE BOARD,

Washington, February Sy 191?\
The SPEAKER OF THE HOUSE OF REPRESENTATIVES :

The Federal Reserve Board presents herewith its annual report
for the calendar year 1916.

This report, the third submitted, is made just after the close of a
year of unexampled commercial, industrial, and financial activity in
the United States. In practically all important industries labor and
capital have throughout the year found full and remunerative em-
ployment. During the calendar year 1916 exports of merchandise
from the United States to other countries amounted to about $5,480-
900,000, while imports amounted to about $2,391,700,000, leaving a net
trade balance in favor of the United States of about $3,089,200,000.
Domestic trade, stimulated by unusual demands, has developed an
activity keeping pace with the nation's foreign business, and the
result of these conditions is reflected in the augmentation of bank
resources, as illustrated by the fact that the deposits of all banks
and trust companies in the United States showed an increase of
$4,344,000,000 during the year ended June 30, 1916.

INFLOW OF GOLD AND ATTENDANT PROBLEMS.

Since the beginning of the European war the problem involved in
the distribution of gold throughout the world, as far as the United
States is concerned, has been completely reversed. It will be remem-
bered that at the outbreak of the war the Board was confronted
with a serious situation in connection with European credits, which
were maturing to the extent of about $450,000,000, for which settle-
ment was demanded. The liquidation of this indebtedness at first
involved large shipments of gold, which were aided by a bankers'
gold fund of $100,000,000. But, owing to the growing volume of
our exports to Europe, balances shortly began to appear in favor
of this country. These balances have increased at an unprece-
dented rate. From the beginning of the war until the end of
December, 1916, there has been a net movement of gold into the
United States of approximately $870,000,000, and it is estimated that
during the same period about $2,250,000,000 of securities of Ameri-
can origin, including obligations of the National Government, of
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2 ANNUAL REPORT OF THE FEDERAL RESERVE BOARD.

States, of municipalities, and of corporations, have been transferred
from foreign to domestic ownership. ' During this period, it is esti-
mated, about $2,000,000,000 of securities issued by foreign Govern-
ments and corporations have been absorbed and are now held by
American financial institutions and investors.

During the years 1915 and 1916 the growth in volume of banking
business of the United States was unprecedented, as shown by the
following table, which includes aggregate figures for the National
and all other banks:1

Deposits
Loans and d iscounts . . . . . . . .
Cash

[000's omitted.]

June,
1914.

$21,359
15'339
1,639

June,
1915.

$22,031
15 758
1,457

June,
191G.

$26,376
17 849
l',486

While there has been a notable addition to the gold holdings of the
banks, there has been an even greater proportionate expansion of de-
posits and of loans. The investments of banks in stocks and bonds
have increased during the period from June 30,1914, to June 30,1916,
in the sum of $1,211,644,754. The purchase by American investors
of desirable foreign loans in large amounts, and the absorption
by them of a vast volume of American securities previously held
abroad, may be regarded as a healthy and normal operation, in
view of the circumstances that have existed since the war began, but
the Board has deemed it necessary, nevertheless, to emphasize the
importance of having the banks of the country keep themselves in
a liquid condition. Banks may, of course, perform an important
function as temporary holders of securities during the process of
their distribution to ultimate investors, but in times when there
are enormous international transactions such as we have witnessed
during the past two years, the velocity and volume of our foreign
trade, as far as it is based upon long-time credit, must be regulated
by the power of absorption of the American investor. Whenever the
absorbing power of the investment market shows signs of exhaustion
it would, in the opinion of the Board, be better that the volume of
our exports be reduced, or that trade balances in our favor be
settled by imports of gold, than that our banks, especially those of
moderate size, should unduly extend their investments in foreign
securities at a time when business prudence and conservatism sug-
gest the necessity of their maintaining themselves in a particularly
strong position. The Board is not, however, unmindful that large
accretions of gold may induce a rapid and dangerous expansion of
our credit structure, and in outlining the policy of the Federal
Reserve Banks and in considering amendments that, in its opinion,

*A11 reporting banks exclusive of Federal Reserve Banks.
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ANNUAL REPORT OF THE FEDERAL RESERVE BOARD.

should be made to the Federal Reserve Act, the Board has been im-
pressed with its duty to keep in close touch with the situation and to
control as far as possible conditions resulting from either an exces-
sive inflow or outgo of gold.

As illustrating our present situation, the Board would point out
that the capital and surplus of National' and all other banks in the
United States on June 30, 1916, aggregated approximately $4,044,-
000,000. These banks held on June 30, 1916, $6,057,000,000 of
long-time securities, principally bonds, exclusive of their holdings
of about $760,000,000 of United States Government bonds, most of
which are, or can be, used to secure circulation. In other words, the
securities held by banks in the United States, exclusive of United
States bonds, amount in the aggregate to 150 per cent of their com-
bined capital and surplus. When compared with their condition
in June, 1914, before the outbreak of the European war, the aggre-
gate capital and surplus of the banks have increased from $3,846,-
500,000 to $4,044,000,000, or 5.1 per cent; while their investments
in stocks and bonds other than United States bonds, including, of
course, domestic securities and obligations of neutral as well as
belligerent nations, have increased from $4,761,500,000 to $6,057,000,-
000, or 27.2 per cent. Stated more briefly, American banks' invest-
ments in securities other than United States bonds amounted in
June, 1914, to 124 per cent of their capital and surplus, and amount
at the present time to 150 per cent.1

Notwithstanding these heavy investments, money rates remained
easy during almost the entire year, and there did not develop
even the seasonal demand which on some occasions requires action
and which, during the year 1915, led the Board to establish what is
known as the commodity rate, designed particularly to aid growers
of farm products during the crop-moving season. To a great de-
gree the ease of money and smoothness of operation of our financial
machinery have been due to the facilities afforded and to the confi-
dence inspired by the Federal Eeserve System, as well as to the largely
increased stock of reserve money resulting from the importations of
gold. During the year there was a comparatively light demand on
the part of member banks for rediscount accommodations, the maxi-

1 The figures of the tex t may be summarized as follows :

June, 1916. June, 1914. Increas<

Capital and surplus of all banks
United States Government bonds, practically all with circu-

lation privilege
Other securities (domestic and foreign) owned
Ratio of securities (other than United States bonds) owned to

paid-in capital and surplus (per cent)

* Decrease.

$4,044,000,000

760,000,000
6,057,000,000

150

$3,846,500,000

823,000,000
4,761,500,000

124

Per cent.
5.1

*7.7
27.2

26
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4 ANNUAL REPORT OF THE FEDERAL RESERVE BOARD.

mum amount of rediscounted paper held by the Federal Eeserve
Banks being $38,345,000 on December 8; and the activities of the
Federal Eeserve Banks have been chiefly under the open-market
provision of the law in the purchase of acceptances, of Government
bonds, and of municipal warrants. Transactions of these kinds were
engaged in to such an extent that the total invested resources of all
Federal Eeserve Banks on December 30, 1916, amounted to
$221,895,000, as against $83,398,000 on December 30, 1915.

The Board notes with great satisfaction the progress made dur-
ing the past year in developing a market for American bankers'
acceptances, which now enjoy the standing to which they are en-
titled in most of the world's financial centers. American bank-
ing facilities are now being used in Europe, South and Central
America, and in Asia. The number of banks, trust companies, and
private bankers engaging in this business has increased materially,
and the advantages of American bankers' acceptances, payable in
dollars, are now better understood both at home and abroad. A very
satisfactory beginning has thus been made, but it should be borne
in mind that it is only a beginning, though a promising one, and
that the scope of this new function of American banking must be
greatly extended before it will be commensurate with the country's
financial resources.

During its last session Congress enacted into law two amendments
suggested by the Board which are destined to assist in the growth
and development of the acceptance business. One of these permits
national banks to accept to the extent of 50 per cent of their capital
and surplus in certain domestic transactions, and the other allows
national banks to accept bankers' drafts originating in countries
where the 90-day bill is the customary means of remittance for for-
eign purchases. The member banks have already availed themselves
quite freely of these new powers granted by Congress. The domestic
acceptance doubtless will become an important factor in equalizing
rates and should prove of especial value during crop-moving periods,'
when the lowest rates for bankers' acceptances prevailing in any
of the districts will become available for acceptances drawn against
commodities in those districts where, owing to seasonal demands,
rates naturally would have a tendency to be higher. It has been
the desire of the Board, as shown by its regulations and by its
approval of low rates, to assist in the development of these various
branches of the acceptance business as far as possible. The Board
has, however, consistently pursued a policy of protecting the ac-
ceptance market and the Federal Eeserve Banks from the possibility
of an overgrowth of acceptances which, while technically within
the law, might, owing to their intrinsic character and to agreements
providing for a renewal of the credits over a considerable period,
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ANNUAL REPORT OF THE FEDERAL RESERVE BOARD. 5

tend to obscure evidence of the commercial basis of the underlying
transaction. The Board realizes, however, that if the banking busi-
ness—and particularly international banking business—is to develop
freely it should not be unduly hampered by inflexible rules,' and that
there must be some latitude and discretion left to the banks in their
dealings. But the Board nevertheless deems it its duty to take care
that acceptance transactions not founded upon a normal commercial
basis should be kept within limits, in order that ordinary commercial
business may not be affected by any increase in rates which might
result from an overextension of the credit facilities of the kind just
described. During the past two years American banks and bankers
have become accustomed to acting as acceptors, and the Board hopes
that the coming year will witness marked progress in acquainting
country banks particularly with the merits of commercial acceptances
as banking investments.

The Federal Reserve Act is based essentially upon the principle
that liquid paper rather than loans secured by stock-exchange col-
lateral, or " merely investments," should be the principal asset of
the member banks when considered collectively; that the acceptance
market rather than the call loan market, and rediscounts with
Federal Reserve Banks rather than loans placed through banks in
reserve and central reserve cities, should be made the means through
which the average bank can supply its current requirements. In the
development of a free and healthy acceptance market, it is desirable
that acceptors should abandon the practice of discounting, as a
matter of regular routine, their own acceptances, and the Board
hopes that during the present year progress wTill be made along these
lines.

Since the last annual report was submitted Congress has, upon
the Board's recommendation, empowered Federal Reserve Banks to
discount for member banks their fifteen-day notes secured by paper
eligible for rediscount or purchase under sections 13 or 14 of the
Federal Reserve Act. This new privilege already has proved most
serviceable, particularly in larger financial centers. The Board feels
that the member bank's fifteen-day collateral note should prove an
important factor in the further development of the rediscounting
function of the Federal Reserve Banks, as it affords them the means
of supplying more economically the requirements of member banks
for short-time accommodation.

DEVELOPMENT OF DISCOUNT RATES.

Except for a stiffening toward the close of the year, resulting
in an increase of rates in some districts by one-half of 1 per cent,
the discount rates prevailing at Federal Reserve Banks have been
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6 ANNUAL REPORT OF THE FEDERAL RESERVE BOARD.

nearly stationary. Of the changes made the only one worthy of
note was that in the rate for acceptances, which was slightly advanced
by the Federal Reserve Bank of New York in consequence of a
firmer tendency in the money market. A differential rate for ac-
ceptances in favor of those made b'y member banks of the Federal
Reserve System, has been adopted by some of the Federal Reserve
Banks.

There has been no occasion to establish new or special rates de-
signed for the accommodation of particular industries or districts.
The plan of applying a low "commodity rate," established by the
Board in September, 1915, for the benefit of producers and shippers
of agricultural products, has continued operative, although the rate
itself was raised to 3-J and 4 per cent at some of the banks. The need
for it has been less than it was a year ago. High prices for all agri-
cultural products and the general and sustained demand for them, not
only at home but throughout the world, have brought to the farmers
of the country an unprecedented degree of prosperity. This has,
to a great extent, relieved them of dependence upon banks for
current accommodation. Not only the farmers, but those engaged
in all lines of business and industry, were during the year just closed
unusually strong and independent from a financial standpoint; and,
partly because of this fact and partly by reason of the prevailing
ease in the money market, the influence of the Federal Reserve
Banks upon rates was indirect and potential rather than dominant.

A comparison of discount rates prevailing at Federal Reserve
Banks shows that the principal difference between conditions during
the past year and those of 1915 lies in the somewhat greater diversifi-
cation of rates. Perhaps there is no better commentary upon some
of the factors that have led to the transfer of discount business to
the United States, than a comparison of rates prevailing in the prin-
cipal foreign markets with those in New York. A notable difference
is shown by the following figures contrasting the range of official
bank and private discount rates in the principal financial markets:

London
Pans.
Berlin
Rome
Petrograd
Amsterdam

Official
bank
rates.

Per cent.
5-6

5
5
5
6
41

Private
discount
rates for

3-months'
bank
bills.

Per cent.

4|-5
(0
(l)
0)
(J)

Stockholm
Christiania
Copenhagen
Madrid . . .
New York

Official
bank
rates.

Per cent.

s>

Private
discount
rates for

3-months'
bank
bills.

Per cent.
C1)
0)
0)
0)

2-3

1 No quotations available.
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ANNUAL REPORT OF THE FEDERAL RESERVE BOARD. 7

FEDERAL RESERVE NOTE ISSUES.

The Federal Reserve Agents' holdings of gold and lawful money
from January 1, 1915, to December 30, 1916, increased by $270,-
270,000, while our net imports of gold for that period were $950,-
480,000.

The Federal Eeserve Act does not provide for the direct issue of
notes by Federal Eeserve Agents against gold deposited by the
Reserve Banks, but Federal Reserve Banks, with the sanction of
the Board, have reduced to a large extent their liability upon out-
standing notes by depositing gold, dollar for dollar, with the Agents,
in the manner specifically provided in section 16 of the Act, and
withdrawing the paper originally pledged*for their issue. There
had been issued and were outstanding on December 30, 1916, $300,-
110,000 of Federal Reserve notes, originally issued against the
deposit of eligible commercial paper, but of this total only $17,-
588,000 were secured on that date by eligible paper pledged with
the Agents, the banks' liability upon the remainder having been
reduced by the deposit of gold as above described. The result of
this reduction of liability upon the notes is to leave the banks in the
same position as if the pledged paper had matured and the gold pro-
ceeds of the same were held by the Agents. This method has proved
a valuable means of conserving gold. Practically the same result
would have been obtained if the agents had been authorized to issue
notes originally against the deposit of gold, dollar for dollar, and
the Board has suggested an amendment, elsewhere discussed in this
report, to authorize such issue.

CONVERSION OF BONDS AND RETIREMENT OF NATIONAL-BANK NOTES.

Under section 16 of the Federal Reserve Act, Federal Reserve
Banks may be required to purchase annually a maximum of $25,000,-
000 of United States bonds from national banks desiring to retire
their note issues, such sum to include United States bonds bought
in the open market by Federal Reserve Banks under section 4 of
the Act, and the Secretary of the Treasury by ruling has provided
for the conversion during the current year of not exceeding $30,000,-
000 of such bonds into 30-year 3 per cent United States bonds and
one-year 3 per cent United States Treasury notes.

United States bonds actually purchased by Federal Reserve Banks
during the year 1916 exceeded $25,000,000, the amount which Federal
Reserve Banks may be required to purchase during any one year,
and at no quarterly period was it necessary for the Federal Reserve
Board to direct the purchase of bonds under section 18 of the Federal
Reserve Act.
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8 ANNUAL BEPOKT OF THE FEDERAL KESEBVE BOAKD.

The full amount of $30,000,000 in conversion bonds and one-year
notes was taken by the twelve Federal Reserve Banks, an allotment
based upon capital being made to each. Three banks, those at Bos-
ton, Philadelphia, and San Francisco, did not avail themselves of
the full conversion privilege. The difference of $1,918,900 between
the full quota of these banks and the amounts applied for by them
was distributed among seven other banks which had applied to
convert more than their allotment. Conversion bonds amounting to
$15,761,000, and one-year notes amounting to $14,239,000, were issued
for the year 1916. On January 1, 1917, Federal Reserve Banks con-
verted $18,597,200—$9,301,000 in notes and $9,306,600 in bonds—the
Board having previously announced that it would approve the appli-
cations of Federal Reserve Banks for the conversion of all or any
portion of their full annual allotment on January 1, 1917, or the
beginning of any other quarterly period-

The original purpose of the bond conversion provision of the
Federal Reserve Act was to maintain the market for United States
bonds deposited to secure circulation and to insure a gradual but
steady retirement of national-bank notes, any resulting deficiency in
the volume of circulation to be filled, so far as necessary, by Federal
Reserve currency. During the past year national banks have with-
drawn from deposit with the Treasurer of the United States bonds
deposited to secure circulation of the par value of $64,233,360, and
deposited bonds for new circulation amounting to $11,211,460—a net
decrease in the amount of bonds held to secure circulation of
$53,021,900. Incident to these withdrawals of bonds national-bank
circulation showed a reduction of $44,511,968 during the year 1916.

Federal Reserve Banks sold in 1916 United States 30-year 3 per
cent conversion bonds and 1-year 3 per cent notes as follows:
Thirty-year bonds $13, 882, 000
One-year notes 3, 372, 000

Total 17, 254, 000

Section 16 of the Federal Reserve Act permits Federal Reserve
Banks to issue bond-secured currency known as Federal Reserve bank
notes, secured by United States bonds, as is the case with national-
bank notes. Under this provision of the law the total amount of Fed-
eral Reserve bank notes issued up to December 31,1916, was $12,054,-
980. There were held at the close of 1916 by the Federal Reserve Bank
of Kansas City $6,000,000 and by the Federal Reserve Bank of Dallas
$2,000,000. The remaining amount is in circulation or in the Treas-
ury of the United States. Federal Reserve Banks have extinguished
their liability on account of $4,000,000 of these notes through the
deposit of lawful money and on account of $54,980 through the
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ANNUAL REPORT OF THE FEDERAL RESERVE BOARD. 9

return to the comptroller of an equal amount of Federal Reserve
bank notes for destruction. There is therefore no addition to the
circulation of the country through the issue of Federal Keserve bank
notes.

CLEARANCE AND COLLECTION.

As explained in the report of last year, the Board found that the
introduction of a general and effective clearance and collection sys-
tem was a highly technical matter, involving legal questions and
many complexities of practice. It was calculated to arouse the oppo-
sition of many banks, due to the loss of revenue from the exchange
on checks which they had been accustomed to charge. The Board
thought best at first, therefore, to leave the actual initiative in the
matter largely to the Federal Keserve Banks and at their instance
to authorize a voluntary system of clearance and collection in which
member banks might or might not participate as they chose. Such
a system, as explained in the Board's annual report for 1915, was in
fact put into effect by each of the Federal Keserve Banks, and for a
time it was hoped that it would prove effective. Experience, how-
ever, soon showed that the plan was not sufficiently comprehensive,
and that many factors were militating against its success. The
number of members did not increase materially, and in some districts
declined. There were conditions which indicated that the existence
of the system in the form then adopted was a hardship to certain
classes of banks, while the plan did not attain, and seemed un-
likely ever to reach, such a plane of efficiency as to make it a sub-
stantial factor in the clearance and collection system of the country.
For these reasons the Board decided in April, 1916, to establish a
uniform and more comprehensive system, and it formulated a plan
of clearance and collection which it directed the Federal Reserve
Banks to put into effect. It was originally intended to begin op-
erations under the new plan on June 15, but subsequent events made
it desirable to postpone its establishment for a month, so that it
actually became operative on July 15. Under the new system
member banks are free to continue to carry accounts with their
present correspondents and with other banks to which they may
send items for collection and from which they may receive for
similar purposes checks drawn upon themselves or upon other
banks. They are, however, required to pay without deduction checks
drawn upon themselves and presented at their own counters. Re-
mittance of such checks by the Federal Reserve Bank of their dis-
trict through the mail is construed as presentation at their own
counters and banks must settle with the Federal Reserve Bank for
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10 ANNUAL KEPORT OF THE FEDERAL RESERVE BOARD.

such checks by acceptable checks upon other banks. Remittance
of lawful money or Federal Reserve notes can be made at the
expense of the Federal Reserve Bank in case they are unable to
send in offsetting checks on other banks. Checks drawn upon a
member bank which have been received by the Federal Reserve
Bank are not charged against its reserve account until sufficient
time has elapsed for the checks to have reached the member bank
and for returns in due course to have reached the Federal Reserve
Banks.

The clearing plan provided also that a small service charge (not
exceeding 2 cents per item) be made at stated intervals against such
banks as send to the Federal Reserve Bank checks on other banks for
collection and credit. I t follows that no portion of this charge can
be assessed against any bank unless it shall have availed itself of
the facilities offered. Besides checks drawn on member banks, Federal
Reserve Banks receive checks on such State banks as can be collected
at par, and member banks desiring to collect checks drawn on non-
member banks in their vicinity are given the preference. During
crop-moving periods this will give a distinct advantage to member
banks in agricultural sections.

Member banks have not been deprived of any income which they
have been receiving from the collection of drafts (other than bank
checks) or from the purchase or discount of commercial bills of
exchange.

I t was estimated by the Board that as soon as the new clearing
system could be put into operation checks upon about 15,000 na-
tional banks, State banks, and trust companies throughout the
United States would be collected by the Federal Reserve Banks at
par, subject to the small service charge above referred to. As any
bank will be likely to lose desirable business when checks drawn
upon it are at a discount, while checks drawn upon a nearby com-
petitor circulate at par, it is believed that in the near future checks
upon practically all banks in the United States can be collected at
par by Federal Reserve Banks. Many banks have found it neces-
sary hitherto to maintain balances with a number of correspondents
for exchange purposes, thus compelling them to keep an undue pro-
portion of their funds away from home. Under the new plan the
number of banks upon which par collections are being made was,
on December 15, over 15,000. In other respects, also, the plan is
working as anticipated. The total daily clearances at all Federal
Reserve Banks now aggregate over $125,000,000.

In Federal Reserve District No. 1, which embraces the New Eng-
land States, the Federal Reserve Bank of Boston is now, and for
some time past has been, collecting checks upon all the banks in the
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ANNUAL REPORT OF THE FEDERAL RESERVE BOARD. 11

district (member and nonmember) without any charge to the mem-
ber banks depositing them, except a service charge of 0.9 cent per
item. The cost and service charge per item, also the cost per $1,000
of collecting checks in each of the Federal reserve districts, are shown
in the subjoined table:1

Clcarings, July 15 to Dec. 31, 1916.

Federal Reserve Bank,

Boston..
New York
Philadelphia..
Cleveland
Richmond
Atlanta
Chicago
St. Louis.=
Minneapolis...
Kansas City...
Dallas
San Francisco.

Total num-
ber of items
handled.

14,847,745
4,908,674
3,506,676
1.996,122
2,020,065
1,602,095

i 2.586,871
2,234,060
1,529,407
1,562,860
1,495,626

594,475

Total amounts
handled.

Disburse-
ments,

transit di
partment.

SI. 002,
3,025,
1,837,

957,
891,
494,

1,599,
1,008

329;
845,
378,
167,

784,
978,
524,
386,
077,
368,
624,
756,
826,
154,
491,
287.

$40,674
35,153
34,241
23,394
21,311
17,576
26,921
11,890
17,068
15.241
19,497
28,525

Cost per
item

handled.

Cents.
0.84
.72
.98

1.17
1.05
1.10
1.03
.53

1.12
.98

1.31
4.80

Total . . 28,884,676 | 12,538,260,555 291,491 1.01

Cost per
thousand
dollars.

Cents.
4.05
1.16
1.86
2.44
2.43
3.57
1.68
1.17
5.17
1.80
5.15

17.00

Service
charge

per item.

Cent*.
0.9
1.0
1.5
1.5
1.25
1.5
1.5
1.5
1.5
1.5
1.5
2.0

2.32

1 Does not include Government checks.

After November 17, 1917, or sooner, should the proposed amend-
ment be adopted, no bank balance will be available as reserve for
national banks except balances in Federal Beserve Banks, and,
therefore, after that time any necessity to maintain nonreserve bal-
ances with correspondents, either for exchange purposes or in order
to obtain collection facilities, would be deemed in many cases a great
hardship. I t is believed that in numerous instances banks will
find it expedient to concentrate their balances and to close many
accounts which they now carry with other banks, and that a system
which will enable them to send all of their checks on other banks
to the Federal Eeserve Banks for exchange purposes, or as an offset
against checks on themselves forwarded by the Federal Eeserve
Banks, will soon come to be appreciated not only as a convenience
but as a necessity.

1 The above table was compiled from data in the Federal Reserve agents' annual reports
and special reports of the transit departments. Inasmuch as the methods of segregating
the expenses of the transit departments are far from uniform for the several banks, the
costs shown are by no means exact, but only approximately correct.

75284°—17 2
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12 ANNUAL REPORT OP THE FEDERAL RESERVE BOARD.

The following table shows briefly the clearing operations of the
Federal Reserve System for the 30 days ending December 15, 1916,
with comparative,figures for each of the four preceding months:

Operations of the Federal Reserve interdi strict clearing system, Nov. 16 to
Dee. 15, 1916.

Bank.

Average
number
of items
handled

daily.

Average
amount of

daily
clearing.

Member
banks
in the

district.

Nonrnem-
ber banks
in district
from which
checks are
collected
at par.

Boston
New York
Philadelphia..
Cleveland
Richmond
Atlanta
Chicago
St. Louis
Minneapolis
Kansas City....
Dallas...
San Francisco..

38,479
42,551
30,081
15,873
17,064
13,851

i 20,452
10,039
15,613
13,782
12,734
5,519

153,317
307,438
545,774
320,355
0G2,500
689,214
220,268
402,904
828,269
791,296
521,235
761,162

402
625
632
754
520
390
993
469
759
941
621
521

242
313
292
496
286
440

1,269
881

1,100
1,412

238
1,096

Total, Nov. 16 to Dec. 15.
Total, Oct. 16 to Nov. 15
Total, Sept. 16 to Oct. 15
Total, Aug. 16 to Sept. 15
Total, July 15 to Aug. 15

236,038
227,489
204,891
177,397
133,113

125,603,732
115,061,224
97,666,107
78,559, 704
59,301,696

8,065
8,059
7,459
7,449
7,032

1 Does not include Government checks, averaging 2,062.

With the view of making the clearing and collection system more
effective and of enabling checks drawn upon nonmember banks and
trust companies to be handled by Federal Reserve Banks in the same
manner as checks drawn upon members, the Board has asked Con-
gress to amend section 13 of the Act so as to allow Federal Reserve
Banks to receive accounts for collection and exchange purposes from
such nonmember banks and trust companies as will agree to remit
to Federal Reserve Banks at par for checks drawn upon themselves
and which will in addition maintain a compensating balance with
the Federal Reserve Bank in an amount to be determined by the
reserve bank. This will greatly extend and improve the service and
will make the clearing system complete and comprehensive.

EARXIXGS AXD EXPENSES.

The past year has shown a decided improvement in the earnings
of the Federal Reserve Banks. They have been able to provide for
their expenses and to carry a substantial amount to dividend account.
For the year 1916, as will be seen in greater detail from figures fur-
nished in the exhibits to this report, the current expenses of the sys-
tem were $2,204,344, while the total net earnings for the entire year
were $2,750,999. The following table shows gross and net earnings
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ANNUAL KEPOET OF THE FEDEBAL EESEBVE BOARD. 13

for the calendar year 1916, and dividends declared by Federal Re-
serve Banks from the date of their organization to the end of 1916:

Boston
New York
Philadelphia
Cleveland

Richmond.......

Atlanta

Chicago
St. Louis
Minneapolis
Kansas City4

Dallas

Ban Francisco...

Total

Gross
earnings.

$450,214. GO
950, G49.00
417,939.00
429,150.00

311,758.00

261,945.00

646,983.00

286,158.00
238,109.00
364,967.00

306,875.00

290,590.00

4,955,343.00

Net
earnings.

$295,935.00
414,064,00
249,941.00
293,808.00

186,571.00

129,308.00

403,206.00

141,017.00
134,603.00
224,989.00

166,046.00

111,511.00

2,750,999.00

Date of
authorization

by Federal
Keserve Board.

Dec. 21,1916
Dec. 16,1916
Dec. 23,1916
Nov. 27,1916

PDec. ,1915
\ Apr. ,1916
1 Dec. ,1916
P June ,1916
\ Dec. ,1916
/ iJune , 1916
\ Dec. ,1916

Dec. ,1916
Dec. 16,1916
July ,1916

fi Jan. , 1916
< Sept. ,1916
I Decc. 7,1916
HSept. 30,1916
\ Dec. 20,1916

Amount of
dividend.

§246,931
127,113
128,458
143,237

2 151,940
8 30,388
167,534
129,198
70,941
75,874

284,775
31,100
57,720
66,707
65,578
78,813
53,052
12,341
31,395

Period for which authorized.

Nov., 1914, to Dec. 31,1915.
Nov., 1914, to Mar. 31,1915.
Nov., 1914, to June 30,1915.

Do.
JNov., 1914, to Dec. 31,1915.
Jan., 1916, to Oct. 31,1916.
Nov., 1914, to Dec. 31,1915.
Jan., 1916, to June 30,1916.
Nov., 1914, to Mar. 31,1915.
Apr., 1915, to Dec. 31,1915.
Nov., 1914, to Mar. 31,1915.
Nov;, 1914, to June 30,1915.
Nov., 1914, to June 30,1915.
Nov., 1914, to June 30,1915.
July, 1915, to Dec. 31,1915.
Jan. 1 to Apr. 30,1916.
Nov., 1914, to Dec. 31,1914.
Jan., 1915, to Mar. 31,1915.

1 Date when dividend was declared.
2 Five per cent dividend for period November, 1914, to Dec. 31,1915.
8 One per cent dividend for period. November, 1914, to Dec. 33, 1915.
4 A dividend of $87,921 covering period of July 1 to Dec. 1, 1915, was authorized on Jan. 9,1917, pay-

able Jan. 25,1917.

The figures for the whole system to December 31, 1916, show an
average net earning since organization of 3 per cent on the actual
paid-up capital, while for the year 1916 they show an average
net earning of 5 per cent. The improvement in earnings thus
shown is especially gratifying when it is remembered that dis-
count rates have continued low9 being practically no higher than
they were in 1915; while both years have been exceptionally unfavor-
able for rediscount institutions, owing to the great plethora of funds
in the vaults of member banks generally, the consequent low rates
of interest, and to the lack of need for member banks to obtain
accommodation.

The average "rediscounts" of all national banks, as shown by five
abstracts issued by the Comptroller of the Currency in 1916, were
$39,561,000. Of this amount $22,200,000, or 56 per cent, were redis-
counts with the Federal Keserve Banks.

The Federal Reserve Banks have not been operated with profit as a
primary object, but they have all earned their expenses, as well as
a substantial part of their dividend requirements. They have won
the confidence of the public, and the fact of their existence has
enabled the country to withstand, without the slightest financial
disturbance and without any marked fluctuations in rates for com-
mercial paper, many shocks and sensations, which probably would,
under old conditions, have led to serious consequences. The Federal
Reserve System is no longer looked upon as an experiment. It is
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14 ANNUAL REPORT OF THE FEDERAL RESERVE BOARD.

established upon a firm and enduring foundation, and it has demon-
strated repeatedly that it is not being conducted for the benefit of any
section, group, or interest, but that the policies governing its oper-
ation are, and will continue to be, broad enough to serve, without dis-
crimination or favor, the banks and those who deal with banks
throughout the entire country. While regulatory and conservative,
it is none the less a constructive force, and as conditions throughout
the world become more normal the Federal Reserve System will be
recognized not only as a dominant factor in our own financial affairs
but as a most important influence in the commerce of the world.

BRANCHES AND AGENCIES OF FEDERAL, RESERVE BANKS.

Of the constructive sections of the Federal Reserve Act, section 3,
which provides for the establishment of branch banks, is the short-
est. It is as follows:

Each Federal Reserve Bank shall establish branch banks within
the Federal Reserve district in which it is located and may do so in
the district of any Federal Reserve Bank which may have been sus-
pended. Such branches shall be operated by a board of directors
under rules and regulations approved by the Federal Reserve Board.
Directors of branch banks shall possess the same qualifications as di-
rectors of Federal Reserve Banks. Four of said directors shall be
selected by the reserve bank and three by the Federal Reserve Board,
and they shall hold office during the pleasure, respectively, of the
parent bank and the Federal Reserve Board. The reserve bank
shall designate one of the directors as manager.

In its annual report for 1915 the Board stated that only in one
instance had it received a definite request from a Federal Reserve
Bank to establish a branch. This referred to the application of the
Federal Reserve Bank of Atlanta to establish a branch in New Or-
leans. Up to this time no other Federal Reserve Bank has asked
the sanction of the Board for the establishment of a branch. The
expense incident to the operation of a branch is no doubt a deterrent,
and, while the terms of section 3 appear to be mandatory as to the
establishment of branch banks, it will be observed that no time is
specified within which they must be established. While it has been
intimated to the Board that there are a few cities in some of the dis-
tricts that would like to secure a branch of the Federal Reserve Bank,
the only formal application that has been presented to the Board has
come from the bankers of the city of Louisville for a branch of
the Federal Reserve Bank of St. Louis. A committee representing
Louisville bankers appeared before the Board on December 21 and
presented arguments to support their application. This case is now
under consideration by the Board and by the Federal Reserve Bank
of St. Louis. The New Orleans branch of the Federal Reserve Bank
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of Atlanta was established after a specific request had been made by
the board of directors of the Atlanta bank. In accordance with this
precedent, and, in view of the provision of law which requires the Fed-
eral Reserve Banks to establish branches, without giving the Federal
Reserve Board any direct authority in the matter except to approve
rules and regulations under which the branches shall be operated, the
Board has not yet determined whether or not it has authority to estab-
lish branches except upon the initiative of a Federal Reserve Bank.
When the branch bank in New Orleans was established, member banks
in Louisiana, in Mississippi, and in two counties in Alabama were ad-
vised that their reserves should be kept with, the branch bank at New
Orleans, and that all of their transactions with the reserve bank should
be conducted through New Orleans. The amount of the capital stock
in the Federal Reserve Bank of Atlanta held by the member banks as-
signed to the New Orleans branch is regarded for bookkeeping pur-
poses as the theoretical capital. The profits arising from the discount
of paper for member banks, from the purchase of commercial paper
and bills of exchange, and from transfers of funds are shown on the
books of the branch bank, from which are deducted all expenses of
operation. The income and expenditures of the branch bank, how-
ever, appear each week on the balance sheet of the parent bank. Dur-
ing the year 1916 the gross earnings of the branch bank at New Or-
leans were $62,052 and the total expenses of operation, including
salaries of employees and directors' fees, amounted to $28,645, leav-
ing a net profit to the Federal Reserve Bank of Atlanta from the
operations of its New Orleans branch of $33,407, which profit
amounts to 7.5 per cent on the capital of $445,000 theoretically
allotted to the New Orleans branch.

It is, however, reasonable to assume that much of this profit would
have accrued to the Federal Reserve Bank of Atlanta had there been
no branch at New Orleans, as only' $13,871 were derived from
local discount operations. In view of the experience gained from
the operation of the one branch bank in the entire system, it would
seem wise, in considering the establishment of other branches, to
take into account whether there is an actual need for them—imme-
diate or prospective—growing out of the added convenience to the
member banks which would naturally fall within the territory allot-
ted to the branch, or whether the application for a branch is pri-
marily a manifestation of local civic pride. In justice to all the
member banks in a district where branches are sought to be estab-
lished, it would be well to ascertain as nearly as can be done in
advance, whether the branch would be really self-sustaining, i. e.,
whether the net profits growing out of its operation would exceed
the net revenue that would accrue in any event to the parent bank.
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16 AISTKUAL REPORT OF THE FEDERAL RESERVE BOARD,

The Board would welcome legislation simplifying the organiza-
tion and operation of branch banks and reducing the cost of main-
taining them. This would enable the Federal Reserve Banks better
to determine the question of branches.

The Board has been informed that some of the Federal Reserve
Banks are ready to establish agencies or offices in such cities in their
districts as may require special services, such as the collection of
checks or the making of loans on warehouse receipts. An agency of
this kind was established by the Federal Reserve Bank of St. Louis
in September at Memphis, Tenn. This has proved convenient to the
banks of that city in the handling of the cotton crop.

OPERATIONS ABROAD.

The clearance and collection system has now fairly begun its
activities and has demonstrated that the provisions of the Federal.
Reserve Act relating to this feature of the business of Federal
Reserve Banks are feasible and practical. It is confidently ex-
pected that the present year will witness a general acquiescence
in it and its use by all banks. With the completion of the collec-
tion and clearance system, all the domestic functions of Federal
Reserve Banks wTill have been at least tentatively undertaken, re-
quiring only a reasonable period of development for their complete
application. With regard to the provisions of the Federal Reserve
Act relating to foreign trade, the case.is different. While much has
been done to facilitate the financing of foreign trade through the
development of the acceptance market and by the establishment
abroad of American banks and branches, the provisions of the Act
which permit the establishment of foreign agencies or branches of
Federal Reserve Banks have not as yet been availed of, nor have the
banks as yet undertaken the direct purchase of foreign commercial
bills, or the performance of other functions relating to foreign trans-
actions authorized in the law. This delay has been due partly to the
disturbed condition of business in markets abroad and partly to the
belief that a sound and thorough application of the law in its
domestic aspects should precede the undertaking of foreign opera-
tions allowed by the Act. The Board has, however, had under
consideration for some time, the advisability of authorizing Fed-
eral Reserve Banks to appoint correspondents, and to establish
agencies in foreign countries, and on December 20 formally ap-
proved the application of the Federal Reserve Bank of New York
for authority to establish an agency with the Bank of England.
This authority was granted under the provisions of section 14 of
the Act which permit any Federal Reserve Bank " with the consent
of the Federal Reserve Board to open and maintain banking accounts
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in foreign countries, appoint correspondents, and establish agencies
in such countries wheresoever it may deem best for the purpose of
purchasing, selling, and collecting bills of exchange, and to buy and
sell with or without its indorsement through such correspondents or
agencies bills of exchange arising out of actual commercial transac-
tions," so that a broad field of operations is opened under it. If the
authority granted by the Board in this case shall result in the estab-
lishment of the agency, it will be so arranged that the other Federal
Keserve Banks will be enabled to participate in the agency relation-
ship upon the same terms and conditions.

It is probable that other connections of this character will be au-
thorized from time to time as occasion requires, thus enabling the
Federal Keserve Banks, while assisting in the development of our
international trade, to provide for themselves, by holding a substan-
tial amount of foreign paper, an effective means of absorbing any
shock due to sudden withdrawals of gold for export. There seems
to be no reason why the Federal Reserve Banks should not be
placed upon the same footing in this respect as the great reserve
banks of Europe and given wide powers in the matter of interna-
tional exchange, with the Federal Reserve Board acting as the cen-
tral controlling force in the coordination and direction of operations.

ENFORCEMENT OF THE CLAYTON ACT.

Important duties relative to the determination of the eligibility
of member bank directors were imposed upon the Federal Reserve
Board by the amendment to the Clayton Act, known as the Kern
amendment, which became a law on May 15, 1916. This legislation
was intended to give individuals greater latitude in accepting and
holding bank directorships. It authorized such individuals, when
directors of member banks, to act also as officers, directors, or
employees of not more than two other banks, banking associations,
or trust companies, when organized under the laws of the United
States or any State, " if such other bank, banking association, or
trust company is not in substantial competition with such member
bank." It was, however, required that the consent of the Federal
Reserve Board be obtained as a basis for the continuance of such
relations with other banks. This placed upon the Board as a
condition necessarily precedent to the granting or withholding of
its consent in such cases, the duty of ascertaining whether the banks
in which an individual might seek to hold directorships were or were
not in "substantial competition" with the member bank of which
such individual was also a director. The Board reviewed the various
applications, this work occupying the greater part of its time during
the months of August, September, and the first half of October,
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18 ANNUAL KEPOKT OF THE FEDERAL RESERVE BOARD.

the Clayton Act by its terms becoming effective on October 15.
During the year 1916 the Board considered in all 1,359 applications,
of which 1,215 were granted and 144 refused. In a large number of
other cases the directors affected recognized that substantial com-
petition did unquestionably exist, and so withdrew voluntarily from
one or more directorates, thereby bringing themselves into com-
pliance with the Act.

Some difficulty was found in the provisions of the Clayton Act
which prohibit a private banker from holding a directorship in a
member bank. Compliance with this prohibition necessarily involved
a definition of the term " private banker," and the Board accordingly
published a definition of the term for use in the administration of the
Act. The term " private banker " was interpreted to include part-
nerships or individuals engaged in the banking business, as the term
is generally understood, including those partnerships or individuals
which solicit or receive deposits subject to check, which do a foreign
exchange, acceptance, loan, or discount business, or which purchase
and sell or distribute issues of securities by which capital is fur-
nished for business or public enterprise. The term as thus inter-
preted did not include the ordinary stock, note, or commodity broker
unless a substantial proportion of his profits came from banking
activities, nor did it include partnerships or individuals using only
their own funds in making loans or investments.1

In a number of cases difficulty also was encountered in determining
the exact scope properly to be assigned to the term " substantial compe-
tition," particularly with reference to the question whether such com-
petition must be regarded as limited in area. I t was found that some
large banks situated in cities or places far distant from one another,
while not in competition in their respective locations, yet might be
held to compete to a greater or less degree in common territory.
While in some such instances it was thought best to grant the applica-
tions of directors who were desirous of serving on the boards of such
banks, it was indicated in each case that the consent accorded to them
was tentative only and that further investigation would be under-
taken for the purpose of arriving at a final conclusion. Indeed the
Board's work with reference to the application of the Kern amend-
ment must be regarded as a continuing operation which can never be
definitely finished. New facts or evidence bearing upon the business
of given institutions may at any time develop, or the natural growTth
of their business may bring them into substantial competition,
although they were not found so in the first instance. I t will there-
fore be necessary from time to time to revise decisions already made.
New conditions may develop which will necessitate the revocation of

1 Federal Reserve Bulletin, 1916, p. 588.
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permission already granted in certain cases in order to deal appro-
priately with such conditions without subjecting some directors to a
rule different from that applied in the case of others. As in all new
legislation, there is a considerable zone of uncertainty in the inter-
pretation and application of the Clayton Act. I t will require ex-
perience and further analysis to resolve such uncertainties and to
apply the terms of the measure fairly and uniformly in carrying out
the intent of Congress.

ENTRY OF NEW MEMBERS.

During the year 1916 one hundred and thirty banks entered the
Federal Reserve System, making a total of 7,627 members on Decem-
ber 31. Of these new members, eighty-seven were newly organized
national banks, which, under existing law, automatically became
members and took stock in the Federal Reserve Bank of the district
in which they were located. Of the remaining members thirty-five
were State banks which entered the system through conversion into
national banks, and two were national banks which were in charge of
receivers and were restored to solvency. State institutions which
applied for and received membership while retaining their State
charters numbered six. It had been expected that upon the organi-
zation of the clearance and collection system a considerable num-
ber of State institutions would find it to their advantage to apply
for membership or that other factors would tend to bring them into
the system. So far this has not proved to be the case, for the number
of State institutions which came into the system during 1916 while
retaining their local charters was less than during the preceding
year. Many causes have operated to produce this result, the chief
being those already outlined by the Board in its report for 1915.
Added to these considerations has been the effect of the Clayton Act,
which is objected to by many State banks as likely to result in incon-
venient or undesirable changes in their boards of directors should
they enter the Federal Reserve System; and the operation of section
22 of the Federal Reserve Act, which deals with the relations of
directors of member banks to their institutions. The Board has sug-
gested an amendment to this section designed to clarify it and to re-
move uncertainties without affecting in any way its principle.

Apprehension of stringent conditions or the development of any
situation requiring mutual aid on the part of banks would undoubt-
edly cause many nonmember banks to apply for membership, but it
is not believed that they will as a rule elect to await such conditions.
The largest and most important State bank in New York is already
a member of the system, as is the largest trust company in Boston.
Prominent trust companies (in St. Louis, Chicago, Kansas City, and
Birmingham) are also members, and there are indications that other
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large institutions are awakening to a sense of public duty, and are be-
sides gradually reaching the conclusion that their own best interests
require their affiliation with the Federal Reserve System. Many
apprehensions previously entertained by nonmember banks have been
shown to be groundless, and the attitude of the Board toward State
banks as members is better understood. The public, moreover, is be-
ginning to realize that its interests will be best served by the ampli-
fication and fullest development of the Federal Reserve System.

In July last the Board advised the representatives of certain State
banks and trust companies, which were apprehensive that member-
ship in the system might involve an undue restriction of their corpo-
rate activities as a result of the future regulations of the Board, that
it did not understand that it was incumbent upon it to undertake to
impose upon the activities of member banks any restrictions that are
not contemplated by the Act, but only to prescribe such regulations
as are designed to carry out the purposes of the Act. The Board
does not feel that it is one of its functions to undertake to restrict
State banks or trust companies in the exercise of banking or trust
company powers as defined by the laws of the State in which they
are created. In passing upon the applications of State banks and
trust companies, however, the Board holds that it is its duty to
admit only those institutions which ar̂ e solvent and sound and whose
membership will not constitute an element of weakness in the system.
The Board does not consider that it is a prerequisite to the admis-
sion of any State bank or trust company that it should possess any
prescribed amount of paper eligible for rediscount with a Federal
Reserve Bank. The law provides that privileges and advantages of
membership may be extended,to State banks and trust companies,
thus contemplating one compact banking s}^stem, while preserving
the integrity of both the State and national banking organizations.
The fact that a State bank has little eligible paper does not neces-
sarily make its membership an element of weakness or danger, and it
is obvious that as a member of the system it will be in a position to
contract for loans and to obtain cash from other member banks hav-
ing paper eligible for rediscount, and thus indirectly to obtain de-
sired accommodations. The ability to assist member banks directly
and indirectly wTill be increased as the strength of the s}rstem and
lending power of the Federal Reserve Banks is increased. There
is no reason why such assistance should not be freely given to a mem-
ber State bank, while in time of stress the nonmember banks may
find the member banks not less disposed, but less able to give them
this indirect assistance. The Board, of course, might consider the
exercise of extraordinary and unusual charter powers, which would
make an applying State bank or trust company an undesirable mem-
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ber, a sufficient reason to refuse to grant the application for admis-
sion, but after a State bank or trust company has actually become a
member bank, the Board does not expect to interfere with the ex-
ercise of the banking and fiduciary powers authorized by its charter.

FIDUCIARY POWERS.

Applications for permission to exercise fiduciary powers under
the terms of the Federal Reserve Act have continued to be pre-
sented to the Board during the past year, and have been granted
in one hundred and twenty-five cases, action on eighty-four of which
carried approval of full fiduciary powers, while in the case of forty-
one only limited powers were granted. There is still uncertainty as to
the legal status of the banks in exercising this function, the doubts
regarding it having been intensified by the action of the Supreme
Court of the State of Michigan in handing down, on September 26,
an opinion adverse to the contention of the national banks.1 I t was
the view of the court in this case that Congress had no authority to
permit national banks to exercise the fiduciary powers provided
for in the Federal Reserve Act, and, in accordance with the policy
announced in its report for 1915, the Board took steps to have the
case transferred to the Supreme Court of the United States on a

. writ of error, in order that it might be finally determined. In
the meantime the Board is pursuing the policy of granting to prop-
erly qualified and well-managed banks the authority to exercise
fiduciary powers in so far as provided by the Federal Reserve Act.
As has been explained on former occasions, the Board is bound to
grant specifically the privileges that have been granted by Congress
under the Federal Reserve Act, leaving to judicial determination any
questions which may be raised as to the constitutionality of such
grant. Pending a final decision by the court the Board will con-
tinue to pursue its present policy.

CHANGES IX DISTRICTS.

In its report for 1915 the Board set forth the reasons that had led
it to make changes in the boundaries of certain Federal Reserve
districts, and stated that " further consideration of this subject
was suspended in view of an opinion rendered by the Attorney
General of the United States * * * wherein it was held that
the Board possessed no power to reduce the number of Federal
Reserve districts." The Board also called attention to the fact that
" a further opinion has been asked as to whether the Board has power

1 Grant Fellows, attorney general of the State of Michigan, on the relation of the
Union Trust Co., Detroit Trust Co., Security Trust Co., Michigan Trust Co., and the
Grand Rapids Trust Co. v. The First National Bank of Bay City.
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to change the location of a Federal Reserve Bank within a district."
The opinion thus referred to was rendered by the Attorney General
on April 4, 1916, and covered two points:

(1) Whether the Board could change the present location of any ,
Federal Reserve Bank in certain cases, and

(2) Whether the Board in readjusting district lines must preserve
the $4,000,000 minimum capitalization required of each Federal
Reserve Bank.

The Attorney General held that the Board has no power to change
the location of a bank, irrespective of alterations or readjustments in
district lines, but that the maintenance of the minimum capitaliza-
tion of $4,000,000 was not necessary.

The effect of this ruling was to suspend consideration of the pend-
ing appeals which involved changes in the location of Federal Reserve
Banks within their districts. There remained, then, but three ap-
peals calling for immediate decision—one filed by certain Connecti-
cut banks, which requested transfer from the Boston to the New
York district; one filed by certain banks in Wisconsin, which re-
quested transfer from the Minneapolis to the Chicago district; and
one filed by certain banks in southern Louisiana, which requested
transfer from the Dallas to the Atlanta district. The Louisiana
appeal was granted by a resolution adopted on February 25 transfer-
ring certain banks as desired; while the Connecticut appeal w as de-
termined by a resolution on March 6 transferring those banks situated
in Fairfield Co., Connecticut, to the New York district, leaving the
remainder of the petitioning Connecticut banks as members of the
Federal Reserve Bank of Boston, subject to such future determina-
tion of the Board as experience shall show to be necessary. The Wis-
consin appeal was settled by an order of October 12, transferring
the greater number of the applying banks to the Chicago district.1

MORE EFFECTIVE CONTROL OF GOLD SUPPLY, AND PROPOSED AMENDMENTS.

The final installment of member banks' obligatory reserves, amount-
ing to about $60,000,000, was paid into the Federal Reserve Banks by
their members on November 16, 1916. Under the provisions of the
Federal Reserve Act about $250,000,000 of reserves were paid into
the Federal Reserve Banks immediately upon their organization.
The Act provided that subsequent reserve payments should be made
at intervals of six months, and accordingly on May 16, 1915, Novem-
ber 16, 1915, May 16, 1916, and November 16, 1916, additional per-
centages of reserves were transferred. Due partly to these regular
transfers of reserves, as required by law, and partly to the increase
of member bank deposit liabilities as well as to the change in vault

1 Federal Reserve Bulletin, p. 596.
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requirements provided by the act of September 7, 1916, the money-
stock of Federal Reserve Banks has been greatly increased. The
actual holdings on successive dates were as follows:
December 31, 1914 $255, 647,000
June 30, 1915 300,814,000
December 31, 1915 357, 983, 000
June 30, 1916 404,206,000
December 30, 1916 474,590,000

No further payments are now compulsory, but from and after No-
vember 16, 1917* (or earlier if the Board's suggested amendment
should be adopted), balances with reserve agents in reserve and cen-
tral reserve cities will no longer count as member banks' reserves,
and members will be required to build up either their vault cash or
their balances with Federal Reserve Banks sufficiently to cover the re-
quired reserves heretofore carried as balances with correspondents.

In a press statement dated November 28, the Board announced
that Congress would be asked to move forward the date when bal-
ances with correspondent banks in reserve and central reserve cities
shall no longer count as member bank reserves, and suggested that the
date originally fixed for November 16, 1917, be advanced to some
time in February or March. There are several good reasons for
urging this change upon the immediate attention of Congress. The
United States has to-day a plethora of gold. While the Board does
not believe that further importation of gold will of necessity prove
a source of danger or disturbance, it nevertheless believes it desir-
able, in order to avoid possible danger and misconception of the
situation, to call particular attention to the actual reserve conditions
and to make clear that the inflowing gold should be controlled and
not be permitted to become the basis of abnormal loan expansion.

The following table shows the reserve position of member banks on
November 17, 1916:

[GOO's omitted.]

Total United States (all member banks):
Amount reserve held
Amount reserve required

Excess reserve

In vault.

813,573
576,062

237,511

With
Federal
Reserve
Bank.

674,235

Either in
vault or

with Fed-
eral Re-

serve Bank.

606,413 1 151,756

67,822 1151,756

With
approved
reserve
agents.

1,048,313
175,914

872,399

Total
reserve.

2,536,121
1,510,145

1,025,976

* Amount to be deducted from excess in vaults of Federal Reserve Banks to agree with total excess.

From this table, taken from the official abstract issued by the
Comptroller of the Currency, it is evident that under present methods
of computation more than four-fifths of the item " excess reserve " is
in the form of balances carried by banks with other banks which are
now approved reserve agents, but which can not act in that capacity
after November 16 next. Of the actual reserve required on NovemberDigitized for FRASER 
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17, 1916 ($1,510,145,000), the member banks carried in their vaults
and with Federal Reserve Banks $1,487,808,000; so that in order to
place them upon their permanent reserve basis it would have been nec-
essary on that date for the reserve city banks and the country banks
to transfer only $22,337,000 from their central reserve and reserve
city bank correspondents to the Federal Reserve Banks or to their
own vaults. This process would not have altered the technical
position of the banks in any appreciable degree, for the city banks
would still have had more than $1,000,000,000 of balances from their
depositing banks just as before, less a deduction of the compara-
tively small amount required to be transferred to the Federal Re-
serve Banks. The essential difference would have been that balances
with former reserve correspondents could no longer be counted as
bank reserves, but in all other respects would provide for the same
functions as at present. It is interesting to note that had the
reserve requirements which will now become operative on November
17, 1917, been effective on November 17, 1916, the apparent excess
reserve of more than $1,000,000,000 would not have existed, but
that a transfer of $-22,337,000 from the vaults of central reserve
and reserve city banks to the Federal Reserve Banks would have
been necessary to place the member banks as a whole upon their
required reserve footing. After carefully studying the whole re-
serve problem, there has been transmitted to the chairmen of the
appropriate committees, in the name of the Board, recommenda-
tions for further amendments to the Federal Reserve Act. The text
of these suggested amendments is attached as an exhibit to this
report.

When the Federal Reserve Act was drafted its principal object was
to deal with internal problems of banking and currency, Since its
enactment financial and economic conditions in the United States
have undergone far-reaching changes which were not foreseen three
years ago. The United States has attained to world influence in
financial affairs and it seems necessary that the Act, which has proved
of such great value in the treatment of our domestic problems, should
be amended in order to enable us to deal effectively with the inter-
national problems which now confront us and which seem des-
tined to play so important a part in our economic life. The: banking
system of the United States should be prepared effectively to meet
two conditions of opposite character—one the excessive and uncon-
trolled inflow of gold, the other the excessive and unregulated out-
flow of gold. The amendments proposed are designed to provide
means of controlling an overextension of loans based on new accre-
tions to our gold stock and to provide for the mobilization and con-
centration of the gold holdings of the United States so that the flow
of gold back to Europe, or to South America, or to the Orient, may
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be arranged without forcing any violent contraction of loans or
causing undue disturbance to legitimate business.

Of approximately two and three-quarter billions of gold in this
country there are held or controlled by Federal Reserve Banks about
$738,000,000, of which Federal Reserve Agents hold $283,000,000 as
security for Federal Reserve notes outstanding, and $455,000,000 is
reserve money held by the Federal Reserve Banks. But even assum-
ing that the Federal Reserve Banks were willing to reduce their
gold reserves to 40 per cent of their deposit and note liabilities (which
should be regarded as a minimum and in normal times would be
inadequate) the amount of free gold—i. e., the amount of gold that
the Federal Reserve Banks could lose before reaching this 40 per
cent minimum—would be a little more than $375,000,000. While this
is a very large sum, its sufficiency can not safely be assumed when we
consider the wide scope of our transactions in world finance and the
phenomenal growth of our own credit structure,

It is estimated that there are now in the hands of the public—i. e.,
outside the Treasury and the banks—over $800,000,000 in gold and
gold certificates, and that there are at present held in the vaults of
member banks about $815,000,000 of reserve money of which about
$545,000,000 is gold coin or gold certificates. There should be added
to this total about $600,000,000 of lawful money in the vaults of
nonmember State banks and trust companies.

The Federal Reserve note, which is an obligation of the United
States secured by an ample reserve of gold and commercial paper,
circulates as readily as a national-bank note or as any other form
of currency, and the public does not discriminate between different
forms of United States currency. This is shown by the fact that
Federal Reserve note circulation has been substituted for gold cer-
tificates to the extent of about $300,000,000.

Under the present law this gold is deposited with the Federal Re-
serve Agents for the redemption of the Federal Reserve notes pro-
tected by it. The notes so protected in effect cease to be obligations
of the Federal Reserve Banks; but as the gold does not figure as an
asset of the Federal Reserve Banks, they do not show the strength
which would be evidenced if the law permitted, as proposed in the
amendments, the issuance of Federal Reserve notes not only against
commercial paper, but also against gold, provided only that every
Federal Reserve note must be covered by at least 100 per cent of
commercial paper or gold, and that there must always be a gold
reserve of not less than 40 per cent against all outstanding Federal
Reserve notes.

The control of gold by Federal Reserve Banks in times of abun-
dance such as the present, will decrease the danger of inflation of
domestic credits and at the same time will enable the country, when
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the tide turns, to part with large sums of gold with less inconvenience
or shock, thus enabling us more safely and effectively to proceed with
the development of our foreign trade and to give the necessary credit
facilities for its extension. The United States should be in a posi-
tion to face conditions which may call for an outflow of gold without
any disturbances of our own or the world's business, and without
making necessary drastic changes in our interest or discount rates.
The amendments suggested by the Board are designed to enable the
Federal Eeserve Banks to withdraw gold from actual circulation
while enabling member banks at the same time to release gold which
at present is tied up in their own vaults. The amendments are based
upon the theory that all of the individual banks should strengthen
the gold holdings of the Federal Eeserve Banks. The country's
holdings of gold are not used most effectively when they are in the
vaults of a large number of banks scattered all over the country, but
its greatest use would come from concentrating it to a greater degree
in the vaults of the Federal Eeserve Banks, where it can be effec-
tively protected when not required and effectively used when needed.
The member bank requires currency rather than gold with which to
supply the. ordinary demands of its depositors.

It is from this point of view that the Federal Eeserve Board has
proposed that Congress increase the required reserves to be main-
tained by member banks with the Federal Eeserve Banks. On
November 17, 1916, the cash reserves of all member banks were
about $814,000,000. Under the proposed amendment of section 19,
$300,000,000 of this amount would be transferred to the Federal Ee-
serve Banks. Hence the Board believes that ultimately the law
should require of member banks no more than that they should main-
tain specified balances with the Federal Eeserve Banks in amounts
adequate to supply the necessary reserve basis, and that the Federal
Eeserve Banks should have sufficient reserves of gold with which to
protect all obligations, but that there should be no legal requirement
as to the amount of currency a member bank should carry in its own
vault. This is a matter of business judgment which might well be
left to the discretion of each member bank. I t was thought, how-
ever, that if this principle were carried into full effect at this time,
the step might be considered too extreme, particularly under present
conditions, and that nothing should be done which might tend to a
further release of reserve money.

A minimum amount of currency which the member banks should be
required to keep in their vaults was, therefore, suggested. The
amount suggested is 5 per cent of the demand deposits, so that the
total requirements—cash and reserve—will remain practically un-
changed. While the apparent effect of the proposed changes will be
a slight reduction of the reserve requirements, the reserves will really
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be increased by the abrogation of the practice' hitherto observed of
counting items in transit or " float" as reserve. The permission given
member banks to use their own discretion as to the character of cur-
rency in their vaults, will enable them to release the gold they now
hold, with the important result that the substitution of Federal Re-
serve notes for gold and gold certificates will be facilitated by this
change in the law. Without some such change member banks will
continue to ask for gold certificates in small denominations, because
as long as they must have gold or lawful money to count as reserve
it would be impossible for the banks to exchange them for Federal
Reserve notes.

Besides the proposed changes relating to note issues and to reserves,
the Board has suggested also the following:

Amendment of section 4, to abolish the- title and office of
Deputy Federal Reserve Agent, thus having two unattached class
C directors instead of one, as at present, and to create the position
of Assistant Federal Reserve Agent, who shall not be a director of
the bank, but who shall be a salaried, bonded officer in the Federal
Reserve Agent's department, serving at all times as an assistant to
the Federal Reserve Agent and qualified to act for the agent in his
absence. Experience has shown that there is difficulty in filling the
office of Deputy Federal Reserve Agent. This officer is required to
have the same qualifications as the Federal Reserve Agent; he must
have had banking experience, and he must not be an officer, director,
or stockholder in any bank. At the same time he is not, as a rule,
a salaried officer, and receives only the customary fees paid directors
for attendance upon meetings, and he is obliged to be prepared to
assume the duties of the Federal Reserve Agent in case of the
absence or disability of that officer, which involves a transfer and
audit of securities and accounts. It is believed that the change sug-
gested will operate to fix responsibility more definitely and will give
the Board more latitude in the selection of the class C directors other
than the Federal Reserve Agent.

Amendment of section 9, to authorize mutual savings banks
not having capital stock to become associate members of the Federal
Reserve System under certain prescribed conditions. The principal
beneficiaries of this amendment would be the mutual savings
banks of the Eastern and New England States, which cannot become
members of the Federal Reserve System under the present law
owing to the lack of any provision enabling them to subscribe for
capital stock of a Federal Reserve Bank, as they have no capitaliza-
tion of their own upon which a percentage could be based. They
would be required to carry a reserve balance with the Federal Re-
serve Bank against their time deposits in the same proportion as
member banks; and the accommodation proposed for mutual sav-
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ings banks are limited strictly to the discount of their 30-day obliga-
tions properly secured.

Amendment of section 11 so as to permit the Federal Reserve
Board to raise reserve requirements in emergencies, just as it is
now empowered in certain contingencies of a different kind to
lower those requirements.

This provision, if adopted, would enable the Federal Reserve
Board in prolonged periods of extreme ease in the money market
to check any tendency toward excessive loans or other forms of
undue extensions of credit.

Amendment of section 13, to restore the provision which was by
error stricken from the Act in the amendments of September 7, 1916,
thus restoring to national banks, with the approval of the Federal
Reserve Board, the right to accept up to 100 per cent of their capital
and surplus in transactions involving imports or exports.

Amendment of section 16 to permit nonmember State banks
and trust companies, even though too small to be eligible for mem-
bership in the Federal Reserve Banks, to avail themselves of the
clearing and collection facilities of the Federal Reserve Banks, pro-
vided that they cover at par checks on themselves sent for collec-
tion by the Federal Reserve Bank, and provided further that they
keep compensating balances with the Federal Reserve Bank in
amounts to be determined under rules prescribed by the Federal
Reserve Board. This is not intended to operate as an extension of
any of the privileges of the Federal Reserve System to nonmember
banks at the expense of members, but, on the contrary, the amend-
ment is proposed primarily for the convenience of the public and
incidentally for the benefit of the member banks. It is contemplated
that the compensating balances which nonmember banks partici-
pating in the clearing plan will be required to keep with Federal
Reserve Banks will be sufficiently large to protect member banks
and justify Federal Reserve Banks in undertaking the service. Any
clearing and collection plan to be effective must be so comprehensive
as to include all checks. At present the par lists of the Federal
Reserve Banks include the names of banks checks on which can be
collected in any circumstances at a minimum of time and expense,
but do not embrace a large number of towns in every State where
there are no member banks; and in order to make collections on
such points many banks are obliged to maintain accounts in addi-
tion to their reserve accounts with the Federal Reserve Banks. A
necessary factor in any successful clearing plan is the offset w^hereby
balances only instead of the total volume of transactions require
settlement. As long as the clearing system does not embrace all
of the banks this offset is lost in a corresponding degree and the
value of the system diminished in proportion.
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Amendment of section 17, to cancel the provision of the national-
bank act which requires national banks to maintain a minimum de-
posit of Government bonds with the Treasurer of the United States,
National banks are no longer required to keep outstanding a mini-
mum amount of circulating notes, and a newly organized bank is not
obliged to purchase or carry any bonds of the United States; but
there are a number of national banks organized before the passage
of the Federal Reserve Act which have retired their national-bank
circulation in full, yet which are, under a construction of the old law,
required to keep on deposit with the Treasurer of the United States,
a certain minimum of United States bonds. The Board feels that it
is just to these banks that they be relieved of this obligation.

Amendment of section 19, abbreviating and simplifying the
clauses in section 19 which relate to reserve requirements. This
proposed amendment provides that all member banks shall maintain
reserves in the Federal Eeserve Banks as follows:

(a) Country banks
(6) Reserve city banks
(c) Central reserve city banks.

Against
demand
deposits.

Per cent.
7

10
13

Against
time

deposits.

Per cent.
3
3
3

In addition it is suggested that every member bank be required to
keep in its own vault an amount of specie or currency (not neces-
sarily gold or lawful money) equal to 5 per cent of its demand
deposits, less the amount of net balances with Federal Reserve Banks
in excess of the minimum above stipulated.

Amendment of section 22—the penal statute—so as to define
more clearly the rights and limitations of directors in the matter of
accepting fees or compensation other than the ordinary fees paid di-
rectors for legitimate services rendered in the regular course of busi-
ness, the performance of which service is not incumbent upon them in
their capacity as directors.

Amendment of section 25, to authorize member banks located in
cities of more than 100,000 population and which have a capital and
surplus of more than $1,000,000 to establish branches in the same city,
provided the State laws do not prohibit State banks and trust com-
panies from establishing branches.

STAFF AND ORGANIZATION.

On August 10,1916, the Federal Reserve Board had been organized
two years, and, under the provisions of the Act creating it, the term
of one member expired two years after his original appointment.
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On July 25 the President sent to the Senate the nomination of
Charles S. Hamlin to succeed himself as a member of the Board,
the appointment being for the regular term of 10 years. This
nomination was confirmed on August 3. Mr. Hamlin's term under
his original appointment expired on Wednesday, August 9. He
qualified by taking the oath on August 10. W. P. G. Harding was,
on August 10, designated by the President as governor and Paul M.
Warburg as vice governor of the Board, each " for a period of one
year, or until otherwise directed."

The Federal Advisory Council has held its four stated meetings
during the last year and has discussed topics submitted to it by the
Board, as well as questions raised by its own members, presenting
results of the discussions to the Board. Conferences were held also
by the Federal Reserve Agents on May 29 and December 4, in Wash-
ington, these meetings being devoted to the consideration and analysis
of questions of current interest to the Federal Eeserve Banks. The
meetings of governors of Federal Reserve Banks, which have taken
place at intervals since the organization of the system, have con-
tinued, three such meetings having been held during the year.

The staff and internal organization of the Board have continued
without important modification, the principal changes being the
better development of its organization and the gradual growth and
enlargement of the work. The personnel of the staff remains essen-
tially unaltered and its numbers have been only slightly increased.
The total cost of conducting the Board's work in 1916, including
members' salaries, was $213,000. The volume of clearings through
the gold settlement fund, to which reference has been made else-
where in this report, has been greatly enlarged, but without appre-
ciable increase in expense of operation; the cost for the year 1916
being $1,343.37, while the total volume of business cleared during the
year has been about $5,533,966,000, being a net cost of $0.0002J per
$1,000. This fund was originally conducted merely as a means of
settling between Federal Eeserve Banks, but the scope of its opera-
tions has been enlarged by providing a similar fund for Federal
Reserve Agents, conducted on the same plan as the gold settlement
fund itself. This renders possible the making of payments not only
between Federal Reserve Banks, but also between the Reserve Agents
and their own banks, without the necessity of shipping gold or its
equivalent back and forth. The net amount of change of ownership
among the Federal Reserve Banks of gold held in the fund was
$223,870,000, and it may be estimated conservatively that the ship-
ment of coin and currency to at least this amount was thus avoided.

The Federal Reserve Bulletin has been conducted throughout the
year, as during the year 1915, as a monthly publication, and has been
enlarged in size and broadened in scope in response to the increasing
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public interest. It is distributed without charge to all member banks,
but it has also a growing list of paid subscribers among nonmembers
and the financial community generally. So fully has the Bulletin
dealt with all of the details of the operation of the Federal Reserve
System that it is unnecessary to repeat them in this report, a complete
file of the Bulletin itself being transmitted as supplementary to the
information herein given.

WILLIAM G. MCADOO, W. P. G. HARDING, Governor,
Secretary of the Treasury, PAUL M. WARBURG, Vice Governor.

Chairman, FREDERIC A. DELANO,
JOHN SKELTON WILLIAMS, ADOLPH C. MILLER,

Comptroller of the Currency. CHARLES S. HAMLIN,

Members Federal Reserve Board.
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