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Speech delivered before
New York Bankers' Convention
Lake George, New York
June 8, 1935

THE BANKING ACT OF 1935

It is the policy of the Federal Reserve Board not to have its in-
dividual Members speak publicly except when to speak publicly is a duty
in the interest of furthering the purposes for which the Federal Reserve
System was created. That policy" is also my personal policy adopted ftrady
when I became a Member of the Federal Reserve Board two years ago. I
take it, therefore, that it is my duty to speak here publicly on the sub-
ject of.the Banking Act of 1935. It is, of course, a pleasure for me to
see you and be with you.

Let me state at the outset that I speak here not for Governor Ecdee,
nor for the Federal Reserve Board - I "speak only for myself. I did not
write, nor did I help write the Banking Act of 1935. I shall therefore
make no attempt to discuss the philosophy of the Act, However, I studied
the bill with its specific amendments, and after a complete study of
these, I expressed my opinion to the Senate Subcommittee of the Banking
and Currency Committee on last Monday - June 3rd, 1935*

I said that it is essential to preserve our regional Federal Reserve
System, which consists of twelve Federal Reserve banks with nine direct-
ors in each Bank, together with a Federal Reserve Board in Washington.
In this particular respect, our System is different from that of most
countries because of our extensive area, and because of our political and
economic structure of states and districts - based upon industrial, agri-
cultural, commercial and financial conditions and needs which are widely
different in the various parts of the United States. The System is com-
posed of separate essential parts. These parts, however, must be co-
hesive for the best functioning of the System.

To make for an efficient administration of the Act by the System
and to arrive at the purposes for which the Act was passed by Congress,
it appears necessary for the Federal Reserve Board to have a more direct
contact with the various sections of our extensive area.

To be effective, the whole Federal Reserve System must be one. This
end is not difficult to attain: personal contact of the members of the
Board with the directors of the twelve Federal Reserve banks seems one of
the best direct avenues*

"Bank powers of the boards of directors of the twelve Federal Reserve
banks should be retained, and in some respects, increased and extended,
at least by regulation of the Federal Reserve Board.

While, of course, it is sound to have the Federal Reserve Board and
its principal offices in Washington, and while it is sound for the Board
to hold its meetings in the capital because of the national scope of its
considerations, yet it would be desirable from a practical standpoint for
the Federal Reserve Board to meet at least four times a year in at least
four parts of the country - the East, West, North and South - t o meet
with and understand better the directors of the Federal Reserve banks and
their officers, as well as the conditions and needs of commerce, industry,Digitized for FRASER 
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agriculture and finance in the respective Districts* It would also seem
wise to provide by law that each Member of the Board should be assigned
by the Federal Reserve Board to the task of keeping himself especially
familiar with conditions in at least two of tho* Federal Reserve Districts
each year, in order that he might act as a liaison officer between the
Federal Reserve banks, their directors and officers, the representatives
of commerce, industry, agriculture and finance, on the one hand, and the
Federal Reserve Board in Washington, on the other hand. Provision could
.be made to have Members of the Board rotate in their District assignments,
so that.eventually each Member of the Board would have covered by direct
contact all of the sections of the country and would know their needs
thoroughly. Without this, it is next to impossible for the Board Meirhers
to appreciate fully the needs and requirements of the Federal Reserve
tanks and of the country as a whole; without this, the Federal Reserve
Board inclines too much to theory and bureaucracy; and without this there
is bound'to be misunderstanding between the Federal Reserve banks and
the Federal Reserve Board leading to differences of opinion on authority;
.and without this a cry is heard on the one hand that the private interests
wish to control the System and direct its operations for their own sel-
fish purposes; and that on the other hand, political interests wish to
control the System and direct its operation in accordance with their own
political ambitions.

Members of the Board, when assigned by the Board to several.districts,
would keep personally in touch with the boards of directors and the of-
ficers of the Federal Reserve banks in those districts. They would thus
become familiar with the management of such Federal Reserve banks, with
their viewpoints, and with the problems of their districts. They would
also know men in the industrial-, commercial, agricultural and financial
fields of the districts. They would not be compelled to depend entirely
on the Board's staff-for information having to do with the internal man-
'agement of the banks, as well as with the general agricultural, commercial,
industrial and financial and banking conditions of the districts; thus
there would be a better opportunity for sound and practical rulings of
the Board on all questions when they ere presented by the banks to the
Federal Reserve Board under the law. It is specifically stated in the
Act that the Federal Reserve Board has general supervisory responsibili-
ties, but in order to supervise, one must be in direct contact with those
supervised. Otherwise, one is compelled to act upon information obtained
from other sources•

Of course, in all cases, the Board, as a whole, would act officially
on all these matters, but the Board would have the benefit of the informa-
tion obtained by the individual Member assigned to the specific district.

It would also seem desirable to have the boards of directors of the
Federal Reserve banks meet once every year with the Federal Reserve Board
in Washington, or if this could not be accomplished with the directors
who are farther removed from Washington, the Federal Reserve Board could
arrange to meet them at a point more accessible at least once every two
years to discuss frankly and completely matters pertaining to the opera-
tion of their banks and the conditions in their districts, as well as
problems of a national character.

The execution of many of the powers vested in.the .Federal Reserve/.
Board could, under the provisions of the Banking Act of. 1935, be ,Digitized for FRASER 
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decentralized under regulations of the Federal Reserve Board so that they
could be carried into effect by the Federal Reserve banks without the
reference of many individual matters to Washington, and thus obtain de-
sirable and effective administration." This will be facilitated by the
provision in.the bill authorizing the Board to delegate its'powers to
individual Members or other representatives. To laake for a constancy and
a permanency of the work of the Board by its individual Board Members, I
recommend that there be a specific requirement in the law that the Board
assign its woi'k to individual Board Members, each Board Member to have a
specific task assigned on which he is to specialise and through which he
is to Keep in touch with the Federal Reserve banks and the country, and
on which he is to report to the Federal Reserve Board with recoiMendatdoiB.
This seems to me to be very important, from the standpoint of good ad-
ministration. This bill provides for that generally.

On the other hand, it has been my experience that the Federal Re-
serve Board does not wish to, nor should it, assume any more powers than
it can properly use for the effective administration of the System, and
whenever powers are granted to the Federal Reserve Board having to do
with matters that could be handled better by the directors and officers
of the Federal Reserve banks, the Federal Reserve Board should bo able
to give the twelve Federal Reserve banks the power of determination of
many important matters.

It is good organization for the Federal Reserve Board to recognize
this fact and to avail itself of the commercial, agricultural, industrial
and financial experience of the directors of the twelve Federal Reserve
banke, as well as the technical and tanking experience of their officers,
who are the vehicles through which the policies of the System are executed.

There are many powers now in the Federal Reserve Board, however,
which in my opinion should be placed, now or later, in the regional Fed-
eral Reserve bjiiks. This would expand the authority and responsibility
of the directors of each Federal Reserve tank and make for more prompt
and efficient administration of the Federal Reserve System. The general
supervision should be retained, but the direct and ultimate action in
these matters should be taken by the directors and officers of the Fed-
eral Reserve banks.

The detailed matters which might be delegated to the Federal Reserve
banks (or the Federal Reserve Agents, if their offices are not abolished)
include the following:

1. Admission of State banks to membership in the Federal Reserve
System.

2. Expulsion of such banks from membership for violations of the
law or the Board's regulations.

3. Waiver of six months1 notice of voluntary withdrawal of State
banks from membership.

4. The granting of voting permits to holding company affiliates of
member banks.
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5. The revocation of.voting permits for violations of the.law or
the regulations.

6. The issuance and revocation of permits authorizing officers,
directors and employees of member banks to serve not more than two other
banks (if the provision for individual permits is not repealed as pro-
posed in the bill).

7. The issuance and revocation of permits for officers, directors
and managers of security companies to serve as officers and directors of
member banks (if the provision for individual permits is not repealed as
proposed in the bill).

8. The granting of trust.powers to national banks.

9. The cancellation of such powers at the request of notional bwiks.

10. Approval of reduction of capital stock by national bank3 (if
the requirement of the Board's approval is not repealed as proposed in
the bill),

11. The granting or permissipn for member banks to invest amounts
exceeding their capital stock in bank premises or in the stock of cor-
porations holding their bank premises.

12. The approval of the.establishment of branches by State member
banks (if this power is transferred from the Comptroller of the Qirreicy
as proposed in the bill).

13. Authorizing national banks to establish foreign branches.

14. Authorizing national bunks to invest in the stock of banks or
corporations principally engaged in international or foreign banking.

15. Permitting interlocking directorates between member banks and
foreign banking corporations in which they own stock.

16. Approval of compensation of officers and employees of Federal
Reserve banks.

In addition to the above, where action by the Board is required
under the law, numerous matters are presented to the Board for considera-
tion in connection with banking supervision and requiring action on in-
dividual cases j for example, reductions of capital stock of State member
banks, consolidations of State member banks with other banks, and whether
or not individual banks should increase the amount of their capital and
surplus in relation to their deposit liabilities. In some cases of this
character, the Board has already authorized the Federal Reserve Agents
to act on its behalf in the individml cases within certain prescribed
limitations.

Some, or perhaps all, of the powers enumerated above, and perhaps
others too, it seems to me, should be vested directly and ultimately in
the Federal Reserve banks. This would make for efficiency and good re-
lations between the Federal Reserve Board and the Federal Reserve barks*
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It is quite natural- that the Federal Reserve banks know more about that
subject-matter because" they are directly and constantly in contact with
it. It is also natural, however, that the Federal Reserve Board should
supervise and coordinate and bring to the attention of the Federal Reserve
banks any incorrect or improper administration of these powers. This
would make for unity.

I also stated that:

I can understand that this Banking Act offers much opportunity for
extreme interpretation. However, with the amendments offered, it seems
to me to meet existing conditions and to serve a definite purpose without
being extreme in either direction. It deserves at least having each sec-
tion considered on its merits. It seems to serve the definite purpose of
a better administration of the Federal Reserve Act.

Now to proceed, I ha-e been taught that to know a thing one must
knew the parts of which it is composed. Let us, therefore, take this
bill apart and look at tin parts separately.

Section 202 of the Banking Act of 1935 is related to a section in
the Banking Act of 1933, which provides that all insured nonmomber banks
shall become members of tb~; Federal Reserve System by July, 1937. This
provision of the Act of 1933 was repealed in the House bill, but it should
be restored because it is of great importance that all banks which are
insured be subject to Federal supervision. It is a step in the direction
of unification of bank supervision which is an essential to the proper
discharge of the responsibilities of both the Federal Deposit Insurance
Corporation and the Federal Reserve System•

It has been said that the provision for giving the Beard authority
to waive requirements for admission under this bill would lower the
standards of the Federal Reserve System and that it might be better to
retain those standards and have the Federal Deposit Insurance Corporation
bring the banks up to the standard before they are* admitted. The weak-
ness of this argument is in the fact that the Federal Reserve banks and
member banks are affected by conditions that-develop in nonmeaber banks.
An unsound banking situation affects the entire community, and since the
Federal Reserve System has to stand the consequences of unsoundness in
nonmember banks, it should have authority to admit all insured banks and
gradually to bring them up to its standard.

The suggestion that has been made that banks with deposits of less
than #fiOO,COO be permitted to regain outside of the System, even though
they are insuiod, may be a reasonable conpraaiso because it would bring
into the Federal Reserve System about 97 percent of all the deposits and
vould leave outside only such sraall banks as may find it difficult to
earn expenses without charging for exchange, which the Federal Reserve
System does rxt permit. This compromise would also provide for keeping
within the System banks with $500,000 or more of deposits that are now
members. It"would no doubt be better to have all the banks come into the
System, but the compromise would be an important step in that direction
and would appear to be the minimum of what ought to be required at this
time.
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Section 203 of the proposed bill provides 'that members of the Fed-
eral Reserve Board shall be persons well qualified by education or ex-
perience, or-both, to participate in the formulation of national ecmoraic
and monetary policies.' This is a chenge from the existing requirement
of law which reads: "In selecting the six appointive members of the
Federal Reserve Board . . • the President shall have due regard to a fair
representation of the financial, agricultural, industrial and commercial
interests and geographic divisions of the country," This enumeration of
interests does not give the President any definite directions and does
not appear to be the proper principle on which Board members should be
selected. . It would eeia that they should" be selected on the basis of
their qualifications to perform the functions that the Board is requited
to perform rather than en the basis of representing certain interests.
The worst composition of a Board would be in the nature of a group of
representatives of special interests who might be at odds with each
other. It is vastly better to say that Board members shall be qualified
to do their work. While this is not a guarantee of the appointment of
efficient Board members, it may exert an influence in that direction
and make it difficult to appoint persons without appropriate training
or experience.

It has been said that under the.proposed bill the President will
have the power to appoivrt all the meiibers of the Board from one district,
but there is nothing in the bill to justirv this statement. The require-
ment that not more than one member bo i'ren the same district is retained,
with only the exception that it need not apply to the Governor of the
Board. The reason for that is that fri© President ought not to be pre-
vented from appointing as Governor a man preeminently qualified for the
position, merely because some other member of the Board may be from the
same district.

While it would seem that the proposed qualifications of Board mem-
bers are desirable, it might be wise in addition to provide that at leest
two of them shall have had experience as executive officers in a Federal
Reserve bank or a commercial bank. There was a provision requiring two
trained bankers in the original act, but it was repealed in 1923* In
view of the necessity of deciding many technical banking problems, and
particularly.technical Federal Reserve Banking problems, it might be a
useful indication to the President to say that at least two members shall
have had" that background. It may also be desirable to say that the Board
members shall be qualified by education or experience to participate in
the formulation of national economic, monetary and banking policies. The
addition of the words "and banking" would, be a recognition of the numerous
duties of the Federal Reserve Board that deal with technical banking pro-
blems and of the general responsibility of the Board for doing what it can
to maintain sound banking conditions.

There has been a good deal of criticism of the provisions relating
to the position of the Governor of the Federal Reserve Board. This criti-
cism has been directed at provisions that exist in the present law as
much as at those in the proposed bill. The President always has.had the
powfcr to designate a member of the Board as Governor and to terminate
this'designation. In drafting the bill this.power of terminating the
designation has been stated a little more clearly. In the bill as ori-
ginally introduced the President wes given the power to remove the
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Governor not only from the Governorship, but also from membership on the
Board. This has been changed in the bill as it passed the House, achsnge
which would seem to be desirable. In the form in which the bill passed
the House there is no increase of the power of the President over the
Governor of the Board, and the only change in the matter is that a Gover-
nor, who resigns, upon not being" redesiguated as Governor, would not be
obliged to stay out of the banking business for two years, but would be
permitted to resume it at once. This is desirable in the interest of ob-
taining successful men from the banking field as Governors of the Federal
Reserve Board.

In view of.all the outcry against the proposed increase of political
domination.of the Federal Reserve System, it is worth repeating that the
provision about the Governor in the bill as originally introduced was the
only shadow of an excuse for this criticism, and that with the elimination
of this provision, which was not intended to increase political power,
but could be so interpreted, there is nothing in the.bill that in any way
increases the power of the Administration over the Federal Reserve Board.
There is, on the other hand, a great deal that increases the.Board's in-
dependence - increased salaries; retirement allowances, definition ofquali-
fications, with pther amendments offered such as; removal only by im-
peachment, appointment for a term longer than 12 years. All these and
others add to the possibilities of having an independent Board in law as
well as in fact. In addition to that the Board is given a definite ob-
jective, a.nd this increases the Board's power to resist political pres-
sure because this pressure is likely to be exercised in a direction that
is not consistent with the objective to be prescribed by law as a guide
to Federal Reserve policy. Other very good amendments to make the Board
independent in law have been offered to the Senate Sub-committee.

All of the Federal Reserve Board members have testified before the
Senate Sub-committee of the Banking and Currency Committee. Certainly
no one can say that they did not show independence.

Section 204a of the Banking Act of 1935 provides that the Federal
Reserve Board may assign to its members or its representatives the per-
formance of such of its duties as do not involve the formulation of
national policies. On the face of it this is a minor provision, but it
has important consequences, because it will enable the Board to be re-
lieved of a large amount of routine duties which do not permit it to give
its entire time to the study of economic conditions and the formulation
of credit policies. It is expected that this provision would help to make
the Board more of a policy making body and less of s.n administrative or-
ganization. It will also enable the Board to delegate duties to the Re-
serve banks and thus to increase their responsibility and independence in
local matters.

Section 204b of the Banking Act of 1935 provides the objective towards
which the powers of the Federal Reserve Board shall be used. This ob-
jective reads as follows: "It shall be the duty of the Federal Reserve
Board to exercise such powers as it possesses in such manner as to promote
conditions conducive to business stability and to mitigate by its influ-
ence unstabilizing fluctuations in the general level of production, trade,
prices, and employment, so far as may be possible within the scope of
monetary action and credit administration."
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• I recommended the-striking out of the following:

"to promote conditions conducive to business stability and"

The wording of this objective is not necessarily the best that can
be devised. The general purpose of it, however is clearly in line with
what every other central bank does, what the more recent ones are-being
required to do by their charters, end what the Federal Reserve System
has tried to do*without specific legislative direction. The criticism
that has been made of this objective ha3 been entirely unjustified.
There is nothing in it that will give the Board any power to limit the
amount of credit to be extended to any one industry or to expand it for
another industry. The authority of. the Board over the loaning activities
of the member banks will not be in any way affected. ..The objective is
merely a statement of a direction by Congress that the.-Federal Reserve
Board must do what can be done through its powers towards bringing about
a sounder and more stable condition of business. It has also been sug-
gested that the objective.should be modified to read: "It shall be the
duty of the Federal Reserve Board to exercise such powers. a:s it possesses
to aid in the maintenance of sound banking conditions and.: business sta-
bility and to mitigate t?y its influence injurious fluctuations- in the
general level of production, trade, prices, and employment,, sp far as
may be possible within the scope of monetary action and credit adminis-
tration." The purpose of-this change is to introduce into the objective
the requirement that the Federal Reserve System shall work towards .sound
banking conditions as well as towards business stability. This has al-
ways been one of the functions of the System, and while it would be
understood to continue to be one without being included in the objective,
it should be stated explicitly. ^ •

Section 205 of the Banking Act of 1935 provides for giving the Fed-
eral Reserve Board full authority over open-market operations after con-
sultation with a committee of five governors of the Federal Reserve banks,
elected by tha twelve governors. This provision has been subjected to
severe criticism on the ground that it increases the powers of the. Board
as against the powers of the Reserve banks. It is true that this pro-
posal adds open-mcrket operations to the instruments of monetary policy,
which are now possessed by the .Federal Reserve Board. This is done on
the theory that the three principal instruments; namely, raising or lcwer-
ing of the discount rate, changes in reserve requirements, and open-
market operations should all. be in one body that is clearly defined and
that has inescapable responsibility for the policies it adopts.

•' • •

There has been criticism of this provision on the ground that the
Federal Reserve Board, which has no financial interest in the Reserve
banks, will by this provision acquire control over their funds. This,,
would seem to be a good argument for those who advocate having the Govern-
ment buy the stock in the Federal Reserve banks. It could be argued that,
if an investment of $146,000,000 with an assured 6 per cent return entitles
the member banks to have a dominant say in the formulation of national
monetary policies, then the only rational conclusion would be that they
must not be permitted to hold the stock.

While this is not my argument, nor am I using it, it is nevertheless
an argument that is used by those who advocate the Government purchasing
the stock in the Federal Reserve banks from the member" banks.Digitized for FRASER 
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At the time the Federal Reserve Act was- enacted, the conception of
money was largely limited to currency, and over currency the Federal Re-
serve Board was given complete control. This conception lias since bad
to be expanded to include bank deposits as money, and the Board's power
to regulate the volume of deposits is in harmony with its power over cur-
rency issues. The fact is that it vas intended in 1933 to give the Boaid
this power, but in the course of legislation the section dealing with
this matter was.distorted and there was created what appears to be an im-
possible situation where the governors on the Open Market Committee are
the only ones who can initiate an open-market policy. The Board hos the
power to approve or disapprove of the policy, and the policy after having
been recommended by the governors and approved by the Board may still be
nullified by refusal of the directors of the Reserve banks to participate
in its execution. At present the following are included in the open-
market operations of the Federal Reserve System:

1) The twelve Governors of the twelve Federal Reserve Banks
2) The eight Federal Reserve Board Members at Washington
3) The 108 directors in each of the twelve different Federal

Reserve banks of the country.

In a matter which is of vital national importance end in which timeli-
ness and speed may be decisive, it is obviously undesirable to have a
complicated machinery calculated to bring about delayj it is better to
have a clear-cut fixation of responsibility on a national body appointed
for that purpose.

There has been criticism on the ground that this bill would give the
Board the right to authorize or even compel the Reserve banks to buy ob-
ligations directly from the United States Government. That is another
line of criticism that is not in any way related to the bill. There is
nothing in the bill that changes the situation in this respect. The
power to buy directly from the Government now exists: it has been used
regularly but never for extended periods. There is nothing in the.pro-
posed bill that would change the legal situation in this respect. If the
critics wish to prohibit direct borrowing, they should offer an amendment
to the Federal Reserve Act to that effect.

It is generally assumed that the Federal Reserve Board is responsible
for open-market policies. Few people, even today, are aware of the fact
that the present Open Market Committee consists of twelve men who repre-
sent the twelve Federal Reserve banks, and that the Federal Reserve Board
merely approves or disapproves, but does not initiate open-market policies.
Few people also realize that each Federal Reserve bank has the right to
refuse to participate in an open-market operation after it has been edopted
try the twelve Governors and approved by the Federal Reserve Board. It may
be contended that the Federal Reserve Board should not have this power be-
cause it is in Washington - the Governments capital - and because its
members are appointed by the President with the advice and consent of the
Senate. It may be said that political pressure might be used against the
Board and that the Board might be influenced by such pressure.in its mone-
tary control. On the other hand, it is argued that the Governors are ap-
pointed by the directors of the Federal Reserve banks, six of whom are
elected by member banks, private interests, and that such Governors may
be guided" in'determining open-market policies by the private interests ofDigitized for FRASER 
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"the laember banks, and not by national needs and requirements of the court-
try. Both views are most-extreme; Authority must be vested where re-,
sponsibility rests.. That is logical. Since open-market policy is a. na-
tional question, authority as veil as responsibility for this policy,
should be located in. one place, and in the Federal Reserve Board,-.which
is a national body. This* seems to be in the essence of the purposes of
a Federal Reserve Board. This- seeme to be the surest way of establish-
ing the fact whether the System or the Board is, or is not, functioning
in accordance with the purposes for xrtiich it was created. It removes the
opportunity for. excuses.

Of course, the Board would feel that its own research organization
should, he extended and strengthened and given more active functions to.
perform and the membership of tho Board would feel the need of keeping
more closely in touch with current developments which might affect open-
market policy and the interpretation thereof, but the Board would be in
far better position to determine when and in what circumstances to initiate
an open-market policy on the basis of a coordinated view of all the fac-
tors entering into the monetary situation - reserve requirements, discount
rates, landings of member banks, the Government's fiscal.policies, etc., -
and could take action promptly on its own responsibility in whatever di-
rection seemed best to meet the needs of the situation at the time.

f However, to make the parts of the System more cohesive a provision
might be made for a sufficient representation of the Regional Banks on
this committee for the sake of unity in the System so long as the tendency
is in the direction of making the System one and not two.

In the interest of unity, the Open Market Committee might consist of
the six appointive .Members of the Board and five Governors - and five
Governors are to be designated by the twelve Governors of the twelve Fed-
eral Reserve banks and to be chosen from five sections of the country -
namely - the North,•South, East, Middle Vest end the Far Vest. While the
Secretary of the Treasury and the Comptroller of the Currency might con-
tinue as Members of the Board they should have no vote on Open Market Com-
mittee policies. Their membership on the Federal Reserve Board i3 valuable
in many respects, especially at this time, but the Act might provide that
they have no power of a vote on open market operations, but might be called
by the Open Market Committee, for information that the Committee might wish
to have the consideration of adopting open market policies. I so testified
before the.Senate Subcommittee last Monday.

Section 206 of the Banking.Act of 1935 relates to eligibility of paper
for discount at the Reserve banks. In place of elaborately defined and
restrictive rules prescribed by law about the character and maturity of
paper available for discount, the bill proposes to give power to the Re-
serve Board to prescribe by regulation the kind of commercial., agricul-r
tural and industrial paper that will be eligible, for rediscount by a mem-
ber bank with the Reserve banks and also authorizes a Federal Reserve bank,
subject to the Board's regulations, to make advances to any member bank
on a promissory note secured by any sound asset of such member bank.

This proposal in some respects represents the greatest departure in
the bill from the conceptions that prevailed at the time that the Federal
Reserve Act was adopted in 1913* Even though there is considerable meritDigitized for FRASER 
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to this amendment, yet because it is so radical a departure from the Fed-
eral Reserve Act as originally written, and because it affords an elerent
that might tend toward an extreme, vhich perhaps would be undesirable, I
made the following recommendation to the Senate Sub-committee:

"Notwithstanding any other-provision of law, when it deems
it in the public interest, a Federal Reserve bank may recommend,
and by an affirmative vote of not less than five of its appointive
Members,; the Federal Reserve Soard may authorize any Federal Re-
serve bank, foi* limited periods to be recommended by the Federal
Reserve bank and prescribed by the Board, but which may be ex-

, tended by the Board from time to time upon application of the
Federal Reserve bank, to make advances to menber banks which
have no further eligible and acceptable assets available to
enable them to obtain adequate credit accommodations through • '•
refiiscounting at the Federal Reserve tank or by any other
method provided by this Act. Such advances may be made on
the promissory notes of such member banks secured to the satis-
faction of the Federal. Resorves bank, and shall be subject to
such regulations and shall bear such rates of interest as may
be prescribed from time to time by the Federal Reserve Board
upon recommendation of the Federal Reserve bank.11 My recom-
mendation places in the Federal Reserve banks the power of
making the request.

Section 208 of the Banking Act of 1935 deals with the question of
collateral against Federal Reserve notes. It follows the example of
practically all central banks, except the Bank of England, in providing
that all the assets of the Federal Reserve banks shall be the collateral
back of all of its liabilities. The segregation of collateral against
notes has not served a useful purpose and &o far as one can predict never
will, because it becomes restrictive only at a tine when restriction is
harmful and does not in any way restrict at a time when restriction may
be desirable. It has, therefore, a perverse restrictive effect. The
reason for that is that at a time when credit expansion is proceeding at
a rapid rate there is plenty of commercial paper available as collateral,
because the banks are borrowing heavily from the Reserve banks. There-
fore, collateral requirements do not restrict. At a time, however, when
the Reserve banks are pursuing a liberal policy of purchases in the open
market, in order to prevent deflation, as. was ths case in 1931, a point is
soon reached where there is a shortage of collateral and gold has to be
impounded back of Federal Reserve notes, and then the deflationary process
is aggravated by technical restrictions on the Reserve banks. That is
.exactly what had happened prior to February 1932, when the Congress had
to adopt the Glass-Steagall Act which permitted temporarily the use of
Government securities as collateral against Federal Reserve notes. Col-
lateral requirements against Federal Reserve notes should be abolished.
If it is the wish of Congress to restrict the anount of Government securi-
ties that Federal Reserve banks may purchase, that should be done directly,
as is done in some of the foreign central banks. To aim at it through in-
direction by requiring commercial collateral or gold against Federal Re-
serve notes works at the wrong time and in the wrong circumstances. It
does not protect the Reserve bank against excessive holdings of GOTE-rnment
securities, and does prevent tham from doing their share in fighting a
deflationary movement.Digitized for FRASER 
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Section 209 of the Banking Act of 1935 clarifies the power of the
Reserve Board to raise or.lower reserve requirements of member banks.
This power was granted, to. the- Reserve banks under the Thomas amendment
to the Agricultural Adjustment Act of 1933, tut under the provisions of
that act the Reserve banks can. change reserve requirements only vhen the
President proclaims an emergency and gives his approval to the action.
To proclaim an emergency in banking, as Mr. Owen, D. Young said the other
day, is to bring about an emergency. It should not be necessary to pro-
claim one. It is, therefore, best to give the Board authority in the
matter and to make that authority as elastic as possible by permitting
changes in reserve requirements in financial centers alone when a specu-
lative situation may develop there without having developed in the coun-
try districts. .

Fantastic interpretations of this reserve requirement provision
have been made by opponents. Some believe that this is a move to estab-
lish a 100 percent reserve plan without direct authorization by Osngress.
A 100 percent reserve plan is an absolute impossibility without a very
large amount of readjustment in a great many lines of banking legisla-
tion and the danger of it beiriy introduced surreptitiously by this pro-
vision is purely imaginary. Limitations on the extent to which the Re-
serve Board could raise or lower these requirements may be devised and
have been proposed. I feel that some ceiling should be established.
It would be reassuring.

• On March 4, 1935.the demand plus time deposits, calculated in ac-
cordance with the provisions of Section 324- of House Bill 7617, were ap-

• proximately twenty-nine billion, five hundred million dollars. If the
maximum Imitation were fixed at, aay 25$, the required reserve would
work out at about.seven billion, four mindred million dollars, which is
about five and one-half billion dollars more than the existing reserve
requirements.

Others feel it would be better to have no such "limitations, how-
ever, because in the face of the enormous possibilities of expansion on
.the basis of existing excess, reserves arid potential additions*to them,
the amount hy which reserve requirements may have to be raised to com-
bat inflation is hard to predict. It may be best to leave the matter
flexible in the hands of the Federal Reserve Board. My position is
clear - I prefer a formula of some kind, or at least a"ceiling.

There has also been the theory expressed that through this method
of increasing reserves the Reserve Board may acquire the power to tell
the member banks how to invest their deposits. This statement is based
on a complete misunderstanding of our financial mechanism. Take, for
.example, the present situation. The member banks have about &2,/f00p0O,C00
of excess reserves..'If the Federal Reserve Board should decide that re-
serve requirements fee increased by that amount, then these reserves- in-
stead of being excess reserves.would become required reserves. This
would in no way change the Reserve banks1 ability to discount paper or
purchase Government securities.

The proposals about reel estate loans are in the nature not only
of liberalization, but also of increased flexibility by permitting theDigitized for FRASER 
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Federal Reserve Board to prescribe rules and regulations under which real
estate loans may be made. This proposal is in line with the proper func-
tioning of our banking system.

The real estate provisions of this bill appear to be clearly in the
right direction and.would serve the public good. More specifically they
might contribute to revival in the building industry, which at this time
is a fundamental requisite of recovery.

Because there are so many wrong impressions on this particular amend-
ment, let me read it as it now appears in the House Bill that has been
passed.

"Subject to such regulations as the Federal Reserve Board may pre-
scribe, any national banking association may make real estate Ioari3 se-
cured by first liens upon improved real estate, including improved farm
land and improved business and residential properties. The amount of any
such loan hereafter made shall not exceed 60 per centum of the appraised
value of the real estate; but this limitation shall not prevent the re-
newal or extension of loans heretofore made and shall not apply to real
estate loans which are insured under the. provisions of Title II of the
National Housing Act. No bank shall make such loans in an aggregate sum
in excess of the amount of the capital stock of such association paid in
and unimpaired plus its unimpaired surplus fund, or in excess of 60 per
centum of the amount of its time and savings deposits, whichever is the
greater. The Federal Reserve Board is authorized to prescribe from time
to time regulations defining the term 'real estate loans' and other terms
used in this section and regulating and limiting the making of real estate
loans ty member banks, with a view to preventing an unreasonably large
proportion of each bank's assets from being invested in real estate and
real estate loans, preventing such loans from exceeding a reasonable per-
centage of the appraised value of the real estate in view of the circum-
stances existing at the time and otherwise requiring the bank3 to conform
to sound practices in making real estate loans."

Because this particular amendment has received more attention from
Governor Eccles than from anybody else responsible for the writing of the
Bill, and because you were expecting to hear Governor Eccles here today,
I should like, with your permission, to quote Governor Eccles1 testimony
on this amendment before the Senate Sub-committee of the Banking and Cur-
rency Committee:

"As you know, real estate loans are not a new form of investment for
our commercial banks. They have been lending on real estate mortgage se-
curity for decades. Liberalization of the real estate loan provisions,
combined with the broadened eligibility requirements for borrowing at the
Federal Reserve banks, may encourage activity in the construction industry,
which is essential to recovery.

"Criticism of these provisions has come largely from those who believe
in the separation of savings banking from commercial banking. Whatever
may be said in favor of such a separation as a desirable thing in theory>
it.is not feasible so long as we have thousands of small banks that cannot
make a living on the basis of their demand deposits alone. The member
banks have 10 billion dollars of time deposits which represent the people's

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



m

savings. So long as they have time deposits for which they must pay in-
terest, they of necessity must•participate, iQ financing long-term under-
takings that will yield .enough.to pay for doing the business. The law
places no limits on what the banks may do in the purchase of bonds or- of
other long-time paper;-there is no reason for singling out real estate
loans for special restrictions.

"Our banks have been losing a.large part of their business to the
Government, which has sold its bonds to the banks and has used the funds
to make mortgage and other loans, many of which the banks should be in
a position to make themselves. Unless the banks regain some of the busi-
ness which1'has been taken over by the Government credit agoncies> there
will not be sufficient business to support the banking system. There
will also be great pressure for a constantly growing public debt incurred
in part in taking over business that could be done by the banks.

"Inote that the Banking and Currency. Committee of the House in re-
porting out the "bill has made two changes in the recommendations "on real
estate loans. In the first, place.a limitation has been inserted that
aggregate real estate loans shell not exceed 100 per cent of the capital
and surplus or 60 por cent of savings deposits, whichever is the greater.
I think this rigid limitation is undesirable. It would be much better
to leave this matter to the discretion of the Federal Reserve Board be-
cause the aggregate amount that may be safely loaned on real estate
varies with banks,. localities and periods.of time.

"The second change in the bill as reported by the House Committee
is the elimination of the provision applying the regulations on real es-
tate loans to State member banks, as well as to national bcnks. This
is a serious omission, because under it national banks would be at a
competitive disadvantage as against State.member banks, many of which
are under little or no limitation in regard to their real estate loans.
Furthermore, the Federal Reserve System, which has a vital interest in
the solvency of State member banks, would be.given no authority over
real estate lorais that the State member banks.may make. This is incon-
sistent with provisions in the Banking Act of 1933 which in dealing with
investment securities placed State1 member banks on the same basis with
national bank3. One of the important advantages in having State banks
members of the Federal Reserve System would be lost if there were no
uniformity in such matters." ;

When I undertook just two or three days ago the duty and the pleasure
of caning here I did so frankly, not only to do what appears to be my .
duty but to have the pleasure of meeting you and hearing you. I have al-
ready met and listened.to a great many of you - I hope to listen-to more
of you before I leave this convention this afternoon. I have been frank -
I have tried to speak dispassionately .and, of course,1 objectively - as
dispassionately and objectively as one can speak when one is an inter-
ested part of the System affected by the proposals discussed.

I repeat, therefore, that on the whole,* there is nothing extreme
in this bill with these amendments. It is a bill that provides for a
definite allocation of responsibility and therefore a better adminis-
tration of the Federal Reserve Act of 1913. It deserves consideration.
It is being discussed almost everywhere, and that is..as it should be.
Discussion makes for sound legislation. •'Digitized for FRASER 
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Speech delivered before
Essex County Bankers Association
Newark, Mew Jersey
September 2,6» 1935

THE BANKING ACT OF 1935

A little more than three months ago I had the privilege of speaking
before the New York Bankers Association at Lake George, and my subject
then was the same as it is today - The Banking Act of 1935; At that
time, however, the Act was not law. Today it is. Accordingly, it is
possible to discuss it again, but from a different point of view - to
speak not of what its provisions may be, but of what they are, I wish
first to take up the changes made by the Act in the general organization
of the Federal Reserve System, and then certain changes which most
directly affect your operations as bankers and as members of the Federal
Reserve System*.

The changes that the lav; makes in the organization of the System may
be described as fundamental, but not revolutionary. They are changes
which closely follow the dictates of experience, and they are adaptations
to present day needs which 'are too well supported by realities to be
called experimental," i/-any conceptions which formerly prevailed have
undergone a great change as a result of what has happened in more than
twenty years of actual operation under the Federal Reserve System. In
consequence, Congress has amended the law and certain readjustments have
been made in the organization of the System. To make clear the purposes
behind these changes let me mention some of the things we have learned
from experience..

To begin with, we recognize today that the elasticity of the cur-
rency, while it is important, is not a governing factor in the supply of
credit. When people borrow they do not usually want currency, and when
they want currency they do not always borrow to obtain it. Fluctuations
in currency demand, except when there is hoarding, are largely seasonal,
and reflect seasonal changes in the volume of retail trade and of pay-
rolls. To meet currency requirements is not a major problem, for
deposits have largely taicen the place of currency, and the duties of the
Federal Reserve System can not be regarded as entirely discharged merely
by supplying commerce, industry and agriculture vdth the cash they re-
quire for retail transactions and payrolls. That is merely a beginning.
The real tasks of the System are much, greater and more complex.

Again, the idea that the Reserve banks lend to one bank the funds
deposited by another is now found to be quite inaccurate. The -lending
power of the Reserve banks does not arise from the receipt of member bank
deposits, except to the extent that those deposits consist of gold. On
the contrary, member bank deposits with the Reserve banks are created
by the Reserve banks. The reserve tanksrediscount paper or purchase
bills or securities and enter corresponding credits to the accounts of
the member banks. The lending of funds and the creation of deposits is
not dependent^ therefore, on the previous deposit of funds. It depends
upon the power of the Reserve banks to acquire assets by purchase or
discount, and their.power to.issue notes or create deposits1in payment
for those assets.
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Furthermore, the idea was once held that a discount by the Federal
Reserve bank, say of ^1,000* for example, made it possible for the mem-
ber bank to extend that much more credit and only that much. If this
were true the control of credit expansion would be a relatively simple
matter. But it is not true. A thousand dollars borrowed and placed to
the credit of a member bank enlarges its reserves by only that much, but
it makes possible a much larger * expansion of member bank loans and de-
posits. This is because the bank»s reserves need be only a fraction of
its,deposits. In practice it works out that on the average, member banks
need.bprrow only about one-fifteenth of what.they create in deposits by
loans to their customers. • ! " • .

Again, there is no necessary, direct connection between any par-
ticular piece of discounted paper.. and the use to which the proceeds
thereof are placed. Yet this connection.was formerly assumed to exist
and it was considered an important factor of credit control. The
thought was that the Reserve banks would shut off speculation by re-
fusing to discount the notes of speculators. Of course, that is very
far from the facts. In the first place,.as I just said, you bankers
do not borrow at the Reserve bank in order to lend, and even if you
did, the kind,of paper you borrov/ed on wouldn't necessarily indicate
what kind of loan you expected to make. The fact that a banker bor-
rowed on bills of lading would give the Reserve bank no assurance that
he did not on the same day buy some mortgages or lend to a stockbroker,
or employ his funds in some other way that might at the moment be con-
trary to general policy.

. You. are entirely familiar with these commonplace facts about your
own business, for they have been repeatedly demonstrated in banking
operations as you have known them under the Federal Reserve System.
But /they are things that could not be seen so clearly until we had the
actual experience. In the absence of that experience it was natural to
suppose that, member banks would deposit thsir funds in the Reserve' banks,
that ,the. receipt of those funds, would give the Reserve banks power to
lend,, .that as the demand for money increased member banks would borrow1

of/the Reserve banks to meet that demand, that they would draw out'cur-
rency for the purpose, that loans would be repaid by currency, and that
the Reserve banks by discounting only commercial paper would insure
that Reserve bank credit was' being,.used for the legitimate requirements,
of commerce and not for speculation..

As a result of experience, however, it has become clear that things
do not work just that way. The relationships and the sequences are dif-
ferent. Accordingly, our legislation has had to be amended. A good
many mirior changes have been made in the Federal Reserve Act over a long
period of time," but in the last few years circumstances have demanded
more thorough revisions of the original Act than before. Congress has "
made /these revisions in the Banking Act of 1933 and in the Banking Act
of 1935. ..Thq.se two measures, without any violent break with the past,
but in obedience to economic developments, have adapted the original
Reserve System legislation to the needs of the present, and also to
the needs of the future, insofar as those need3 can be foreseen. The
effort has been to modify the. mechanism so that it may perform the
functions which time and change have thrust upon.i;t. It has been "'.
recognized that in meeting the requirements of contemporary businessDigitized for FRASER 
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life the Federal Reserve System can not rely principally on the power
to furnish currency when it is needed and to retire it when it is not;
nor can it rely on discrimination against one class of paper or another-
when and if offered for discount - on the theory that by so doing it is
diverting credit away from speculative uses arid toward commerce. It has
been recognized that the Federal Reserve System's power over credit lies
primarily not in the things I have mentioned, but arises chiefly out of
its .ability to influence the total volume of bank deposits. And it has
been recognized that the System must not be thought of as waiting more
or less passively, like the fire department, until a crisis arises and
it receives an application for help. The Banking Act of 1935 is based .
on a recognition of these facts. Perhaps the most important thing at-
tempted in it is a more definite fixing of responsibility for the
country's credit policy. If the System is expected to act, it must be
given the power to act effectively. This principle has been followed
in the authorization of a new Open Market Committee.

Open Market Operations are, of course, not new, but they were not
of established or recognized importance when the Federal Reserve.Act
was adopted. For years, ever since the war, they have had a powerful
and direct bearing on the volume and cost of money. They are the means
of controlling, in the mass and in- the most practicable way, the credit
Operations of the banks of the country. Until the new lav/ was adopted,
however, the machinory for the i'ormulation and execution of open-market
policies was ineffective. The Open Market Committee, comprising repre-
sentatives of the 12 Reserve banks, might propose purchases or sales of
United States Government securities in the open market, and the Board
might approve those proposals; but axy Reserve bank might refuse to
participate in the proposed program/ A policy might be adopted, but its
execution depended on the independent action of twelve boards of di-
rectors comprising in the aggregate 108 persons. Such an arrangement
was likely to result in delay and to afford opportunities for obstruction
in matters where prompt and decisive action was required in the public
interest.

Under the Act of 193$, beginning Liarch 1, 1936, authority over open
market operations vd.ll be vested in a new Open Liarket Committee consist-
ing of the seven members of the Board of Governors of the Federal Re-
serve System and five representatives of the Reserve banks selected
regionally: on'e from the Boston and New York districts, one from the
Philadelphia and Cleveland districts, one from the Richmond, Atlanta,
and Dallas districts, one from the Chicago and St. Louis districts, and
one from the Minneapolis, Kansas City and San Francisco districts. The
Reserve banks will have representation on the Committee, but a majority
of the Committee will be made up of Board members. Open market trans-
actions, as under the old Act, are to "be governed with a view to accom-
modating commerce and business and vdth regard to their bearing upon the
general credit situation of the country11. The Committee, in the language
of the new act, is to "consider, adopt, arid transmit to the several Fed-
eral Reserve banks, regulations relating to the open market transactions
of such banks". Mot only will Federal Reserve banks be forbidden to
engage in open market operations, except in accordance with the regula-
tions of the Committee, but they also will be forbidden to "decline to
engage" in such operations except in accordance vdth the directions and
regulations.of the committee. Open Market policy will now be determined,Digitized for FRASER 
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therefor e^fcy a "responsible statutory body^able,,£o: give" i tothe.f tpn
sisteftcy-ahd definiteness that the importance* ofi. the function makes neces-
s a r y . " ' ': • • , . . . . .• . •;-.M-':o;:tt: :-•

. • : . • • . . ' • • • • . • > * • - . - ' u - v : •

" It is also required by the law that complete records be kept of the
action taken1 by the Board", and by the Committee in all matters of policy.
These records'are to show the underlying reasons for the action, and are
to4 be published in the annual reports of the Board. They will give the
public an opportunity to study the decisions of the Federal Reserve System,
in much the same way that Supreme Court opinions may be studied. This op-
portunity should be extremely.helpful in clarifying the public discussions
of national credit policy. It will also accentuate, the individual sfense
of responsibility, for members'will be called-on -not only to take firm
positions on matters of- national policy, but to explain those positions
t o t h e p u b l i c . • ' • = " '''••• • • ••. • .

• . • * • • . • .•

In the matter of discount rates, the law prescribes a new procedure
uricler which rates must come up for consideration by the Reserve banks and
by the Board every fourteen days or oftener. In effect this means that
rates must-be newly established every two weeks at-least,1, though the new
rates may, of course, - be the same as the old, ' . l •• • -

-• Under: the new lav;, the authority of the Board to alter the amount- of
reserves" which member banks must carry against their demand and time de-
posits1 is-restated in clearer terms than before. The old law -authorised
the Board to change required reserves only when an emergency-existed as a
result of credit expansion, and the approval of the President-.of the1 United
States was necessary. The new law authorizes1 the Board' to make'changes on
the vote- of four of its seven members "in-order to prevent injurious*credit
expansion or contraction11. The legal reserves can not in any event, how-
ever,, bei^reduced below present requirements*-, nor: tan they be increased to

• more than twice what they now are. •.: ....

Since the Board of Governors constitutes a majority of the Open Mar-
ket Committee, and since it also has authority over discount rates, over
member bank reserve requirements> and over margia requirements on .securi-
ties loans, it is under more definite responsibility with respect to the
national credit policy than ever before. At the same time, the law pre-
serves the regional autonomy of the Reserve banks in their relations*with
member bainks.1- Generally-speaking, it leaves the Reserve banks.-with
responsibility for member bank relations, and gives the Board, with the
help of • representatives of the Reserve banks, responsibility for national
credit and monetary policies, . -

The law also makes important changes in the constitution of the •
governing body of the Federal Reserve System, which-is no longer known as
the Federal Reserve Board, but as the Board of Governors of the Federal-
Reserve System. The Secretary of the Treasury and the Comptroller of- the
Currency cease to be ex officio*members February 1, 1936,. and thereafter
the Board is to consist of seven members appointed by the President.- The
term of office is to be fourteen-instead of twelve years.. :As at present,
not more than one member may be appointed from any one1 Federal Reserve
district, and the President, in selecting the member's, is to "have due •
regard to* a fair representation of the financial, agricultural, indus-

. trial and commercial interests and geographical divisions of the country11.Digitized for FRASER 
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After March 1, 1936, the chief executive officer of each Federal
Reserve bank will be a "president", instead of a governor, and the title
"vice-president" will replace that of deputy governor.

I think I have covered sufficiently the more prominent changes
which the Banking Act of 1935 makes in the organization of the Federal
Reserve System, Those changes in general tend to place more definite
responsibility where it belongs. Changing conditions in our economic
life have thrown greater responsibilities upon the System; and in order
to meet those responsibilities in a direct and positive way, the
System's organization has been made more closely knit and more effective*

I. wish to speak now of those features of the Banking Act of 1935
which more directly affect your individual operations as bankers*

The first of these is the broadened lending powers which the Act
gives you, both directly and indirectly.

Indirectly, the Act tends to broaden your powers by giving the
Reserve banks authority to make advances to member banks on any satis-
factory security. The former provisions still stand as to the character
of paper that is eligible for discount - paper that must originate in
connection with industrial, commercial or agricultural transactions -
and they also still stand as to advances to member banks on notfes
secured by Government obligations or by eligible paper. The new provi-
sions do. not alter the old ones, except by adding to them. The only
conditions aside from the requirement that advances under the new law
be secured to the satisfaction of the ueserve bank, are that they bear
a rate of interest at least one-half percent above the Reserve bank's
discount rate and have maturities of not more than four months. At a
time like the present, when you have excess reserves, this new provision
in the lav; may not seem very important. But times may change. If they
do, this new provision means that, assuming your assets are good, the
Federal Reserve bank will be able to advance you money on them, no mat-
ter what the type of paper, or in what kind of transaction they origi-
nated. Borrowing from the Federal Reserve bank is now possible on other
than technical conditions of eligibility alone. And this is very impor-
tant. Many banks in recent- years would have had much less trouble if
they could have taken to. the Reserve bank some of their assets which were
good, but not legally eligible, instead of having to sacrifice them on a
demoralized market.

Apart from its practical bearing upon what paper individual banks
may use in borrowing at the Reserve bank, the new provision of the law is
significant in that it recognizes an actual condition of American bank- •
ing. This is that American banks do not specialize in one type of credit
as against another. They deal in credit of all sorts. They combine
long term and short term functions. They cannot confine themselves to
short term "commercial paper, for there is not enough of such paper to
fill more than a small part of their portfolios. They accept the savings
and time deposits of their communities and under such circumstances it. .
must be expected that they will also hold the long terra obligations of
their communities. To disregard these living facts of American banking
is futile; and the new provisions for eligibility simply make the.Federal
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Reserve Act cognizant of. the realities and adapt the ppwers of ..the Reserve
b a n k s t o t h o s e - r e a l i t i e s . -••.: ... , '•• , . • . • : . " . . • •

In a more direct way, the new Act broadens your powers by liberaliz-
ing the conditions under which National, banks may .make real estate loans.
The old stipulation that the real estate-upon which such loans are mads
must be situated in the bank's Federal Reserve district or within a
hundred miles of the bank, is removed; a^d loans >vhich are amortized, are
permitted in amounts- up .to 60 percent of the appraised value of the prop-
erty and for as much as-ten years, provided installment payments are suf-
ficient to repay at least hP percent of, the principal in ten years/ .

The permissible.aggregate of real estate loans.which a national bank
may hold is changed by the new law from 2$ percent of its capital and sur-
plus or 50 percent of its savings deposits, whichever was greater, to 100
percent of its capital and surplus or 60.percent of its time and savings
deposits, whichever is greater. . . . .

In general connection with this subject of enlarged lending powers
I wish to mention also the provisions of section 13b of the Federal Re-
servd Act relating to loans: which you. may make for working capital pur-
poses. This section is a year older than the new act, but its provi- .
sions belong logically with these more .recent ones I have just been
discussing. ...

Under this section you may make loans with maturities not exceed-
ing five years to establish industrial and commercial businesses in
need of working capital. These loans are eligible for discount at the
Federal Reserve Bank. Nor is that all. If you wish %o hold the loan
yourself y but wish to be assured that you can..dispose p'f it at any time
•if need be, you- can procure a commitment binding the Federal Reserve
bank to take it off your hands. Moreover, if and when you dispose of
the loan you can do so without recourse for as much as -80 percent." In
other words you have a loan which is insured 100 percent as to liquidity
and 80 percent as to loss. This arrangement is not restricted to member
banks; it is open to nonmembers as well.

•As of September 11, the Federal Reserve Bank of New York had re-
ceived and acted on 881 applications for working capital loans aggregat-
ing ^63,000,000. Of these, 330,. aggregating ,?29,O0O,00O, had been ap-
proved. Of the amounts outstanding, ,/f, 500,000 was in the form of '
loans made by the Federal Reserve Bank itself direct to the industrial
or commercial borrower, because.you local bankers refused to make them.
There was also outstanding about ^10,000>000,. which.local banks and
other financing institutions in the. Second.Federal: Reserve District had

• made, and which were protected by the commitments I have just described.

These loans have been made to all kinds of enterprises, industrial
and commercial. In many-cases they have been loans-v/hich bankers have
not been accustomed to making, and which would not be made were it not
for the fact that the Reserve bank stands behind the bank which makes .
them.- But as it is, they constitute secure and liquid assets, yielding
a good rate of interest. . . " . " .

Here again as in the case of the advances made by the ReserveDigitized for FRASER 
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banks- on any good assets, and as in the case of real estate loans, the
present legislation recognizes two important principles. One is that
the local bank may be called on to meet the general credit needs of the
community; the other is that the assets the local bank acquires should
meet the general criterion of soundness, rather than technical limita-
tions as to maturity, origin, and nature of the underlying transaction.

I think I have now covered the changes of most general interest,
that have been brought about by the Banking Act of 1935, but there are
numerous other provisions that it may be worth while to run through even
though you may be familiar with them.

First there is the matter of deposit insurance, which is continued
on what was1 originally intended as the temporary plan. Insured banks
are subject to an annual assessment at a fixed rate - one-twelfth of 1
percent of deposits - instead of being under an unlimited liability as
would have been the case under the old permanent plan. Insurance covers
deposits up to ,,£,000 for any one depositor, instead of ^10,000, as the
old permanent plan contemplated.

After July 1, 19h2t no state bank with average deposits of
31,000,000 or more may be an insured bank without .becoming a member of
the Federal Reserve System. This'postpones required membership for
seven years. In this connection the term "state bank" does not include
mutual savings banks or Morris Plan banks.

The former prohibition against a member bank's purchasing and hold-
ing more than 10 percent of a particular issue of investment securities
has been eliminated, but the total of the .obligations of one obligor .
which may be purchased and held by a member bank is reduced from 15 per-
cent of the bank's capital and 25' percent of its surplus to 10 percent
of its capital and surplus. Banks are not required to dispose of secu-
rities lawfully held at the tine the lav/ was enacted. It i*s also made
clear, in conformity with previous rulings of the Board and of the
Comptroller of the Currency, that member banks may purchase and sell
stocks for the account of their customers. They may not purchase and
sell stocks for their own accounts.

There are several important provisions in the new Act vdth respect
to affiliates and holding company affiliates. These modify considerably
the original requirements. When the first legislation defining af-
filiates and requiring reports of them was adopted in the Banking Act
of 1933, it was.undoubtedly directed primarily at securities affiliates
and affiliates formed for the purpose of engaging in activities in which
member banks were not authorized to engage or for the purpose of sup-
plementing the activities of member banks. The definitions, however,
were made extremely comprehensive, and as a result a very large number
of organizations were caught in a net that was never intended for them.
It frequently happened that banks were surprised to discover that under
the law they had' "affiliates", when as a matter of fact no such idea
was in their minds. A bank might find that it had as an affiliate a
corporation which belonged to an estate of which it was trustee; or it
might find that it had as an affiliate a corporation whose stock was
accidentally owned by the bank's own stockholders. There might be no
financial' connection between the two and yet at every call date a
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report would have to be procured from tlje affiliate and published... The
original purpose' of the.law had been accomplished so far as securities ,
affiliates were concerned, for they all disappeared, but.the number of
other affiliates reported to the Board was increasing - not because banks
were forming new affiliations, but because.unknown and unintended af-
filiations, quite accidental in fact, were .constantly coming to. light. ,.:•
The'effect of the new provisions of the law will be to exclude a large
number of such organizations from the requirement imposed originally.
The Board and the Comptroller of the Currency are now authorized to waive
reports which are not necessary to disclose fully the relations betvreen a
member bank and its affiliate, and the effect thereof upon the affairs of
the bank, and the conditions of waiver have been announced. Roughly speak-
ing, organizations which are affiliates under the terms of the law need
not submit reports unless they are indebted to the affiliated member bank
or unless the member bank owns their stock or other obligations. Reports
of affiliations which have arisen as a result of ownership or control of
an organization's stock by .a member bank in a fiduciary capacity are also
waived. This, it is believed, vail be welcome news to many banks.

In addition, organizations which own or control the stock of a bank,
but are found by the Board of Governors of the Federal Reserve System not
to be engaged as a business in holding bank stock, are exempted by the . .
new law from the requirements imposed on holding company affiliates ex-..—1

cept as to indebtedness of affiliates to. member banks. This provision,
makes possible a distinction .between holding companies organized for the .
purpose of holding bank stock, and companies which happen to own control
of a bank, though their real business lies in a different field.

The Banking Act of 1935 ended..double liability, on National bank
stock issued after June 16, 1933. Under.the new Act National banks are.,
permitted to terminate the double, liability on stock issued, prior to .-
that date. After July 1, 1937, therefore, it is possible that all
shareholders of active National banks may be relieved of personal
liability on their'shares. At the same time liational banks are required
to accumulate a surplus equal to the amount of .their. common capital*'.-.•-.
This change should be better both for' bank shareholders and for the pub-
lic. Personal liability for bank shares has never been a satisfactory •
protection to depositors, and it has placed a burden on shareholders of
banks not borne by.shareholders of other corporations..

There are several provisions, which are of importance in connection .
with deposits and the interest payable^.thereon... In the first place, the: .
rate of interest paid by the. Postal Savings system is not to exceed that-
paid on savings deposits by member banks in the same placej and postal
savings depositories may deposit funds on time "with member banks subject =
to the provisions of the Federal Reserve Act and regulations. of the Board
of Governors of the Federal Reserve System Regarding payment.of. interest
on time deposits. In addition, the Federal Deposit Insurance Corporation
is required to forbid the payment of interest- on demand deposits by in- •.
sured non-member banks, and to regulate the rate.of interest paid on time
and savings deposits by insured non-members. '•. This provision explicitly
gives the Federal Deposit Insurance Corporation authority similar to that
which the Board of Governors of the Federal Reserve System has. In the
same general connection, the. definitions of deposits in the old.Act are ..
atricken out and the Board of Governors is authorized to.define variousDigitized for FRASER 
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types of deposits, and to determine what is to be deemed a payment of in-
terest. For purposes of computing the reserves member banks are required
to carry, amounts due from other banks (except Federal Reserve banks and
foreign banks) and certain cash items in process of collection may be de-
ducted from gross demand deposits. Formerly amounts due from other banks
could be deducted only from amounts due to other banks. This will place
country banks v/hich have no balances of other banks, on a basis of
equality in this respect with city banks that carry a large volume of
bank balances.

I think it is not necessary to go further into details of the new
banking legislation. I have described the major changes effected in the
organization of the Federal Reserve System and I have mentioned certain
provisions v/hich affect you most directly as bankers.

You will realize from this partial account that a large number of
changes have had to be made in the Board's regulations. This work has
been pushed as rapidly as possible, but it will be some weeks before the
Board will be able to complete the publication of all regulations in
revised form.

Personally I feel that the new Act places us on a better footing
than we have ever been on before. To be sure, it involves many points of
compromise, as is inevitable in a democracy, and no two people will agree
that it is perfect. Moreover, it is to be expected that unforeseen prob-
lems will arise, and that our resources and ingenuity vail be taxed to
meet them. But perhaps the greatest virtue of the Banking Act of 1935 is
that it confers more definite responsibilities and more flexible powers.
We are better prepared than in the past to meet the unexpected.

In particular I trust that membership in the System will be more
valuable to you barkers under the new Act and more highly esteemed by
you than ever before. I trust that you will find yourselves better able
to meet the credit needs of your communities, and better able to maintain
profitable operations. The new Act, as I have described it, should make
that easier to do. The Federal Reserve Bank has broader powers than ever
before to discount your paper and to lend to you. In the case of in-
dustrial loans for working capital purposes authorized by Section 13b it
has the very unusual power to grant you commitments under which you may
be assured of the perfect liquidity of your loan and have it virtually
guaranteed up to 80 percent. I suggest that, considering the idle funds
you have, you fully acquaint yourselves with what the Federal Reserve
Bank is able and glad to do in cooperation with you, and that you canvass
your territories for loans which you might formerly have felt were out-
side your field, but which you may now make with safety and profit. I
thank you for this opportunity to discuss with you measures and matters
of such moment to us all.
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Speech delivered before
Mortgage Bankers Association
French Lick, Indiana
October h, 1935

Mr. President, Ladies and Gentlemen: You were expecting to hear
Governor Eccles, -who is Chairman of the Board of Governors of the Federal
Reserve System. Governor Eccles was expe'cting to have the privilege and
honor of addressing you this morning.. He planned to be here and it
wasn't until last Saturday that he found himself unable, because of his
other duties, to come here today to address you.

At that moment I was in New York. I received word to come to French
Lick, Indiana, to take the place of the Governor*

My talk will be factual; it will be purely objective. With your
kind permission, therefore, I shall say a f ew words about that law which
was recently passed by the United States Congress, namely, the Banking
Act of 1935, and in the Banking Act of 1935 that particular title, Title
II, on which there was a great deal of discussion in recent months, per-
haps more discussion than on any other banking legislation in recent
years.

When in New York," about two months ago, speaking upon the subject of
the Banking Act, I learned from the bankers that a great many of them ••
were reading the Federal Reserve Act, so, therefore, if the Banking Act
of 1935 did no more than just perhaps persuade a great many bankers and
business men-to read the Federal Reserve Act, tften at least that much
good has been accomplished by the Banking Act of 1935»

There are so few people who really understand the Federal Reserve
System. As you know, there are twelve Federal Reserve Banks and some
twenty-five, branches and two agencies. In addition to these twelve Fed-
eral Reserve Banks, there is a Board in Washington, which, until recently,
was known as the Federal Reserve Board,, consisting of six members ap-
pointed by the President of the United States, with the advice and con-
sent of the United States Senate, and two ex-officio members, the Secre-
tary of the Treasury and the Comptroller of the Currency.

With the coming of the Banking Act of 1935, this board is reorgan*
. On February 1, 1936, the Board will consist of seven appointed

members," in place of six, and the two ex-officio. members,, the Secretary
of the Treasury and the Comptroller of the Currency, will cease, to be
members of that Board, so that on February 1, 1936, the Board of Gov-
ernors, of the Federal Reserve System will be seven. .

There is to be' continued the Federal Advisory Council which consists
of twelve men from the twelve different Federal Reserve Districts of the
country. They are elected by the directors of the Federal Reserve Banks.
At the present time all of them are active bankers.

This Federal Advisory Council meets in Washington at least four
times a. year and, going over the economic and financial conditions of the
country, proposes certain suggestions to the Federal Reserve Board in
Washington. The organizations I have mentioned, together with.the Fed--
eral Open Market Committee.and the member banks, constitute the Federal1
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On February 1, 1936, the seven appointive members "-will be appointed
for fourteen years. The first appointment, of course, wonjt.be for four-
teen years, because it is so provided that every two years one member
will leave the Board, but thereafter each and every member will be ap-
pointed for fourteen years and cannot be reapppinted after he has served
a full term of fourteen years.

The important part of the Banking Act of 1935 is the new Federal
Open Market Committee. The Open Market Committee, as you know, is that
body which has to do with the buying and selling of securities in the •
open market. Through the purchase of these securities, credit becomes
loose in the countryj through the sale of these securities credit be-
comes tight. Therefore, 'the Open Market Cohsmittee is an essential part
of the credit control in the United States.

Heretofore, .the. Open Market Committee consisted of twelve men se-̂
lected by the twelve" Federal Reserve Banks3 T,hese men adopted certain
open market policies and referred them to the 'Board in Washington. The
Board vould approve or disapprove and then the policies were referred to
each of the twelve banks to be approved or disapproved. Each Federal Re-
serve Bank could refuse to participate in a certain open market operation
adopted by the Open Market Committee as a policy.

In accordance with the Banking" Act of 1935* on March 1, 1936, the
Board of .-Governors, of the Federal Reserve System, on which "will be seven
men, together vdth five men selected by the twelve Federal Reserve Banks
regionally from the various sections of the country will constitute the
Open Market Committee. In other words, the Board of Governors and five
representatives of the Federal Reserve Banks, altogether twelve men, will
constitute the Open Market Committee. !

In. addition to that, the'Banking Act of 1^35 provides that all the
policies adopted by the Open' Market Committee must be published. The vote
thereon and the reasons for the vote must be published in the annual re-
port, of the Board of Governors of the Federal Reserve System, so the pub-
lic v/ill know how each member of the .Committee has voted, and why. This
is very important because the public will know constantly of the operations
of the Open Market Committee and reasons therefor.

In addition to. that, the Banking Act of 1935 provides a veiy liberal
loaning policy. Heretofore only certain paper, known as eligible paper,
short term paper, v/as eligible for discount at a Federal Reserve bank. -
In accordance vdth the provisions of the Banking Act of 1935 any sound
asset of a member bank in accordance with1 the regulations of the Board
of Governors of the Federal Reserve System may be offered by such bank
as security for an advance by. a Federal Reserve Bank. Thus the loaning
.policy will be veiy liberal so that we shall not have to declare an
emergency, as v/as the case heretofore, for other paper in that particular
member bank to be discounted at the Federal Reserve Bank when the need
arises for a liberal loaning policy•

Further, the Banking Act.of 1935 provides that there be a liberali-
sation" of the loaning policy in the provision which increases'vdth the
national banks the. percentage of the value of real estate that a loan /
may cover, from fifty to sixty per cent, and the term of the loan from •Digitized for FRASER 
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five to ten years provided the loan is on an amortized basis requiring •
that at least forty per cent of the loan be repaid in'the course of ten
years. • .

Real estate loans may be made by a national.bank in a total amount
up to one hundred per cent of the unimpaired capital and surplus of the
bank, or sixty per cent of its time and savings deposits, whichever is
greater, as compared with previous limitations of twenty-five per cent
of the capital and surplus or fifty per cent of time and savings deposit*
The Banking Act of 1935 also provides for the elimination of the require-
ment in a previous lav/ that loans may be made by a national bank only on
real estate situated within its regional district or within one hundred
miles of its location, "• ' . . • '

These changes should help greatly in the financing of building ac-
tivity, the resumption of which is an essential factor in recovery. It
is also a recognition of the fact that it. is as. proper for a member bank
having a large volume of time and savings deposits to make mortgage loans
as to purchase long-time bonds« The danger for banks is not in'making
real estate loans as such, but in making poor loans of any kind.

The Banking Act of 1935 liberalizes loaning policy and makes for a
better administration of the Federal Reserve Act. This should be help-
ful in its own way to business conditions of the country.

There are many other provisions in the Banking Act, some under Title
II and the rest under Titles I and III, which are of a more or less tech-
nical nature, and I shall, therefore, refrain from discussing them at
this- titneo' If, however, you are interested in obtaining further infor-
mation on Titles I, II, and III of the Banking Act of 1935, I suggest
that you v/rite the Federal Reserve Bank of your district or the Board of
Governors in Washington> and such information m i l be furnished you with-
out delay* . .

And now as to business conditions in the country. Let me say that
it is veiy difficult for us, to say the least, to appreciate the true
nature of business conditions. It seems human to g>preciate the present
only after it becomes the past. This is true for two reasons: First,
it requires some time for the data and the facts to.be compiled through-
out the countiy to give a complete picture of business conditions; and
second, once we have made up our minds that conditions are bad, we keep
thinking of them as bad, just as once "we have made -up our minds that con-
ditions are good, we keep thinking of them as good. We do not seem to
realize that in order to make conditions good or better, we must begin
to appreciate fully the fact that conditions are improving; and that fact
in itself makes for a betterment of conditions, for nothing succeeds like
success.

An indication of a certain improvement in business conditions is the
fact that business is critical. The patient who is dangerously sick does
not criticise the doctor or the nurse; it is when the patient becomes im-
proved that he begins to criticise those who started him on the way to
recovery.

Now let us study some facts: The Federal Reserve index of indus-
trial production, which reflects the output of our factories and mines,
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is compiled bn the-basis of years 1923 and 1925 as 100. . That,. index struck
a low point of 58 in1 July, .1932, and this low point represented- a.drop
from 125 three years earlier. Our basic production had been more than
cut in two in the course of three years. Since that time we have had four
attempts at recovery. .

' • .
• The first one, in the .autumn months of 1932, did not carry us veiy

far and did- not last veiy longj and by March, 1933> we were dovm. close
to the low point* Next we had a veiy rapid spurt which carried the pro-
duction index up to a level.equal to the base of 100. But that was a
false start, reflecting uncertainties, fear of inflation, and attempts to
beat the gun before the industrial codes and the processing taxes went.into
effect. Sy the end of 1933j much, but not all, of. this gain was lost, for
the low point of this decline was fully fifteen points higher than the pre-
vious low level. " . • •

' The third attempt at recovery was.-in the year of 193lij.when we had a
rapid" rise which was not sustained, but again the low point reached was
above the low point of the depression. Finally, ,a rise began in the latter
months of last year and has been much better sustained than any of the
three other attempts. During 1935 the level attained at the beginning of
the year has been maintained with only slight fluctuations. ..The index is
now at 86 compared with the low of 58« . . .

This affords an interesting reflection on the extent to vhich progress
has been made. However, it represents only work in factories and in minesj
it does not include the vast number of men employed outside of our factories
and mines. Materials produced fpr. construction, are in .the figures, but ac-
tual building activity is not. As you and I know, the high prosperity of
the middle 20* s was achieved, by and rested primarily on two lines of ac-
tivity: First, construction; and, second, the automobile.

The automobile industry has recovered to a surprising extent, and in
many of the months of this year the output of the automobiles has been as
large as in any other year, except the-banner year, of 1929* While it has
been low in recent weeks, that fact is explained by the preparation for
the introduction of new models. Therefore, the automobile industry has
been the'first to show a real sustained.recovery ftom the depression.

"In the building industry, from the beginning of this year, there has
been a steady rise in residential construction, which is.hot directly in-
fluenced by public expenditures, but represents the increased ability, of
many people to acquire homes of their own or to improve the homes they al-
ready ovfltu Cheaper money and better conditions.in the mortgage market have
contributed to this recovery in the construction industry,. which,; however,
is very far from complete. But with a good start nbw made, with ho lack
of funds for mortgage financing, and vdth increased employment and return-
ing confidence on the part of our people, there should be a steady and rapid
growth in residential building. Construction creates a. demand in nearly
every kind of goods, and, therefore,, stimulates an infinite variety of. enter-
prise.

The figures show that there has also been an advance in employment
particularly in industries producing durable goods where employment had de-
clined the most during the depression- Steel plant operations, which forDigitized for FRASER 
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several months in 1932 were at only about fifteen per cent of capacity,
are now at fifty per cent. Lumber production has also shown a marked
increase. While employment has been obtained for several millions, un-
employment is still a problem. But needs, new conditions, new inventions
gradually assert themselves. There may be discomforts we have suffered
so long that we do not question their legitimacyj and yet some one will
come along and find a way to overcome them and we will all flock to him
to get the benefits of his invention,

There is a great industry vhich 3s rapidly developing for the regu-
lation of the heat and temperatures of our homes and business struc-
tures - air conditioning, we call it. That bids fair to develop on a
very large scale indeed. Also we are still far from having bathtubs in
all houses, to say nothing of having an electric or gas ice box and all
the other electrical devices. Improved methods of manufacture and lower
costs of production make it possible for more people to enjoy the pro-
ducts of industry. These, therefore, offer possibilities of increased
employment,,

At different times there has been a great deal of discussion about
the price level, with the belief that our prosperity depends on restoring
prices to the level of some previous year. During the depression there
was a decline in the general level of wholesale commodity prices amount-
ing to perhaps thirty-five per cent. The decline in the wholesale prices
of farm products amounted to sixty per cent, with the consequence that
there vra3 a terrible gap between what the farmers received for their pro-
ducts and what they had* to pay fcr the things they required in order to
live. Since that time there has been a general rise in prices, but the
advance has been much greater for agricultural commodities than for other
commodities so that at the present time they are in close relationship
when measured on the basis of 1926 as 100# The reestablishraent of a bet-
ter adjustment of prices is one of the elements in our economic situation
which is encouragingo

Great improvement has been shown in the field of banking. With the
establishment of the Federal Deposit Insurance Corporation and the work
of bank rehabilitation conducted by the Federal Reserve Board and the
office of the Comptroller of the Currency, as well as the Federal Deposit
Insurance Corporation, our banks have been placed in a position to con-
tribute their full share to the upswing of business.

Vfliile there has been only a relatively small increase in the loan
activities of the banks, this has been due in part to the fact that peo-
ple have been paying off debts incurred during the boom period and that
the liquidation of these debts has been equal to the new loans extended
by the banks. It should be remembered, however, that this liquidation
improves the position of the borrowers and makes them more ready to em-
brace future opportunities.

Demand deposits at the present time are higher than at any time in
history, while time deposits are still below their high levels. With
this volume of deposits available to the people and with a large volume
of unused reserves at the disposal of the banks, the banking system is
prepared to finance a much larger volume of business than is now being
done. Deposits, however, are still turning over in a much more sluggishDigitized for FRASER 
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way than they did in normal times. As business increases the deposits will
be used more vigorously and the circulation of money in the form of checks
will-be resumed at a rate sufficient to carry on^the" country's business0

This depression has demonstrated beyond any doubt that the creation of
money does not at all times insure its use. It takes ability and willing-
ness to borrow as well as to lend to create a loan, and it takes ability
and willingness to buy as well as to sell to bring about a transaction*

Bond prices have risen. This brought about a resumption of capital
flotations - largely of a purely refunding nature, but to. some extent for
the raising of new capital. The refunding, as well as the low level at
which new borrowing can be made, has reduced the cost of debt that had
become excessively burdensome. The debt burden has also been reduced
through the refinancing of a vast number of mortgages at low rates, both
in agricultural and urban communities.- ' -

These, then, are the facts. I have purposely refrained from express-
ing any opinions; I have purposely refrained from expressing any prefer-
ences. You, as men of experience and ability, prefer only the facts.
From these you will draw your own conclusions. This much is1 certain, how-
ever, we are all aware.of a definite and sincere realization that we must
understand the' facts in order tcs cooperate in the direction of .an improved
condition for the general good of our country and the specific good of
each and every one of its citizens.
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Speech delivered before
Cleveland Chapter, American Institute of Banking
Cleveland, Ohio
November 7,

THE FEDERAL RESERVE SYSTEM AiJD THE BACKING ACT,-OF 1935

I am glad of this opportunity to be with you this evening, for most
of you I understand are students of tanking, and that is what I am my-
self. Ko natter what our positions in the banking world, we are still
students of banking if we are sincere. For fccnking is not a simple
thing, and its principles cannot be understood without experience rnd
patient study.

Speaking personally, I have always found that in the process of
studying any institution, or function, or problem, it is important to
keep referring tack to fundamentals. Otherwise it is easy to go wander-
ing off into details without knowing what they are all about- For that
reason, I should like to review a few basic things in spite of the fact
that we are all familiar with them. I should like to brush avoy the
great mass of 'details for a little while and discus?; some of the elemen-
tary facts1 about the Federal Reserve System and the functions it performs
for the country, I believe it is particularly worth while to do this be-
fore considering the new and important legislation in the Banking Act of
1935.

The Federal Reserve Act, which in 1913 established the Federal
Reserve Syctem, is one of the most important pieces of financial legis-
lation ever p&sseti in this country. It represented the decision reached
after mrjiy years of dissatisfaction with our banking and currency facil-
ities, brought to a head by the panic of 1907; after a thorough study of
banking here and abroad by a National Monetary Commission established by
Congress in 1908} and after long and earnest public discussions of bank-
ing reform over a period of twenty years or more.

Since 1913, on the basis of actual experience and in response to
new developments, numerous amendments have been made to the original
Federal Reserve Act. During the depression changes were made by the
Glass-Steagall Act of 1932, the Emergency Banking Act, the Bonking Act
of 1933, the Gold Reserve Act of 1934.* and other acts. The iaost recent
as well as the most important of these is the Act approved August 23,
1935.

Federal Reserve tanks

The work of the System may te considered first from the point of
view of the Federal Reserve banks in their relations with the banking
institutions of the country,' end then from the point of view of the
broader responsibilities for credit policy which come under the central
organization in Washington, now known, under the Banking Act of 1935, as
the Board of Governors of the Federal Reserve System.

The location of the Federal Reserve banks was not determined by
Congress, but by the Secretary of the Treasury, the Secretary of
Agriculture, and the Comptroller of the Currency ecting as the Reserve
Bank"Organization Committee, To this Committee Congress delegated the
authority to designate not less than eight nor more than twelve reserve

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



32

cities and to divide the continental:United States into a cprrespondeng
number of reserve districts. These district, according to the law, were
to be apportioned with due regard to the convenience and customaiy course
of business. They may be readjusted by the Bo&rd of Governors of the
Federal Reserve System. In addition to the twelve reserve banks there
are now in all twenty-five branches and two agencies. The Federal Reserve
Bank of Cleveland has a branch in Cincinnati and one in Pittsburgh.

All National banks were required to become members of the System,
subscribing to the capital stock of tho Reserve b*mks, and depositing
their reserves therein. State banks were permitted to become members on
similar terms, provided they fulfilled certain requirements as to capital
structure end as to the general nature of their business. This division
of the banks of the country into National and State banks, with different
laws, powers, and supervisory authorities, was a basic condition upon
which'the Federal Reserve System was superimposed, and it is a besic con-
dition to which its operations have always had to be edjusted.

About forty percent of the banks in the country now. belong to the
Federal Reserve System and these benks account for about.seventy percent
of the country's banking resources. The member banks include 5*425 na-
tional banks and 985 State banks and trust companies. The St^te banking
"institutions which are still outside the System are for the most part
small. There are about 9,000 non-membersj about 1,400 of them have de-
posits of less than $100,000, and about 2,600 have deposits of less than
$250,000.

Under provisions of the Banking Act of 1935 State non-member banks,
with certain exceptions, having average deposits of vl,000,000 or over,
must bcrcoi-ie members of the System after July 1, 1942 or lose the right of
having "their deposits insured with the Federal Deposit Insurance Corpora-
tion. .

The Federal Reserve banks differ" from ordinary cannaercial..banks in
both their organization and their functions. Generally speaking, as you
know,, they do not deal directly with the public. Their customers ^re the
member banks who make deposits with them and secure credit or currency
just as the public does with the local banks.- The capital stock of the
Federal Reserve benk is owned by.the member banks, which are required by
law to subscribe to capital stock equr.l to six percent of their capital
and surplus. One-half of such subscription is paid in cash and the other
half is subject to call. The management of the reserve bank is in the
hands of a board of directors which represents not only the member buike
but other business interests of the community. Of the nine directors of
each Federal Reserve bank, three known as Class C directors are selected
by the Eoard of Governors of the .Federal Reserve System and six are se-
lected by the member banks, three-known as Class A directors representing
the stock holding member banks, end three known ^s Class B directors rep-
resenting commerce, agriculture, or industry in.the district. The chief
executive officer of the bank, designated as president under the new.brak-
ing act, is appointed by the board;of directors of the bank subject to the
approval by the Board of Governors of the System. The legal requirements
for ownership and management of the Reserve banks, therefore, recognize
that their functions must be performed in the public interest and that
their management must take account of both the banking and the general
business interests of the region.Digitized for FRASER 
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jfolding member bank reserves

One of the purposes of the Federal Reserve Act was to provide insti-
tutions which would hold the reserves of the nation1s banking system. It
is necessary for all bfcnks to keep a certain proportion of their deposits
available to meet the current demands of their customers. Before? the es-
tablishment of the Federal Reserve System, national tanks were required
to keep part' of their reserves in their own vaults and part on deposit in
other banks, usually metropolitan banks. Banks in the central reserve
cities, however, of which there were then three, New York, Chicago and
St. Louis, had to hold all their reserves in cash, when there war* a gen-
eral and heavy deiaand for funds, especially ct crop moving times, for
example, end country banks everywhere drew down their balances with their
city correspondents, a situation wes developed in which a currency end
credit crisis of greater or less magnitude might readily occur. Country
banks then had difficulty in getting money from the city banks, and the
public in turn had difficulty in getting money from the country brnks and
froci the city hrjiks as well.

Now all member banks are required by lew to keep their reserves on
deposit in the Federal Reserve bank of their district and it is the busi-
ness of the Reserve banks to supply member banks with credit or cp.sh in
such emergencies.

The required reserves vary with the type of deposit end the class of
bank. Banks in central reserve cities, which now are only Mew York and
Chicago, are required by law to maintain reserves equal to thirteen per-
cent of demand deposits, that is, deposits which can be withdrawn without
advance notice. For example, if a customer of a Chicago bank borrows
£1,000, his deposit balance is credited with $1,000 and the bank in turn
must provide for $130 of reserve deposit at the Federal Reserve Bank of
Chicago, unless prior to the loan it already hod excess reserves of that
amount or more. Banks in so-called reserve cities, of which there are
about sixty, are required to maintain reserves of.ten percent against de-
mand deposits, end all other banks are required to maintain reserves of
seven percent. Reserves of three percent against time deposits are re-
quired to be maintained by all banks. Member1 bank reserve balances on
deposit with the twelve Reserve banks amount today to over $5,600,000,000.
Because of unusual conditions, the total of these balances is about twice
as much as the banks are required to have.

The Reserve banks serve as the credit reservoirs of our banking sys-
tem. Local banks no longer need have any fear that they will be unable
to draw on their reserves when needed, as used to be the case before the
Reserve System was establshed. Accordingly, one important risk has been
eliminated from commercial banking.

Loans to member banks

Equally important with their function of holding member bank re-
serves is the power of the Reserve banks to make loans to member banks.
Through these loans the member banks are able to increase their deposit
balances and thus provide the reserves necessary for the expansion of
credit. The reserve banks may supply funds to member banks by redis-
counting pacer or by making advances to member bonks, as provided by law
and Board regulations, or by purchasing bills and securities, and entering
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corresponding credits to the account of the member banks, thus increasing
•their reserve balances. Member banks in turn can increase their loans to
the public in the aggregate by an amount several times the aiaount of the
additional reserves.

The. Federal Reserve Act, however, places limitations on the char-
acter of paper or. which loans may be obtained from the Reserve banks. *
For many ye^rs Reserve banks have had the power to discount only short-
term self-liquidating commercial paper, that is.notes, drafts, bills of
.exchange and bankers1 acceptances arising out of coiumercial, industrial
arid .agricultureilv£ransactiono, and to make advances to member Susies on "
their prowiGSOiy'iiOtets "becked by paper eligible for discount or purchase
or by United States.Government obligations. They were not authorized to
make advances on a wide ranco of other cssets which made up on important
pert of the total earning assets of .banks. These included real, qsti-te
loans, securities other than those .of the- United States Government, uid
lotins to 'business men which did not meet the requirements of the narrqvly-
defined eligible commercial puper.

.As a result of nany developments in our financial organizetion, pa-
per which qualified for borrowing fro:n the Reserve tanks has constituted
a constantly decreasing proportion of the total assets of member banks
ever since the System was established. In 192:9 it was only about twelve
percent of total loans and investments of such banks, and in 1934 it was
but eight percent. Consequently, in 1931 and 1932 when the. great liquida-
tion ̂occurred, many banks with assets which were good tut technically in-
eligible for borrowing at Reserve bss.ks, were obliged either to dump.them
on a falling market, suffer severe loss and contribute to the deflation in
values or to close their doors.

The new-tanking act corrects this situation. It authorizes the Re-
serve banks to make advances to member banks for peripds not exceeding four
months on (*ny security satisfactory to the Reserve bank, at a rate of in-
terest at least one-half of one percent above the highest discount rate in
effect at the particular Reserve bank. This amendment modifies and makes
permanent the emergency legislation which it vac necessary to pass in 1922.

In addition to the foregoing general pow&rs of discount and purchase
the Feaerul Reserve banks have special powers with respect to loans to com-
merce and industry for working capital purposes. Theue powers aro granted
by Section 13b of the Act. Under this section the Reserve banks are author-
ized to discount loans made by member banks and other financing institu-
. tions to established industrial and commercial businesses for .the purpose
of supplying working ct-pital. Such loans are to have maturities of not
'to exceed five years. The Reserve banks are authorized to discount
these loans without recourse for as rcuch as 80 percent of any loss there-
on. The Reserve banks also have authority to grant commitments to dis-
count such loens. This maker, it possible for a member bank to hold in
its portfolio lor,ns which the Reserve bank is under obligation to take
over upon.request, and upon which t*»e Reserve benk assumes 30 percent of
any loss. . In other words the member- bank has an earning assetwhich is
insured 100 percent as to liquidity-.and 80 percent as to loss. This ar-
rangement is not restricted to member banks; it is open to non-members- as
well.
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Under the same section the Reserve tanks are authorised in excep-
tional cases, and when credit is not available from the usual sources/to
make such loans for working capital purposes direct to the borrower.

As of October 23, the Federal Reserve Bank of Cleveland had received
553 applications for working capital loans aggregating £17,000,000. Of
these, 141, aggregating §6,300,000, had teen approved. The Reserve bankfe
outstanding advances on that date were £1,800,000 and at the same time it
had commitments" outstanding for another Si,800,000.

These loans have been made to all kinds of enterprises, industrial
and commercial. In many cases they have been loans which bankers heve not
been accustomed to making, and which would not be made were it not for the
fact that the Reserve bank stands behind the bank which makes them. But
as it is, they constitute secure and liquid assets, yielding a good rate
of interest.

Currency issued by Reserve banks

Another activity of the Reserve banks is the issuance of Federal Re-
serve notes. These constitute the paper money authorized by the Reserve
Act for the purpose of supplying the country an elastic currency—that is,
a currency whose volume can be readily increased or decreased according to
the public demand for it. •"

Federal Reserve notes are obligations of the United States and are
secured by specific collateral pledged by the Reserve bank. The bank is
required to keep reserves in gold certificates at least oquul to forty
percent of the notes in actual circulation. The Federal Reserve tanks, of
course, do not supply the entire currency cf the country. The Government
issues silver dollars, minor coin and some paper money snd, until July of
this year, the National banks continued to have the privilege of issuing
National bank notes. The larger part of money in circulation, however,
consists of Federal Reserve notes.

A member bank that has satisfactory assets can always secure all the
currency that it needs. If it has a demand for more cash then it has in
its vault, it can readily obtain Federal Reserve notes at its Reserve
bank. It can borrow and take the proceeds in notes or it can draw against
its account -and, if necessary, restore the account to the required level
by borrowing. If it receives on deposit fron its customers nore currency
than it needs to keep on hand for current requirements, it can send the ex
excess to the Reserve bank to be added to its reserve balance.

The function of supplying elastic currency is important, but it is
less important than the lending power, because, as you know, currency
does not play a major role in present-day business transactions. About
ninety percent of our business is conducted by the use of checks. Cur-
rency is used, for example, for purchases at retail stores and filling
stations, for car fare, find for payrolls, but such uses account for only
about ten percent of the totel monetary transactions in the country. Such
fluctuations in the demand for currency as appear regularly on pay days,
during the period of Christmas shopping, and near holidays, are met com-,
pletely by the machinery provided by the Federal Reserve Act.
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Other activities of Reserve banks . •

Beside their work iri .holding the banking reserves of the country, in
making loans to member banks, and in supplying currency when needed, the
Reserve banks have other.important functions which facilitate the smoother
working of our financial machinery.

The Reserve bulks have greatly simplified the procedure vhereby bonks
collect checks drawn on other'banks. This has been very useful to busi-
ness in general beccuse it has permitted more prompt and cheaper settle-
ment of monetary transactions. The. Reserve banks in effect act as r, na-
tionwide clearing'house, not only for checks, but fcir other .credit items
such'as notes, drafts, bonds and coupons.

In order to effect the prompt transfer of funds from one part of the
country to another without actual movement of currency, the System main-
tains an inter-district Gold Settlement Fund in Washington. The fund was
established by deposits of the twelve Federal Reserve banks, tuid transfers
from one district to another are made daily by debits and credits to the
respective accounts of the Reserve banks.

The Federal Reserve System has centralized the work of the fiscal
agencies of the United States Government. The Reserve tanks act as fiscal
agents in connection with the issue" and retirement of Government debt and
as depositaries of Government funds in administering deposit accounts of
the Government in the Reserve banks.

Central control of credit policy

' I wish' to turn now from this discussion of the function's which the
Federal Reserve banks perform for the local banks and consider how these
activities tie in with the general responsibility of the System, through
its Board of Governors, .for the nation's credit policy.

When the Federal Reserve System was established it was realized that
for certain activities, particularly those related to local bonking con-
ditions, a regional organization was necessary. Only in this wey could
the System meet local bank needs in a.country r-s large as the United
States, with economic, conditions vuryins so much from one section to
another. Each regional" bank would have intimate knowledge of develop-
ments in agriculture, corrunerce end industry in its district and of the
district's special credit needs and problems. The principle was also
established by the original Federal Reserve Act tht-.t under the authority
of the Act and of regulations of the Board in Washington the Reserve
banks should have final responsibility in their dealings with member •
banks. " '

At the seme time, it was also realized that the credit policy of the
different Federal Reserve banks must.be coordinated GO that policies "
adopted in one district would not .be harmful to another. More than that,
there should be a credit policy for .the country as a whole which would
take account of general business and credit conditions. The direction
of this policy i3 the duty of the Board of Governors of the Federal Re-
serve System, which is the central organisation located in Washington*
The Board is aided by other organizations which work closely with it, the
Federal Advisory Council and the Federal Open Market Committee.
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Board of Governors of the Federal Reserve System

Experience has indicated that this power of the Board to effect the
expansion and contraction of the general supply of credit is of vital
importance to the country,, since the volume of credit is a factor in
determining the course of business, and proper changes in the cost and
volume of credit may tend to moderate excessive expansion or contraction
of business, or, in other words may reduce the danger of inflation and
defaltion.

The Board's ability to influence the volume of credit rests on three
important powers: the power to determine discount rates, the vjower to
change reserve requirements, and the power, exercisable through its
majority of members on the Federal Open Market Committee, to aetemine
open-market policies.

Discount rates

Discount rates are the rates charged by the Federal Reserve banks
on loans to member banks. These rates determine the cost of borrowing
by member banks and consequently have a bearing on the cost at which the
public can borrow from these banks. Indirectly they affect other rates
in the money market. Under the Federal Reserve Act changes in discount
rates are made by the various Federal Reeerve banks but are subject to
review and determination by the Board of Governors. This gives the Board
final responsibility over the discount rates, and enables it to keep the
cost of borrowing in the different sections of the country consistent
with general credit conditions for the country as a whole.

The new banking act strengthens the Board's power to control these
rates by making the further provision that discount rates must be sub-
mitted to the Board of Governors every fourteen days. This insures fre-
quent review of the rates.

Reserve requirements

The Board of Governors also has the power to change the reserve re-
quirements of-member banks. The volume of credit which any member benk
may extend is limited by the amount of reserves which are required ty law
to be maintained against its deposit liabilities- An increase xn die re-
serve requirements reduces and a decrease increases the potential volume
of member bank credit. Consequently the power to .change reserve require-
ments gives the Board an important means of controlling the general vojume
of credit. Formerly this power could be exercised only in the event of
an emergency arising out of credit expansion and then only with the ap-
proval of the President of the United States. Under the new act these
conditions are omitted. The power is to be exercised "order *°
prevent injurious credit expansion or contraction, provided that, reserve
^requirements may not be reduced below the present ^ f ™ « * ; • £ " * *
in the law nor increased to more them twice the amount of these legal

requirements.
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Open-market operations

The third important means of control over the supply of credit are
the so-c^lieci open-market operations, responsibility for which under the
new banking act will be vested -in a new Federal Open Market Coramttee.
This committee will consist of the seven menbers of the fcor.rd of Gover-
nors and five representatives of the Reserve- banks selected by the Re-
serve banks in different regions.

Open-market operations consist of the purchase and sale by Reserve
banks of certain classes of securities, chiefly Government obligations.
These operations have the effect of increasing or"• decreasing the supply
of credit available in the market. By selling"securities the Reserve
banks withdraw funds from the market and there is a decrease in the sup-
ply of credit. Through a purchase of securities a Reserve bank puts
funds into the market, thus tending to ease credit conditions. :- •

Purchases and sales of securities by the Reserve banks were unim-
portant in the early days of the System. It was not until 1922 that
they were large enough to affect the money market. At that tine it be-
came necessary to take Steps to coordinate purchases and sales so that
credit'conditions for the country as c whole would not be adversely ef-
fected . Gradually these purchases and'sales have become one of the most
important means wherety the System can take the initiative in influenc-
ing credit conditions; . '; "

The responsibility for determining vhat security transactions
should be undertaken and the authority for enforcing a" program were not
clearly defined by law until the new banking act. At the time this act
was passed an Open Market Committee consisting of representatives of the
twelve Reserve banks was authorized torpropose purchases and sales. Its
proposals were then submitted to the Federal Reserve Board, which had
the authority to approve or disapprove but not to initiate c. policy.
Even after purchases or sales by the Reserve banks had been agreed upon
by the cou-mittee and the Eoard, the boards of directors of the twelve
Federal Reserve banks throughout the country could frustrate the policy
by refusing to participate in its execution.

The new oct clearly places responsibility for determining open- •
market transactions on the new Open Market Cppmiittee and directs the Re-
serve banks to carry out the transactions detenrdned by this committee.
This is one of the most important changes in the Fed&rai Reserve System
which the new act introduces.

Other work of the Board

The Board of Governors has a variety of other duties which tie in
with its general responsibility for supervision of the System. • These
include the examination 'of Reserve "banks, passing on applications of
State banks end trust companies for membership" in the System, obtaining
condition reports from State member bejilcs, administration of those pro-
visions of the Clayton Anti-trust Act which relate to interlocking benk
directorates, regulation of the maximum rate of interest to be paid by
member banks on time aid savings deposits, regulations under the Secur-
ity and Exchange Act governing the margin requirements for loans on
securities listed on the stock exchanges, and maintenence and operation
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of the inter-district Gold Settlement Fund.

In carrying out its responsibilities it is essential that the Board
keep in touch with banking developments in. different parts of the coun-
try. In the organization of the System provision was made for regular
contacts between the Board and the various Federal Reserve districts•
One of the class C directors at each Reserve bank, designated by low as
the Federal Reserve agent, represents the Board at the bank and main-
tains an office of the Board at the ban!:. The Federal Advisory Council,
also provided by law, is made up of representatives of each Federal Re-
serve district and meets at least four times a year in Washington to con-
fer with th£ Board and to make recommendations, The Board also has meet-
ings in Washington with the chief executive officers of the Federal he-

• serve banks and with the Federal Reserve agents.

Information beering on credit policy

It has always been a part of the System's work to watch credit
. trends and to develop a better general understanding of the facts bear-
ing upon credit policy. Information bearing on banKing conditions
throughout the country and on production, employment, trade and prices,
has been regularly collected. In its monthly publication, the Federal
Reserve Bulletin, and in its Annual Reports, the Board has undertaken
from the beginning to give the public a comprehensive view of current
banking and financial developments at home and abroad and also to furnish
detailed information on conditions of banks throughout the country and
on the business situation, tach of the Federal Reserve banks elso
publishes a monthly review of the business and banking conditions in
its district.

There is no central bank in the world which mELkes available such ex-
haustive information on domestic banking and business developments and on
the formulation of its credit policy as that which is published by the
Federal heserve System.

The new act still further increases the publicity given to the
System's operations. It provides that records shall be kept of the
actions of the Federal Open Market Committee and of the Board on all
questions of policy. This information, together with the underlying
reasons, is to be published in the Annual Keports of the Board so that
the public may be able to study the reasons for the Board's decisions.
This should create better understanding and facilitate general coopera-
tion in support of credit policies. •

In the foregoing description of the System and its functions I have
had occasion to mention most of the important changes effected by the
Banking Art of 1935, but I think it is desirable to summarize them for
the sake of completeness. I omit reference to Title I of the .Act, for it
deals exclusively, with deposit insurance. I also omit reference to Title
III, for the changes it effects are mainly technical and by way of clear-
ing up previously existing provisions. The following changes are summar-
ized from Title II:

1. Or: March 1 next the chief executive officer of each Federal Re-
serve Bonk will be designated president instead of governor, and the
deputy governors will ba designated as vice presidents.Digitized for FRASER 
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2. The Eoard is given authority to waive in whole or in part the
statutory requirements relating to the admission of State members to the .
Federal Reserve System, if such waiver in necessary to facilitate the ad-
mission of eny State b..nk which is required to become a nember in 1%2 in
order to bo an injured bank or to continue to have its deposits insured.

3. The old designation of the Board as the Federal Reserve Board is
changed to Eoard of Governors of the Federal Reserve System. At the sane
time an important change in the composition of the Board is brought about,
to become effective February 1, next year. The Secretary of the Treasury
and the Comptroller of the Currency then cease to be members of the Board,
end the number of members is changed from eight to seven. Thereafter the
regular term of a member will be fourteen years, and no member having
served a complete term of fourteen years can be reLippointed. On February
1, the terms of all present members of the Board cease under the Act, so
that the President must by that time make appointments of all members of
the newly constituted Board, The title of the chief executive officer of
the Board is changed from Governor to Chairman.

4. The Eoard is required to kesp a complete record of the action
taken by the Board and by the Open Market Conimittee upon ell questions of
policy and of the reasons underlying such action and shall include a copy
of the records in its annual report.

5- The Federal Reserve banks may make advances to member banks with
maturities of not to exceed four months, secured to the satisfaction "of the
Reserve bank, and at a rate of interest not less thai 1/2 percent higher
than the Reserve beak's discount rate. This is the authorization I have al-
ready discussed which enables member banks to borrow from the Reserve tank
not merely on so-culled eligible paper, but on any good assets.

6. The Open Market Committee is made to consist of the members of
the Bourd snd of five representatives of the Reserve banks, and is given
definite authority over the open market operations of all the Reserve
banks.

7. The express stipulation is made that direct obligations of the
United States and obligations which are fully guaranteed by the United
States may be bought and sold by Reserve banks without regard to maturi-
ties, but only in the open market. This is to prevent direct purchases of
issues of government securities from the Treasury. "

8. Federal Reserve bank discount rates are required to be estab-
lished every fourteen days, oroftener if deemed necessary by the Board.

9. The Board of Governors, on the affirmative vote of four of its
members may by regulation change the requirements as to reserves to be
maintained against time and demand deposits by member banks; but the change
shall not make the required reserves less than now Established by law nor
more than twice that now required. Formerly the existence of an emergency
and the approval of the President were necessary conditions of such -action
by the Board.

10. National banks may make real estate loans up to 50 percent of
the appraised value of the mortgaged property for periods not exceeding
five yearsj except that if the loan is on an amortization basis it may beDigitized for FRASER 
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made up to 60 percent of appraised value end for a term of not longer
than ten years. Real estate loans must not exceed the capital and sur-
plus of the bank, or 60 percent of the bank's time and savings deposits,
whichever is greater.

Tliere ere two important changes effected under the new banking leg-
islation, and I should like in conclusion to emphasize them.

First there are the provisions that fix responsibility more defi-
nitely for the determination end direction of national credit policy
through control of open market operations, of discount rates, raid of re-
serve requirements.

Second there are the provisions that broaden the classes of member
bonk assets eligible as security for loans from Reserve banks, end en-
courage local banks to meet a wider range of credit needs in their com-
munities.

It must be recognized, however, that if the System is to Lchieve
as much as we all hope, it will need more than these new provisions. It
will need the cooperation of business men, bankers, and the general pub-
lic. For that reason I appreciate the opportunity I have had this eve-
ning of discussing with you the System's powers and purposes.
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1*3
Speech delivered before
Pacific Northwest Conference on Banking
under the auspices of the State College of Washington •
Pullman, Washington

• April 9, 1936 '

THE FEDERAL RESERVE SYSTEM AND THE BANKING ACT OF 1935

The four states v.hich are represented in this meeting - Washington,
Oregon, Idaho and Llontana - are remarkable for their highly diversified
resources. Among a host of other things, they produce beef, butter,
copper, fish, fruit, gold, grain, lumber, mutton, petroleum, and wool.
These products moreover are all important - they are not merely inci-
dental. The geography of your region is full of variety,. You span the
great Divide, and of your two great river systems, one carries you to the
Pacific and one toward the Atlantic. You have in Puget Sound and in the
mouth of the Columbia two of the greatest- of American harbors« You have
some of the most strikingly beautiful mountains in the world, and some of
the loveliest lakes. Furthermore, the fixed plant that has been built up
in your four states in the course of two generations is remarkable. You
have great irrigation systems, hydro-electric systems, mines, docks,
railways, and steamship lines. You have in abundance the things that
should maintain your people in comfort and make their lives interesting.

I am not telling you these things to flatter you. I am speaking of
them because they are the background to the banking of the region. Bank*
ing takes its character from the economic life in which it is carried on.
It adapts itself to what the people do, and their interests become the
banker's interests. . -

In one sense, banks are engaged in individual extensions of credit.
It is a question of one risk after another - who can be safely financed
and to what extent and on what security, and who can not. But that is
not all. In another and larger sense banks are constantly engaged in
moving the products of their regions out to the markets and consumers of
the world and in moving in to their own population the things it buys in
exchange. Here in the Palouse country where we are meeting, the bankers
eveiy year move the great wheat crop out to the ports and the mills. Over
in Wenatchee they move the great crops of apples. Down in the Snake River
valley in Idaho thqy move the crops of potatoes. Back in Billings they
move the wool-clip. The value of the products shipped from your four
states to the markets of the United States and of the .world is great, and
it is through bankers that these products are exchanged for what the peo-
ple of your region buy from the outside. During a long season of the
year you are financing your farmers, your stock men, your orchardists.
They are drawing on your reserves to meet the cost of equipment, of feed,
of labor, and of supplies. Then as their crops are marketed andJ*nds
are placed to your credit in Chicago, in New York, in San Francisco, and
other cities, your reserves again accumulate, and your customers are
ready for the new season. . - _ . •

It is unfortunate that people/generally fail to realize this funda-;
mental function of the banks. .. They think of the banks.as merely local
affairs, v,hichthey have a hard, time borrowing from a * . o n ^ s ^ ° n

b ^ ^
Year and a hard time repaying at another. They do not see that because
5 " J h T S S l 5 r S ! Si enabled to flow into the region to .pay them for •
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their products, and: is enabled, to floyf out again in payment for the prod-
ucts they buy elsewhere; They see. very plainly that steamers and railways
carry away their wheat, their fruit, and their wool, arid in exchange bring
in to them from other regions the clothing and the machinery" they-need,
but it is not so easy to see that without the system' of credit 'the system
of transportation would be of little use*

*..'•" - The importance of bank credit in the form of deposits is indicated by
"the fact that people almost invariably prefer it for payments in large
amounts, A farmer who is selling his year's crop usually expects' a check
and would be surprised and inconvenienced if he were paid in currency or
coin. The check represents bank"credit; and.when the farmer'takes.or-sends

.•it;to the bank, the. credit, goes" on the bank!s books under;his name.. The
• arrangement is safe and convenient.•' . •

But there is.far more to be 'said foir bank credit in the -farm of de-
posits "than that its use is convenient and safe. In our. economy -it has
•̂become indispensable. Without it how would it be. possible for the:peo-
ple, all over the United States and all over the world who use the^prod-
ucts of your region, to pay for the timber, the metals, the v/obl-clip,
ajid the salmon-pack,, which, you furnish them? Should currency be: shipped
in to pay for it all; and then shipped out again to pay for the carpets,
the tractors, and the securities that your people buy? . ' •

The'system of. bank .credit ties together, things that are far apart in
•space and time. It enables the cattle" and sheep raiser to build up his
herds and flocks over a period of years to the point of their greatest
value. It enables the farmer" to be paid for his wheat even when it is
eaten on the other side of the earth. It enables funds which are idle in
New York to be put to use in Spokane within a few momenta It enables -
the people of your region to. en joy the various products of regions dif-'
ferent from theirs, . " • • . .. " '

• . These things are possible because the system of bank credit covers'
the whole country like a net-v/ork of power lines, and supplies means of
payment wherever needed. Yiherever and whenever local bank reserves run
low, as must regularly be the case in a region which is predominantly-
agricultural, the, temporary" deficiency can be made up." Yihenever things
produced in one place are. paid for and consumed by people in another
place the system of bank credit makes it possible to effect the payment
readily. There is, however, one essential - the .credit must, be every-
where liquid and based on sound valuesj otherwise the'systett becomes
clogged and stops Viorking. The loss in that event is more than a loss
to local stockholders and depositors. The loss .is.'to the "cpmmunity whose
processes of production and consumption have-been/to some extent.dis-
rupted, v ' . .

Before 1911; this country had quite inadequate means of mobilizing
its bank credit. Every bank in the country constituted a separate pool
of credit - a pool that was not always adequate for'local purposes, and
yet that had no close connection by which it" could always be" replenished
swiftly and easily. The banking1 system bore the. same relation to what
we have now, as a scattered number of. independent power plants with po-
tential connections would bear to an articulated. power net-work. The
banks in regions such as yours were comparatively well of f under such anDigitized for FRASER 
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arrangement because, as I said in the first place, your economic activi-
ties are highly diversified. But in the south and back in the middle
west, where whole regions are dominated by a few great cash crops, and
where .e.ve;ryone is being paid at one period of the year and is paying out
the res.t of the time, the difficulties of mobilizing bank credit were
extreme.

It was such difficulties as these that led to the establishment of
the Federal Reserve System. They were difficulties that arose from the
fact that the nation-wide exchange of commodities and services - espe-
cially the inter-regional exchange - had to be accomplished with banks
whose interests and facilities were primarily local. In order that banks
might meet the requirements of their communities more adequately, they
needed closer interconnections with other communities, and a system
through which means of payment for their regional products might be al-
ways and unfailingly available. The Federal Reserve banks were estab-
lished to meet that need. They bind the 6,1*00 member banks of the coun-
try into a system which can make credit available for production and
trade wherever and whenever it is required and in any amount• Practically
all the functions which the Federal .Reserve banks perform were previously
performed in one way or another by different agencies, but it is believed
that they are now performed more systematically and smoothly than before,

II.

In the course of twenty-two years much experience and knowledge have
been derived from, the operations of the Federal Reserve System, Some
problems which the System was devised to remedy have now been settled and
others have taken their place. At the same time the conception. of cen-
tral banking functions has changed in many respects. The net result is
that the System presents in certain ways a different aspect from vihat it
did formerly.

Twenty-two years ago the ideas prevailed that the important func-
tions of the Federal Reserve banks were to furnish an elastic currency,
to lend to member banks which were short of money some of the reserve
funds accumulated by other member banks, and to curb the speculative use
of credit by rediscounting only paper representing self-liquidating com-
mercial transactions. These ideas now appear quite inaccurate or at
least inadequate. Furnishing currency is seen to be less important than
it was thought tote, because currency cuts a very small figure in the
total of payments that are made by people in their dealings with one
another. Ytfiat they use for the most part, as I have already indicated,
is bank credit in the form of deposits. The control of bank credit as a
whole is, therefore, of greater importance than the control merely of the
currency supplyj it is also incomparably more difficult.

In the second place, the reserve banks do not depend on the deposits
tfiich member banks maintain with them for the ability to make loans and
buy securities. They have the same kind of power you bankers have, to
acquire additional assets by entering deposit credits on your books in
favor of the person who discounts a note with you or sells you a bond or
a mortgage. Consequently, if a member bank's reserves are deficient, it
can turn over some of its assets to the reserve bank and receiver credit
to its reserve account. The reserve bank in such a transaction is notDigitized for FRASER 
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lending to one bank what1 it owes to another; it is exercising the familiar
banking power of paying for assets by the entry of deposit credit, " ; ;

In the third place, it is recognized that there "is no necessary con-
nection between the form in vfoich credit is procured from a bank and the ;

form in which it is used. Money may be borrowed on acceptances and yet be
used in the stock market* It may be borrowed on a real estate mortgage and
yet be used to buy merchandise. It may be borrowed on the security of
speculative stocks and yet be used to finance the production and shipment
of commodities. Consequently/ any discrimination for or against a certain
type of paper offered fcr discount does not mean that speculation is being
controlled or that cre'dit is beitig supplied for the ifeeds of cbsniKerce. The
task of controlling the use of credit is far more difficult.'than such a
supposition would imply. "'"',. .

The instrumentality that is* now considered the most important for the
control of credit is one that in the original res'erve act was given only
rudimentary attention. I refer to open market operations• These opera-.,
tiohs are important because they make it possible for the central banking1

organization - in this case the Federal Reserve banks directed by the Fed-
eral Open Market Committee - to exercise control over the volume of bank
deposits and reserves. This means control over the volume of "money11, or
means of payment, required by the people in their economic life.

The principle of open market operations is of course simple* If se-
curities, are sold in the market by the Federal Reserve banks, they must of
necessity be paid for with bank funds, for they will be bought either by
the banks; themselves or by bank customers. Consequently, in the process
of paying for them there will necessarily be- debits to be entered-against
the-reserve accounts maintained with the reserve bank by the member* banks#
Upon completion of- these entries, the reserve bank, reversing the process
by which it acquires certain assets and simultaneously increases the* '•
amount of credit outstanding on its books, will have disposed of certain
assets and'simultaneously decreased the credit outstanding. ' The Reserve
bank does not know in advance of its transactions what particular member
bank accounts will be affected nor by how much, but it knows that' if it
sells a million dollars worth of securities, approximately a million
dollars worth of available bank credit will be extinguished*

• • If, as a consequence, reserves are reduced'to a minimuni, the member
banks"are immediately impelled to restrict their-'extensions of credit,
for they cannot continue making loans and increasing" the deposit credit
outstanding on their books without incurring a deficiency' in their re-
serves. The result of the Reserve bank's action in selling securities,
therefore, is to curtail the lending power of member banks and to tighten
the money market* •

On the other hand, if securities are bought by the Reserve bank,
the result will be that in the process of paying for them the Reserve
bank vail have to credit the reserve accounts of member banks.-. Again
it does not know to what extent particular member banks will be af-
fected, but it does know that reserves -in general will be increased*
By the same token the lending power of the member banks will be' in- "
creased and general credit conditions will be eased. In the first
stages of a buying program, the effect will be to enable banks to pay ' "
off argr obligations they may owe, but if a buying program is continued
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long enough it may result it an accumulation of excess reserves, .

In addition to the effect upon the reserves of member banks," there
is also an effect upon bank deposits in general - even non-member bank
deposits; because/ if an investor or an institution buys some of the se-
curities sold by the Reserve bank, payment will ordinarily be made out
of a checking account and deposits vdll be decreased by so much. If, on
the other hand, the.Reserve bank is buying securities, and institutions
and individuals are selling to it, the payments made by the Reserve bank
vdll increase the deposit credit outstanding on the books of banks. Ac-
cordingly, banks which are not members of the Federal Reserve System and
banks which themselves have-not purchased or sold securities as a result
of the Reserve bank's action, will nevertheless be affected by it, either
in their reserves or in their deposits, or in both. . The money market as
a whole vdll be influenced, •

The effect of open market operations may be expressed in various
ways, according to what one considers the most important aspect. It may
be said when purchases are being made that funds are thereby being placed
at the disposal of member banks which can be used to pay off indebtedness
at the Reserve banks or-as a basis of additional'credit expansion. Con-
trariwise, it may be said, when sales are being made, that funds are be-
ing withdrawn from the member banks and that the latter are being com-
pelled either to increase their indebtedness at the Reserve banks or to
contract their loans and investments. It may be said, therefore, that
open-market purchases tend to encourage an expansion of credit and open-
market sales tend to encourage a contraction of it.

Turning to the other side of the balance sheet, it may be said that
open-market .operations have the effect of expanding or contracting bank
deposits and thereby of increasing or decreasing the volume of money, or
means of psyment, required by the people for the transaction of their
business. It may be said, without confining the statement to member
banks, that open-market operations increase or decrease the supply of
funds in the money market, and if they are timely, that they moderate any
tendencies either to tightness or excessive ease. All of these descrip-
tions are fair; all merely emphasize various aspects of what open-market
operations tend to accomplish.

So much for principle. In practice, of course, all kinds of .factors
may conflict with-a given program; just as all kinds of things may con-
flict with a man's attempt to drive his car straight through town without
stopping. The proper exercise of open market powers is an art. It re-
quires constant study of means and ends, and appraisal of the conditions
under v/hich a given program of action can be expected to accomplish its .
purpose, : •

The Federal Reserve banks at first attempted to carry on their open
market operations independently of one another, but it soon became clear
that their actions must be coordinated. Otherwise they might find them-
selves competing with one another, and in conflict as between their own
transactions and those transactions which as .fiscal agents of the Gov-
ernment they were conducting for the United States Treasury, Accordingly,
in 1922 a committee of Reserve bank officers was appointed for the purpose
of coordinating the operations. About the same time the purpose of the
operations was clarified,' The principle laid down was: "That the
time, manner, character, and volume of open-market investmentsDigitized for FRASER 
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purchased by Federal Reserve banks be governed vdth primary regard to the
accommodation of.commerce .and business and.-to-the effects such purchases
o r . s a l e s o n t h e g e n e r a l , c r e d i t s i t u a t i o n . " • .•••: ..••••• »:.-••••• o -.••

For some time prior to this there.had been a- tendency to allov/ pur-
chases and sales of securities to:be influenced by profit as an objective.
The'statement of principle which I have just quoted meant,a.definite aban-
donment of that objective. This was iij line with the general, policy of
central banks in conducting open market operationsj they do.so definitely
vdth.the idea of .correcting market tendencies and not .for-.the purpose- of
m a k i n g e a r n i n g s • • ' ..•••..• .*•...- ' • -: '

.The Banking Act of 1933 gave open market operations more-specific
recognition than they had had in the original ..Act. -1% .gave statutory-
standing to the Federal Open Market Committee, which by then comprised
one representative from each Federal Reserve bank. No Reserve bank could
engage in open market operations except in accordance vdth regulations
of the Board. At the same time the Act adopted substantially the same,
statement of purpose v/hich had already governed open market operations.-

The Banking Act of, 1935 gave still further attention to the ma-
chinery of open market operations and to recognition- of their importance.
The Federal Open Market Committee v/as reconstructed, to. comprise .the mem-
bers of the Board of Governors of• the Federal Reserve.System and five
representatives chosen regionally by the.twelve Federal Reserve.banks. ;-
This made the members of the Board constitute a majority of the Committee,
and marked considerable development away from the original informal ar-
rangements by which the Federal Reserve banks first conducted open market
operations on their own initiative and then under the direction of a Com-
mittee on which the Board was not specifically represented. Furthermore,
under the terms of the Banking Act of 1935* the Federal Reserve banks may
neither engage nor decline to engage in such operations except in accord*-
ance vdth the directions and regulations of the Committee. "

• i . . ••

Another requirement of the1 Act is that a complete record be kept
of the action taken on all questions of policy relating to1 open market
operations, including a record of votes taken in connection with the
determination of open market policies and a statement of the reasons
underlying the action taken, and-that this record be included" in the
Board's annual report. The publication of this record w3.ll give'the,
public an opportunity to study" the decisions as to open market policy" '
and credit.policy in general, and should help clarify public 'discussions
of national credit policy. It will also "accentuate the:individual sense'
of responsibility, for members of the Committee will be called on not'
only to decide on credit policy, but to give publicly the reasons'for
their decisions.

• i . • . " • ; ; • • • • " • ' V > . • ' . • • . . " • " • . " * • '

It is clear, I thinky-that as a result of experience and statutory '
amendments, open market operations ..-have taken *a far more :importarit place
in general credit policy than they f ormerly" :had. It is also clear, I
think, that open market operations1 have become• a more important :b> at" :

.least a more positive device of credit- control than discount tfaiSs.V.TOifxi
the Federal Reserve Act was adopted the prevailing idea probably was'that
discount rates were not' only the most definite nle'ans of credit control, '
but the most important. The thought was that1 as tanks felt more arid more;

• • • . ' . •
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demand from borrowers and went to the Reserve banks to procure the Amds
1 .'to meet it, they would encounter a rising discount ra'te, "which mould have
the effect of tempering the demand and preventing an excessive use of
credit.' Conversely, as conditions improved, business activity would be
'encouraged by the fact that banks could procure .funds to lend 'at a pro-
gressively lower rate. The most obvious difficulty vdth this theory*
however, is that banks have not shown a disposition to borrow "from the
Reserve banks in order to relend. Banks don«t like to borrow, and as a
general thing they won't borrow unless they have to, no matter how low
the discount rate is. Consequently, the effectiveness of the'Federal"Re-
serve discount rate is, by itself, rather limited. It is significant as
an index of the cost of credit, but it does not come into action other-
wise until a member bank finds it necessary.to replenish its reserves.
As I have- already'indicated, however, a member bank may be forced into
such a position as the result of sales of securities by the Reserve bank,
and the1 discount rate then becomes effective. .

'In other TOrds, an important difference between discount rates and
open market operations in practical effect is that open market operations
give the central banking organization the initiative in the control of
credit, v/hereas the discount rate by itself'offers the controlling au-
thority no handles to seize; it must bide its time passively until the
situation is so bad that demand for funds is voluntarily made. This de-
lay may seriously impair the power of the. Federal Reserve bank to help
the situation.

The Banking Act of 1935 made only one change in respect to discount
rates. This was to require that they be established every fourteen days
or oftener. It is not necessary that the rates be changed every time,
but they must at least be reviewed .and reestablished..

With respect to the reserves which member banks are required to
maintain, the Banking Act of 1935 makes a very important change, ty:sim-
plifying the conditions under which the Board of-Governors of the Federal
Reserve System majr"alter the amount of reserves which is prescribed in
the law. Prior to 1933> there was no authority, to change reserve re-
quirements administratively, but an act,of lJay.13 of that year empowered
the Board, with the approval of the President, to declare than, an emer-
gency existed and during the emergency to increase or decrease the re-
serve balances to be required. The Banking Act of 1935 allows reserve
requirements to b e changed by the Board without declaration that an
emergency exists and vdthout approval of the President. It does not per-
mit, however, requirements to be reduced below the percentages stated in
the statute" nor to be more than tfqubled. The purpose of any changte' made
in the requirements must be, in the-words of the.law, "to prevent injuri-
ous credit expansion or contraction.11

With this power to alter reserve requirements and with the change
by v/hich the members of the Board constitute a majority of the Federal
Open Market Committee, the Banking Act of 1935 definitely strengthened
and centralized the control, of credit. / Another movement in the same
direction was taken by the Securities Exchange. Act of 193U, which au-
thorized the Board- to regulate, the amount of security to be required on
margin accounts by stock.brokers and dealers and to regulate the-making
of loans by banks and others for the purpose of purchasing and carryingDigitized for FRASER 
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listed securities. These changes give the Governors of the Federal Reserve
System more effective powers for the control of credit than ever before.

On the other hand, the regional autonony of the Federal Reserve banks
in their relations with member banks is preserved. Generally speaking,
the Reserve banks are responsible for member bank relations and act as the
agencies, of system activities, -while the Board in Washington, with the help
of representatives of the Reserve banks, is responsible for central credit
and monetary policy. . ^ .

The Banking Act of 1935 also made important changes in the constitu-
tion of the governing body of the Federal Reserve System, which is no longer
known as the Federal Reserve Board, but as the Board of Governors of the
Federal Reserve System* The Secretary of the Treasury and the Comptroller
of the Currency ceased to be ex officio members of the Board February 1,
and provision was made for the Board to consist thereafter of seven members
appointed by the President, The members now in office have terms ranging
from 2 to lU years and upon the expiration of the present tenas all suc-
ceeding members will be appointed for terms of Ik years instead of 12 years
as under the previous law. As formerly, not more than one member may be
appointed from any one Federal Reserve district, and the President, in se-
lecting the members, is to "have due regard to a fair representation of
the financial, agricultural, industrial and commercial interests and geo-
graphical divisions of the country".

Since March 1, under the provisions of the Act, the chief executive
officer of each Federal Reserve bank has the title "president", instead
of "governor", and the title "vice-president" replaces that of "deputy
governor". Both the president and the first vice-president'are appointed
by the Board of Directors for a five-year term with the approval of the
Boaid in Washington. Formerly, as you know, the offices of governor and
deputy governor were not specifically recognized by statute.

The responsibilities of the Federal Reserve banks as fiscal agents
of the United States were not changed by the Banking Act of 1935, except
for a provision which permits the Reserve banks to buy government obliga-
tions only in the open marketj direct purchases from the Treasury are not
authorized.

III.

I think I have covered sufficiently the more prominent changes which
the Banking Act of 1935 made with respect to Federal Reserve functions,
and I vish to speak now of those features, of the Act which more directly
affect the operations of member banks.

The first of these has to do with lending powers.

Indirectly, the Act tends to broaden member bank lending powers" by
giving the Reserve banks authority to make advances to member banks on
any satisfactory security. The former provisions still stand as to paper
that is known under the original terms of the Federal Reserve Act "as "eli-
gible" for discount - paper, that is, which originates in connection with
industrial, commercial or agricultural transactions - and they also still
stand as to advances to member banks on notes secured by eligible paper orDigitized for FRASER 
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by Government obligations. The new provisions are added to these old
ones without altering them. Advances authorized by the new provisions
are simply required to be secured to the satisfaction of the Reserve
bank, to bear a rate of interest at least one-half percent above the Re-
serve bank's discount rate, and to have maturities of not more than four
months. At present, when the banks have large excess reserves, this new
provision in the law may not seem very important. But times may change.
If and when they do, the new provisions mean that, assuming a bank's as-
sets are good, the Federal Reserve bank will be able to advance money on
them, no matter what the type of paper, or the nature of the transaction!
in vihich they originated. In other word3, borrowing from the Federal Re-
serve bank has now been made possible on other than technical conditions
of eligibility alone. This is very important. Many banks in recent
years would have had much less trouble if they could have taken to the
Reserve bank some of their assets which were good, but not legally eli-
gible under the old terms of the law, instead of having to sacrifice them
on a demoralized market. Provision for such advances was first adopted
as a temporary, emergency measure in 1932, but the Banking Act of 1935
made it permanent.

The original provisions of the lav/ with respect to eligible paper
were based on the principle that since the liabilities of banks were
payable on demand they should be offset by short-term self-liquidating
paper based on specific transactions involving the exchange of goods.
. The amendments added by the Banking Act of 1935 are based on the princi-
ple that in fact American banks do not specialize in one type of credit
as against another. They deal in credit of all sorts. They combine long
term and short term credit functions. There is not enough short-term
commercial paper to fill more than a small part of their portfolios. They
accept the savings and time deposits of their communities and they also
hold long term obligations of their communities. The new provisions for.
eligibility make the Federal Reserve Act cognizant of these realities and
• adapt the powers of the Reserve banks to them.

In a more direct way, the Banking Act of 1935 broadened lending pow-
ers by liberalizing the conditions under which National banks may make
real estate loans. The old stipulation that the real estate upon which
such loans are made must be situated in the bank's Federal Reserve dis-
trict or within a hundred miles of the bank, has been removed; and loans
which are amortized are now permitted in amounts up to 60 percent of the
appraised value of the property and with maturities of as much as ten
years, provided installment payments are sufficient to repay at least
kO percent of the principal in that time.

The permissible aggregate of real estate loans which a national bank
may hold has been changed by the Act from 25 percent of its capital and
or 50 percent of its savings deposits, whichever is greater, to 100 per
cerST6£ its capital and surplus or 60 percent of its time and savings
deposits,'whichever is greater.

In connection with this subject of enlarged lending powers I want
also to mention the provision of the Federal Reserve Act authorizing
loans for working capital purposes. The provision is a. year older than
the Banking Act of 1935, ĵ ut belongs logical^ vith these more recent
ones I have just been discussing.. . . " ' .".
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Under this provision loans with maturities not exceeding.five years
which have been:made by-member banks or other financing institutions to
established industrial and commercial businesses in need of.working capi-

• tal luay be discounted by the Federal Reserve bank. Nor is that all; If
the member bank wishes to hold the loan, but wishes also to be assured
that it can be disposed of at any time if need be, a commitment may be
procured binding the Federal Reserve bank to take over the loan v:hen and
if requested to do So. It may also be arranged, that the. loan be taken over
without recourse for as much as" 80 percent.. Under such circumstances, the
member bank has a loan which is insured 100 percent as. to liquidity and 80
percent as to loss. This arrangement, however, is not restricted to mem-
ber banks; it is open to non-members as well. • . "

These loans have been made to all kinds of enterprises, industrial
.and commercial. In'marqr cases they have been loans which bankers have not
been accustomed to making, and" which would not have been made were it not
for the fact that the Reserve bank stands behind them..

I think I have now covered the changes of most general, interest that
were brought about by the Banking Act of 1935* but there are numerous other
provisions that it may be worth labile to mention without attempting to dis-
. cuss thenu " . • . .

.' First there is the matter of deposit insurance, which has been made
permanent on a basis similar to that originally adopted as temporary. As
you"know, insured banks are now subject.to an annual.assessment at a fixed
rate.'- one-twelfth of 1 percent of deposits .*• instead of being under un-
limited liability as would have been the case under the old permanent plan.
Insurance covers deposits up to $5*000 for any one depositor,' instead of.
$10,000 or more as the first permanent plan contemplated.

After July 1, 19i*2, no state bank with average deposits of $1,000,000
or more may be an insured bank without becoming a -member: of the Federal Re-
serve System, This provision had the effect of postponing required member-
ship for several years. At the same time, the Board was given the power
to waive in whole or in part the statutory requirements with respect to ad-
mission of State banks to membership. . • \

The. former prohibition against a member bank!s purchasing and holding
more than 10 percent of a particular issue of investment securities has been
eliminated, but the total of the obligations of one .obligor which may be
purchased and held by a member bank is reduced from 1$ percent of the bank's
capital and 25 percent of-its surplus .to. 10 percent .of its capital and sur-
plus. Banks are not required to dispose of securities lawfully held at the
time the law was enacted* It has also been made clear, in conformity with
previous rulings of the. Board and of.the Comptroller of#:]the Currency, that
member banks may purchase and sell stocks-for the account, of their customers.
They may not purchase and sell stocks for their own accounts, however.

Several important changes were made by the Banking Act of 1935 with
respect to affiliates and holding company affiliates o£ member banks. These
changes modify considerably the original requirements." When the first leg-
islation defining affiliates and requiring reports of them.was adopted in
the Banking. Act of 1933, -it- was undoubtedly .directed primarily at securi-
ties affiliates and affiliates farmed for the purpose of engaging in
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activities in which-member banks were either not authorized to engage or
in which it v/as not felt expedient for them to engage. The definitions,
however, were made extremely comprehensive, and as a result a very large
number of organizations were caught in a net that v/as never intended for
them. It frequently happened that banks were surprised to discover that
under the law they had "affiliates", .when as a matter of fact no such
idea v/as in their minds. A bank might find that it had as an affiliate
a corporation which belonged to an estate of which it v/as trusteej or it
might find that it had as an affiliate a corporation whose stock happenec
to be owned by persons v/ho ov/ned the bank's stock* There might be no fi*
nancial connection between the two and yet at every .call date a report
would have to be procured from the affiliate and published. The original
purpose of the law had been accomplished so far as affiliates dealing in
securities were concerned, for they all disappeared, but the number of
other affiliates reported to the Board was increasing - not because banks
were forming new affiliations, but because unknown and unintended af- :
filiations, quite accidental in fact, were constantly coming to light.

Under amendments made by the Banking Act of 1935 the Board and the
Comptroller of the Currency are now authorized to waive reports which an
not necessary to disclose fully the relations between a member bank and
its affiliate and the effect thereof upon the affairs of the bank. The
result of the new provisions will be to relieve a large number of banks
from the requirement originally imposed without exception.' Roughly
speaking, under the conditions of waiver that have been announced, or-
ganizations which are affiliates under the terms of the lav/ need not sub-
mit reports unless they are indebted to the affiliated member bank or un-
less shares of their stock or other obligations are owned by the member
bank in excess of certain minimum amounts. Reports of affiliations which
are based solely on ownership or control of an organization's, stock by a
member bank in a fiduciary capacity are also waived. This,' it is be-
lieved, has been welcome news to many banks. ̂  . . .

In addition, organizations which own or control the stock of a bank,
but are found by the.Board of Governors of the Federal Reserve System not
to be engaged as a business in holding bank stocks, have been exempted by
the law from the requirements imposed on holding company affiliates, ex-
cept in the matter of indebtedness to their affiliated member banks.
This provision has made possible a distinction between holding companies
organized for the purpose ,of holding bank stock, and companies which in-
cidentally own control of a bank, while their principal business lies in
a different field. . . . - • • . • .

Double liability on National bank stock issued after June 16, 1933*
was ended by the Banking Act of 1933, and under the Banking Act of 1935
National banks may terminate on July 1, 1937, or thereafter, the double
liability on stock issued prior to June 16, 1933. It is possible,, there-
fore, that aLl shareholders of active National b anks will soon be relieved
of personal liability on their shares. At the same time National banks
are required to accumulate a surplus equal.to the amount of their coimnon ;

capital. This change should be better both for bank shareholders and for
the public. Personal liability for bank shares has never been a satis-
factory protection to depositors, and it has placed a burden on share-
holders of banks not borne by shareholders of other corporations.
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There' are- several provisions which are of importance in connection
.with deposits and the-interest payable thereon. In the first place, the
rate of interest paid at offices of the Postal Savings- system is riot to
exceed.the: maximum that Federal Reserve regulations allow to be paid oh
•savings deposits by member banks in the same place; and postal savings de-
positories may deposit funds .on time with' inember banks subject to the pro-
visions, of-the Federal Reserve' Act and to regulations of the Board of Gov-
. ernors of the Federal Reserve System regarding payment of interest on time
deposits* In addition, the Federal Deposit Insurance Corporation was re-

• quired to forbid the payment of interest on demand deposits by insured non-
member banks, and to regulate the rate of interest paid by them on time and

. savings deposits. .This provision explicitly gave the Federal Deposit In-
surance Corporation authority with respect to non-member insured banks simi-
lar to that which the Board of- Governors of the Federal Reserve System has

. with respect to member banks, • The Act also repealed the former statutory
definitions of demand and time deposits; the Board of Governors is authorized
to formulate new definitions in their place, and to determine what is to be
deemed a payment of interest.

For the purpose of computing, the reserves which member banks are re-
quired to carry, amounts due from other banks (except Federal Reserve banks
and foreign banks) arid certain cash items in process of collection may now,
as you know, be deducted from gross demand deposits* As a result of this
change, country banks, which hold no balances" due to other banks, may now
make their deductions on the same basis as city banks, which hold balances

• due to other banks in large volume. •

I think it is not necessary to go further into details of the 1935 Act.
. They are numerous, but most of them that I have not mentioned are technical
and minute. " I have discussed the essential points of Title II of the Act,
and a few of -the more important points of Title I, which deals with deposit
insurance, and Title III, which mainly clarifies or modifies technical pro-
visions already in force.

You will realize that the changes effected by the lav; have necessitated
a great deal of work upon the regulations Tahich the Board has to-issue.
Regulations on new subjects have had to be prepared and old regulations have
had ,to be altered, • ' • - . . . .

. . . • IV."

The general results of the changes I have spoken of which have been
largely but not vJiolly effected by the Banking Act of 1935, may be sun-mar-
ized as follows:

In ibhe first place, the 6,i;00 member banks have broader lending powers,
.and the facilities of the Federal Reserve banks have been made available to
them on less technical and restrictive terms. • . •. .

Second, the Federal Reserve banks remain essentially unchanged in or-
ganization and function, though the importance of their central banking ac- '
tivities has been more clearly recognized. " • • * ":. *

• . . ' • • • . • , . ' ' • • .

Third, the Federal Open Market Committee has been given a'more effec-
tive position in the System and more definite authority*
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Fourth, the Board of Governors has been given larger powers and more
direct responsibilities, and the principles upon which the System is to
be administered have been more clearly developed.

I do not mean to imply that with these changes brought about by re-
cent legislation the task of credit control has been made easy. Far from
it. It is hard to imagine that the control of credit ever will be a sim-
ple matter. There are too many conditions affecting it. To mention only
one thing that has an important bearing on credit control, there has
never been a time when the membership of the Federal Reserve System in-
cluded as many as half the banks in the country. It does not now. The
majority of banks in the United States are outside the Systeiru Although,
it is true that the System includes most of the large banks and that it,
therefore, includes the bulk of the banking business of the countiy, still
from the point of view of the communities they serve and of relations
with other banks, the importance of the thousands of small banks which
are outside the System is not negligible. But I feel that in spite of
difficulties—indeed because of them, perhaps—there is a growing sense
of the importance of the System as an instrumentality of public service.
The function of central banking, which looks definitely to the public
good as a vhole, is one that legislation is more and more emphasizing.

What v/e are now seeking to do in the field of bank credit may well
be compared with what past generations attempted to do in establishing
coinages of uniform and honest value, in simplifying currency, and in
preventing.wholesale issues of counterfeit and spurious notes. In the
past, repeated efforts had to be made almost universally in order to
standardize and protect the legal-tender—efforts that were the more im-
portant because people more generally depended on paper currency and coin
for means of payment then than they do now. Today, with the increasing
use of deposit credit in our interdependent economic- system,the nature
of the monetary problem has changed again. Bank credit must be kept al-
ways available in adequate amounts for the monetary needs of the country.
Whether our problem is harder than those that previous generations had,
I vdll not pretend to say. In some respects it is the same, but in the
swift pressure of our economic life it is always presenting new aspects
even while we study it, and requiring the adaptation of the old instru-
mentalities to newly developed needs.
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Speech delivered before
Baltimore Chapter, American Institute of Banking
Baltimore, -Maryland
Aoril 17, 1936

THE BANKING ACT OF 1935 - TITLE II . .

The Banking Act of 1935 is divided in three parts. The first part,
Title I, deals exclusively with Federal Deposit Insurance. The third
part, Title III, comprises almost exclusively amendments intended to
clarify and correct previously existing provisions of the law, and is
chiefly of technical importance. The second part, Title II, makes
changes in the organization of the governing board of the Federal Reserve
System and in its authority to control credit. I shall limit myself to
discussion of the provisions of Title II. .

In general terms, I think the most important accomplishment of the
Banking Act of 1935 so far as the Federal Keserve System is concerned is
that it strengthened and clarified the lines of credit control. A few
changes affecting the organization and functions of the Federal Reserve
banks were made, but they were not changes in essentials. The most con-
spicuous of-these changes was that the title of President was given to
the principal executive officer. Formerly his title was Governor. The
title of Vice President now replaces the former title of Deputy Governor.
As you know, the former titles, Governor and Deputy Governor, were not
mentioned in the Federal Reserve Act. The office of Governor was origi-
naily created under the general authority which the Federal Reserve Act
gave the directors of the Federal Reserve bonks to arrange for such
officers as were necessary for the administrative work of the banks.
Originally, the only office specifically mentioned by the Act, other than
that of director, was that of Federal Reserve Agent and Chairman, with
assistant agents and deputy chairmen. The Banking Act of 1935 in designa-
ting the President of the Federal Reserve bank as its chief executive
officer merely recognized an arrangement that had.developed under gener-
al authority and that had proved itself desirable from the point of view
of Federal Reserve Bank administration.

The organization-of the governing board of the System was changed
considerably by the Banking Act of 1935. In the first place, the old
name "Federal Reserve Board" was changed to "Board of Governors of the
Federal Reserve System11. At the same time, the chief executive officer
of the Board was designated as Chairman. Furthermore, the number of
members of the Board was changed from eight to seven and all of these
members were medo appointive. Formerly, as you know, the Secretary of
the Treasury and the Comptroller of the Currency were ex offICXO mem-
bers of the Board.

The term of office of the members of the Board was formerly 12 years.
Under the new law, the terms of members now m office range from 2 to U
years and their successors in office will have terms of H years so
arranged that the term of one member will expire every 2 years. Since a
member who has served a fall term of U years is not * * ^ « ^
pointment, there will be a regularly recurring change m membership, one
member leaving the Board and a new one being appointed every 2 years,
unless more frequent changes occur from deaths or resignations.
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The more important chances* effected by;tfte 395?">ct, however, have
not to do with these matters of-organization so much as with the function
and authority of the governing Board in the field of credit.

The instrumentality that is now considered the.most important for
the control of credit is one that in the original reserve act was given
only rudimentary attention. I refer.to open market operations, with
respect to which very significant changes? were made by .the Banking .Act •
o f 1 9 3 5 . • •;; ;•' . ' ' . . . "..' ...•' •' •" • •

The principle of open market operations is of .course simple.- .If
securities are sold in the market by the Federal"Reserve banks, they,
must of necessity be paid for with bank funds,'for they will be-bought .
either by the banks themselves or ."by bcrik 'customers. Consequently, in .
the process of paying for them there will necessarily be debits to be
entered against the reserve accounts maintained with the reserve bank
by the member banks. Upon completion"of these entries,..the reserve . .
bank will have disposed of certain assets and siaiult&neously will have
decreased, the total amount outstanding to the credit of member banks •
in their reserve accounts. The Reserve bank does not know in advance
of its transactions what particular member, bank accounts will be af-
fected hbr by how much, but it knows that if it sells securities avail-
able member bank credit will be diminished. . . .

If, as a' consequence, reserves are reduced to. a minimum, the member
banks eire immediately impelled to restrict their extensions of credit,
for they'cannot continue making loans and increasing the deposit credit t.
outstanding on: their books without incurring a deficiency in their re- . .
serves. The result of the Reserve bank's action.in selling securities, .
therefore, is to curtail the lending power of member banks and to
tighten the money market. . . ' " . , . •

On the other hand, if securities are bought by -the Reserve bank, •
the result will be that in the process of paying for then the Reserve
bank will have to credit the reserve accounts of member .bariks." Again it.,
does not know to what extent particular member banks will be affected,
but it does know that reserves in general will be increased.. By the
same token the lending power of the..member banks will be/incireased and .
general credit conditions will be eased. In the.first stages-of a buy-
ing program, the effect.will:be to enable banks to pay "off any obliga-
tions they may owe, but if a buying program is continued long enough it
may result in an accumulation of excess reserves.

In addition to the effect upon the reserves of member! banks, there
is also an effect upon benk deposits in general - even non-member bank
deposits; because, if an investor or an institution buys some of the
securities sold by the Reserve ban]:, payment vill ordinarily be made out
of a checking account and deposits will be decreased by so much. If, .on
the other hand, the Reserve bank is buying securities, and institutions
and individuals are selling to it, the payments made. by.the Reserve bank
will increase the deposit credit outstanding on the books of banks..
Accordingly; banks which ai*e not members of the Federal Reserve System "
and banks" which themselves have not purchased or sold securities as a
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result of the Reserve bank's action, will nevertheless be affected by it,
either in their reserves or in their deposits,-or in both. The money
market as a whole will be .influenced.

In the early days of the System the Federal Reserve banks at first
attempted to carry on their open.market operations independently of one
another, but it soon became clear that their actions must be coordinated.
Otherwise they might find themselves competing with one another, and in
conflict as between their own transactions and those transactions which
as fiscal agents of the Government they were conducting for the United
States Treasury. Accordingly,.in 1922 a committee of Reserve bank
officers was appointed for the purpose of coordinating the operations.
About the same time the purpose of the operations was clarified. The
principle laid down was: "That the time, manner, character,.and volume
of open-market investments purchased by Federal Reserve banks be gov-
erned with primary regard to the-accommodation of commerce and business7

and to the effect of such purchases or sales on the general credit
situation."

For some time prior to this there had been a tendency to allow
purchases and sales of securities to be influenced by profit as an
objective. The statement of principle which I have just quoted meant
a definite abandonment of that objective. This was in line with the
general policy of central banks in conducting open market operations;
they do so definitely with the idea of correcting market tendencies
and not for the purpose of raaKing earnings.

The Banking Act of 1933 gave open market operations more specific
recognition than they had lad in the original Act. It gave statutory
standing to the Federal Open. Market Committee, which by then comprised
one representative frora each Federal Reserve bank. Ho Reserve bank
could engage in open market operations except in accordance with regu-
lations of the Board. At the* same time the Act adopted substantially
the same statement of purpose which had already governed open market
operations.

The Banking Act of 1935 gave still further attention to the machin-
ery, of open market operations and to recognition of their importance.
The Federal Open Market Committee was reconstructed to comprise the
members of the Board of Governors of the Federal Reserve System and five
representatives chosen regionally by the twelve Federal Reserve banks.
This made the members of the Board constitute a majority of the Com-
mittee, and marked considerable development away from.the original .
informal arrangements by which the Federal Reserve banks first conducted
open market operations on their own initiative and then under the direc-
tion of a Committee on which the Board was not specifically represented.
Furthermore, under the terms of the Banking Act of 1935, the Federal
Reserve banks may neither engage nor decline to engage in such operations
except in accordance liith the directions and regulations of the Committee.

Another requirement of the Act is that a complete record be kept of
the action taken on all cuostions of policy relating to open market
operations, including a record of votes taken in connection with the
determination of open market policies and a statement of the reasons
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underlying the actibri- taken, and that this recbrd be Included in the .. .
Board's annual reportV' The1 publication of this record will give .the-
public an opportunity to study the decisions ae to open market policy
and credit policy in general, and should help clarify public discussions
of .national credit policy. It will also accentuate the individual,
sense .of responsibility,, for members of the: Committee will be called on
not "only to decide on credit policy, but to give publicly.the reasons-,
for their decisions'. • • ' •

It is clear, I think, that as a result of experience and statur
tory amendments, open market1operations have taken a. far more impor- •
tant place in general credit policy than they formerly had. It is also,
clear, I'think, that open market operations have become a more import. .
tant or at least a more positive device of credit control than discount
rates. ' When the Federal Reserve Act-was adopted the prevailing idea
probably was that discount rates were not only the most definite means
of credit"control, but the most important. "The thought was that as
banks felt more and more demand from borrowers and went to the Reserve,
banks to procure the funds to meet it, they would encounter a rising
discount rate,..which would have the effect of tempering the demand and
preventing an excessive use of credit. Conversely, as conditions im-
proved, business activity would be encouraged by the fact'that banks
could procure"funds to lend at a progressively lower rate. The most
obvious'difficulty vith this theory, however/ is thet banks have not .
shown a disposition to borrow from the Reserve banks in order to relend.
Banks donft like to borrow, and as a general thing they won't borrow
unless they have to, no matter how low the discount rate is. Con-
sequently, the effectiveness of the Federal Reserve discount rate is,
by itself, rather limited. It is significant as an index of the cost •
of credit, but. it does not come into action otherwise until a member .
bank finds it necessary to replenish its reserves. As I have already .
indicated, however, a member bank may be forced" into such a position as
the result of ! sales of securities by the Reserve te,-nk, and the discount
rate then becomes effective. " " •-

.. . In other words, an important difference between discount rates and
open .market pperations in practical effect is thut open market opera-
tions give the central banking organisation the initiative in the .con^
trol.'.qf credit, whereas the discount rate by itself Offers the controll-
ing authority no handles to seize; it must bide its time passively until
the situation.is so bad that demand for funds is voluntarily made.
This delay may seriously impair the power of the Federal-Reserve bank *
to help the situation. . ' - . , • _ - .

With respect to discount rates the Banking Act of 1935 made only
one change. This was to require that they be established every four-
teen'days or oftener. It is not necessary that the rates-be changed., "
every time, but they must at least be reviewed arid reestablished. • .

.. With respect to the reserves which member banks are required to
maintain, the Banking Act of 1935 simplified the conditions "-under which
the Board of. Governors of the Federal Reserve System may alter the ••..
amount of reserves which is prescribed in the law. Prior to 1933, there
was no authority to change reserve requirements administratively,-but
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an act of May 12 of that year empowered the 3oard, with the approval of
the President, to declare that an emergency existed and during the
emergency to increase or decrease the reserve balances to be required.
The Banking Act of 1935 allows reserve requirements to be changed by
the Board without declaration that an emergency exists and without
approval of the President. It does not permit, however, requirements
to be reduced below the percentages stated in the statute nor to be
•-aore than doubled. The purpose of any change mede in the requirements
must be, in the vords of the law, "to prevent injurious credit expan-
sion or contraction."

T mentioned the requirement of the Banking Act of 1935 that a !

record be kept and published of the action teken with respect to open
market operations. The Act also makes a similar requirement with re-
spect to all questions of policy determined by the Board. A record of
action taken, of votes upon policy, and of reasons underlying decisions
is to be included in the annual report of the#3oard. "

The responsibilities of the Federal Reserve ..banks "as fiscal agents
of the United States were not changed by the Banking Act of 1935, except
for a provision which permits the Reserve banks to buy Government obligar
tions only in the open market; direct purchases from the Treasury are not
authorized. . >

I think that the foregoing covers sufficiently the more prominent
changes which the Banking Act of 1935 made with respect to Federal Re-
serve functions. There are also two provisions of Title II which bear
on member bank lending powers.

• Indirectly, the Act tends to broaden these powers by giving the
Reserve banks authority to make advt.nccvs to member banks on any satis-
factory security. The former provisions still, stand as to paper that
is known under the origins..! teivns of the Federal Reserve Act as "eligi-
ble11 for discount - paper, that is, vhich originates in connection with
industrial> canmercial*or agricultural transactions - and they also still
stand as to advances to member banks on notes secured by eligible paper
or by Government obligations. The new provisions are added to these old
ones without altering them. Advances authorized by., the new provisions
are sinply required to be secured to the satisfaction of the Reserve 'm
bank, to bear a rate of interest at least one-half percent above *the-:

Reserve bank's discount rate, and to have maturities of not more than
four months. At present, when the banks hcve large excess reserves, this
new provision in the law may not seem very important. But times may •
change. If and when they do, the new provisions mean that, assuming a
bank's assets are good, the Federal Reserve bank will be able to advance
money on them, no matter what the type of paper, or the nature of the
transactions in which they originated. In other words, borrowing from
the Federal Keserve bank has now been made possible on other than techni-
cal conditions of eligibility alone. This is very important. Many banks
in recent years would have had much less trouble if they could have taken
to the Reserve bank some of their assets which were good, but not legally
eligible under the old terms of the law, instead of having to sacrifice
them on a demoralized market. Provision for such advances was first
adopted as a temporary, emergency measure in 1932, but the Banking Act
of I935 made it permanent.
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The original provisions of the law with respect to eligible paper
were based'on the principle 'tfiat sitice the liabilities-of-tanks were pay-
able ori" demand "they should be offset- :by shorii-term sei-f-liquid^ting ;
papeV'based oh specific transactions" involving the exchange cjf goods-'
The amendments added by'the'Banking-Act 6f' 1935 are based sn the princi-
ple, that in fact American1 banks-Bo not* specialize ih: one t^pt- of-credit'
as Against another. They;deal irrcredit1 of all sorts.- They combine ••:
long term and short term credit .functions!• There is hot- enough short-
term commercial paper to fill'more'than p.--small .part of• their portfolios.
They'a'dcept the savings" and-' "time deposits of - their fcottmunities-and they
also hold long term obligations of their communities••• The new provi-
sions forjeligibility make the Federal Reserve Act cognizant of these
realiiies'and adapt the powers of-the Reserve banks to them.

' * " • • • * ' • • . . . " . • . • •

la a" more "direct way,-.the Banking Act of 1935 broadened lending
potters by liberalizing the conditions under which National banks* may
mdie real estate loans. The old stipulation that the real estate upon
which such loans are made must be fciturted in the bank>'s-Federal Reserve
district or within a hundred miles of the bank, has been removed; and
loans which" are amortized are now permitted in amounts up" to 60 -percent
of the appraised value- of the property and with maturities of cs much
as ten^years, provided installment payments are sufficient to repuy vX •
least 40' percent of the principal in that time. The Act-also increased
the permissible aggregate of real estate loans which a national bank •
may hold.

I think the principal effects of the Banking Act cf 1935 may be-
s u m m a r i z e d a s f o l l o w ^ : •"•••".

In the first place, while the Federal Reserve ban*cs remain essen-
tially unchanged in: organization and function, the importance of their
central banking activities has been more clearly recognised.

Second, the Federal' Open i-larket Cccimittee has1 been given a more
.effective position in the System and more definite authority. • - •

Third, the Board of Governors has been given larger powers and' •
more direct responsibilities, and-the -principles upon which the System
is to be'administered Thave been (more clearly developed. ••'••.• . ». •

Fourth, the 6i400.nieiuber "beriks have been given-broader lending ";
powers, and the facilities of the'Federal Reserve banks-have been'made .
available to them on less technical and'restrictive terms. ."••••.:
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Speech delivered before
Annual Convention of Maryland Bankers Association
Atlantic City, New Jersey
Ma:/ 22»_ 1936

THE FEDERAL RESERVE SYSTEM AND THE BANKING ACT OF 1935

: As I was on ny way here from Washington yesterday afternoon and was
turning over in my mind what I should be saying to you today, it oc-
curred to ne that I should by all means soy something about the richness
and diversity of the State of Maryland, which I was crossing. Cutting
across the state in a northeasterly direction through Baltimore toward
Philadelphia, I had on iny right hand a part of the state that I under-
stand is devoted largely to the pi'oduction of tobacco and of tomatoes
for canning. That part of the state also includes Chesapeake Bay with
its shipping and its production of sea food. It includes the Eastern
Shore with its fertile vegetable farms. It includes also the city of
Baltimore, with its important shipping, manufacturing, and distributing
activities.

To the left and running far out toward the west is another fertile
region largely devoted to the cultivation of vegetables and other farm
crops; and in the farther most counties, where the mountains rise, there
is coal, buckwheat flour, and maple syrup.

It is the production of commodities such as these that furnishes
the basis of the wealth of Maryland and of the business of its banks.
Your customers live largely by producing these commodities and exchanging
them for commodities produced outside.the state. In facilitating this
exchange, which is indispensable to the economic life of the state, you
bankers perform an essential function. You make it possible for the
tobacco, the sea food, and the vegetables produced in Maryland to be
shipped outside to other markets, and to be paid for in the simplest and
surest way. If it vere not for your instrumentality, and if all these
exchanges of goods had to be effected by the actual handling of currency,
the whole economic process would be disrupted. But, through the utiliza-
tion of bank credit, the process is facilitated.

This monetary function that you bankers perform involves your coop-
eration with one another. The banks not only of your state but of the .
country as a whole and even of the world constitute a net work of credit
connections by means of which the trade between different regions is
carried on. One of the most important steps ever taken in this country
in the way of making this net work more effective was the establishment
of the Federal Reserve Eanks. These institutions knit the banking busi-
ness of different conmunities and regions closely together so that inter-
regional and inter-conmunity pajiaents and exchanges can be smoothly ef-
fected. They help to bridge with credit the distances that separate
consumers fron producers, and the intervals of time that elapse between
production and' consumption - between seed time and harvest - between the
fabrication of goods and their delivery.

Instead of going into special phases of federal reserve policy, I
want to survey briefly but comprehensively the structure and functions of
the Federal Reserve System as a whole. This means I must mention many
things already quite familiar to you; I trust you will understand that I
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do so not because I underestimate your knowledge of the System, "but be-
cause I want to fill in the whole picture. .':.••.

The Federal Reserve Act, which in 1933 established the Federal Re-
serve Banks, is one of the most important piece3 of financial" legislation
ever passed in this country. It represented the decision reached after
many years of dissatisfaction with our banking and currency facilities,
brought to a head by the pahic of 1907; after a thorough study of banking
here and abroad by a National Monetary Commission established by Congress
in 1908; and after long and earnest public discussions of banking reform
over a period of twenty years or more.' Since 1913* on the basis of actual
experience and in response to new developments, numerous amendments have
been made to the original Federal Reserve Act. Curing the depression
changes were made by the Glass-Steagall.Act of 1932, the Emergency Banking
Act, the Banking Act of 1933 > the Gold Reserve Act of 1934, and other •
actQ. The most recent as well as.the most important of these is the Act
approved August 23, 1935.

Federal Reserve banks

The work of the System may be considered first from the point of view
of the Federal Reserve bank3 in their relations with the banking institu-
tions of the countiy, and then frcn the point of view of the broader re-
sponsibilities for credit policy which cone under the central organization
in Washington, now known, under the Banking Act of 1935, as the Board of
Governors of the Federal Reserve System.

The location of the Federal Reserve banks was not-'determined by Con-
grecs, but by the Secretary of the Treasury, the Secretary of Agriculture,
and the Comptroller of the Currency acting" as the Reserve Bank Organiza-
tion Committee. To this Committee Congress delegated the authority to
designate not less than eight nor more than twelve 'reserve cities and to
divide the continental United States into'a corresponding number of re-
serve districts. These districts, according to the law, were to be
apportioned with due .regard to the convenience and customary course of
business. They may be readjusted by the Eoard of Governors of the Fed-
eral Reserve System. In addition to the twelve reserve banks there are
now in all twenty^five branches and two agencies. The Federal Reserve
Bank of Richmond has branches in Baltimore and Charlotte.

All National banks were required to become members of the System,
subscribing to the capital stock of the Reserve banks, and depositing
their reserves therein. State banks were permitted to 'become members on
similar terms, provided they fulfilled, certain requirements as to capital
structure and as to the general nature of their business. This division
of the banks of the country into national and State banks, with different
laws, powers, and supervisory authorities, was a basic condition upon
which the Federal Reserve System was superimposed, and it is a basic con-
dition to which its operations have always had to be adjusted.

About forty percent of the banks in the countiy now belong to the
Federal Reserve System and these banks account for about seventy percent
of the country's banking resources. About 35 percent of the banks in
Maryland are members of the Federal Reserve System, and they hold about
50 percent of the banking business in the state. In the United States
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as a whole the member banks include 5,386. national banks and 1,001 State
banis and trust companies. The State" banking institutions whlclrare "
still outside the System are for- the most part small. There.are about
9,CCO non-membersj about 1,400 of then have deposits of less than
$100,000, and about 2,600 have deposits of less than 0250,000/

Under provisions of the Banking Act of 1935 State non-member banks,
with certain exceptions, having average deposits, of 01*000,000 or over,
.must become members of the Systen after July 1, 1942 or lose the right
of having their deposits insured with the Federal Deposit Insurance
Corporation.

The Federal Reserve banks differ from ordinary coiaraercial banks in
both their organisation and their functions. Their custouers are the
nenber banks who cake deposits with them and secure credit or currency
just as the public does with the local banks. Of the nine directors of
each Federal Ifeserve bank, three known as Class C directors are selected
• by the Board of Governors of the Federal Reserve System and six are se-
lected by the member banks,, three known as Class A directors represent-
ing the stock holding member banks, and three known as Class B directors
representing commerce, agriculture, or industry in the district. The
chief executive officer of the bank, designated as president under the
nev banking act, is appointed by the board of directors of the bank sub-
ject to the approval of the Board of Governors of the Systen• The legal
requirements for ownership and aanageraeat of the Reserve banks, there-
fore, recognise that their functions must be performed in the public
interest and that their management must take account of both the banking
and the general business interests of the region*

Holding member ban!: reserves

One of the purposes of the Federal Reserve Act was to provide in-
stitutions which would hold the reserves of the nation's banking system*
Before the establishment of the Federal Reserve System, National banks
were required to keep part of their reserves in their own vaults and
part on deposit in other banks, usually metropolitan banks. Banks in
the central reserve cities, however, of which there were then three, Hew
Yori:, Chicago and St. Louis, had to hold all their reserves in ca3h.
When there was a general and heorsy demand for funds, especially at crop
moving times, for example, and country banks everywhere drew down their
balances with their city correspondents, a situation was developed in
which a currency and credit crisis of greater or less magnitude might
readily occur. Country banks then had difficulty in getting money from
the city banks, and the public in turn had difficulty in getting money
fron the country banks and from the city tanks as well.

Now all member banks are required by law to keep their reserves on
deposit in the Federal Reserve bank of their district and it is the
business of the Reserve banks to supply member banks with credit or cash
in such emergencies. , • .

The required reserves vary with the type of deposit and the class of
of bank. Banks in central reserve cities, which now are only New York
and Chicago, are reauired by law to maintain reserves equal to thirteen
percent of demand deposits, that is, deposits which can be withdrawnDigitized for FRASER 
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without advance notice. For exmple, if a customer of a New York bank bor-
roWs $1,000, his deposit balance is credited with $1,000 and the bank in
turn must provide for $130 of. reserve deposit, at the.Federal Reserve Bank
of New York, unless prior to the loan it already had excess reserves-of
that amount, or more* Banks in so-called reserve cities, of which there
are about sixty, are required to maintain" reserves of ten percent against
demand deposits, and all other banks are required to maintain reserves of
seven, percent. Reserves of- three percent against time, deposits, are re-
quired to. be maintained, by all banks. Member bank reserve balances on
deposit with, the twelve Reserve.banks amount now to over $£,P00,.000,.000#
Because of unusual conditions, the total of these balances'is about tvdce
as much as the banks are required to have. • - :

Loans to member banks

The Reserve*banks also supply funds to member- banks either byredis-
counting paper or by making advances to member banks,, as provided by 3aw
and Board regulations, or by purchasing bills and securities, and entering
corresponding credits to the account of the member banks, .thus increasing
• their reserve balances. Member banks in turn can increase their loans to
the public in the aggregate by an amount several times the amount of the
additional reserves•

. The Federal Reserve Act, however, makes distinctions as to the char-
acter, of paper on .which loans may be obtained from the Reserve banks.' For
many years Reserve banks have had the power to discount only short-term
self -liquidating.commercial paper, that is notes, drafts, bills of exchange
and.bankers1 acceptances arising out of commercial, industrial and agricul-
tural transactions, and to make advances to member banks on their promissory
notes backed by paper eligible for discounter purchase or by United States
Government obligations. They were not authorized to make advances on.a vide
range of other assets which made up an important part of the total earnig
assets of banks. These included real estate loans, securities other than
those of the United States Government, and loans to business men which did
not meet the requirements of the narrows-defined eligible commercial paper.

As a result of many developments- in our financial organization, paper
-»vhich qualified for borrowing from the Reserve banks has constituted a con-
stantly decreasing proportion of the total- assets of member banks, ever since
the System was established. In 1929 it was only about twelve percent of
total loans and investments of such banks, and in 193U it was but eight per-
cent. Consequently, in 1931 and 1932 when the great liquidation occurred,
many banks with assets which were good but technically ineligible for bor-
rowing at Reserve banks, were obliged either to dump them-on-a falling mar-
ket, suffer severe loss and contribute to the deflation in values or to
close their doors. . . •

The new banking, act corrects this situation. It authorizes the Re-
serve banks to make advances to member banks for periods not exceeding
four months on any security satisfactory to the Reserve bank, at a rate
of interest at least one-half of one percent above the highest discount
rate in effect at the particular Reserve bank* This amendment modifies
and makes permanent the emergency legislation which it.was. necessary to
pass in 1932.
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In addition to the foregoing general, powers of discount and purchase
the Federal Reserve banks have special, powers" with respect to loans to
commerce and industry for working capital purposes. These powers are
granted by Section 13b of the Act. Under this section the Reserve banks
are authorized to discount loans made by member banks and other financing
institutions to established industrial anH commercial businesses for the
purpose of supplying working capital.. Such loans are to have maturities
of not to exceed five years. The Reserve banks are authorized to dis-
count these loans without recourse for as much as 80 percent of any loss
thereon. The Reserve banks also have authority to grant conmitments to
discount such loans. This makes it possible for a member bank to hold
in its portfolio loans which the Reserve bank is under obligation to take
over upon request, and upon which the Reserve bank assumes 80 percent of
any loss. In other words the member bank has an earning asset which is
insured 100 percent as to liquidity and 80 percent as to loss. This ar-
rangement is not restricted to member banks; it is open to non-members •
as well.

Under the sair.e section the Reserve banks are authorized in excep-
tional cases, and when credit is not available from the usual sources,
to make such loans for v.-orking capital purposes direct to the borrower.

As of May 13, the Federal Reserve Bank of Richmond had received
applications for working capital loans aggregating $214,000,000. Of these,
199, aggregating $13^000,000, had been approved. The Reserve bank's out-
standing advances on that date were $h> 200,000 and at the same time it
had commitments outstanding for another #2,l|C0,000« .

These loans have been made to all kinds of enterprises, industrial
and commercial. In many cases they have been loans Yhich bankers have
not been accustomed to making, and which vould not be made were it not
for the fact that the Reserve bank stands behind the bank which makes
them. But as it ±s'9 they constitute secure and liquid assets, yielding
a good rate of interest. • .

Currency issued by Reserve banks

Another activity of the Reserve banks is the issuance of Federal Re-
serve notes. These constitute the paper money authorized by the Reserve
Act for the purpose of supplying the country an elastic currency - that
is, a currency "whose volume can b£ readily increased or decreased ac-
cording to the public demand for it.

Federal Reserve notes are obligations of the United States and are
secured by specific collateral pledged by the Reserve bank.. The bank is
required to keep reserves in gold certificates at least equal to forty
percent of the notes in actual circulation. The Federal.Reserve banks,
of course, do not supply the entire currency of the country. The Govern-
ment issues other paper monqy, silver dollars and minor coin, and Nation-
al bank notes are still in circulation. The larger part of money in cir-
culation, however, consists' of Federal Reserve notes.

A member bank that has satisfactory assets can always secure all the
currency that it needs. If it has a demand for more cash than it has in
its vault, it can readily obtain Federal Reserve notes at its Reserve
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baftk; It can borrow and take the proceeds, in notes or it can draw against
its account and," if necessary, restore-the account to the,required level
by borrowing* • 'If it receives on deposit, from its customers more currency
•thatiit needs to keep on hand for current requirements, it can send the
excess to the Reserve bank to be added to its reserve balance.

The function of supplying elastic currency is important, but it is
less important than the lending power, because currency does not play a
major'role in present-day" business transactions. Abput ninety percent of
our business is conducted by the use of checks. Currency is us'ed, for ex-

.'ample, for purchases-at retail stores and filling stations, for car fare,
and for payrolls, but such uses account for only about ten percent of the
total monetary transactions in the ;country.. Such fluctuations in the de-
mand for currency as appear regularly on pay days, during the "period of
•Christmas shopping, and near holidays, are met completely by the machinery
provided by the Federal Reserve Act.

Other activities of Reserve banks
_i

Beside their work in holding the banking reserves of"the country, in
. making loans to member banks, and in supplying currency when needed, the
Reserve bsnks1 have other important functions vhich facilitate the smoother
working*of our financial machinery. •

The Reserve banks have greatly simplified the" procedure whereby banks
collect checks drawn on other banks. This has been very useful to business
. in general because it has permitted more prompt and cheaper settlement of
monetary transactions. The Reserve banks in effect act.as a nation-wide
clearing house, not only for checks, but for other.credit items such as
notes, drafts, bonds and coupons. .... . ! "V

In'order to effect the prompt transfer of funds from one .part of the
country to another without actual movement of currency, the System main-
tains an inter-district Gold Settlement Fund in Washington. The fund was
established by deposits of the twelve Federal Reserve banks, and transfers
from one district to another are made daily "by debits and credits to the
respective accounts of the Reserve banks.

The Federal" Reserve System has-centralized.the Work of the fiscal
agencies'of the United States Government* The Reserve banks act as fis-
cal agents in connection with the. issue and retirement of Government debt
and as depositaries of Government funds in administering deposit accounts
of the* Government in the Reserve banks.

Central control of credit policy . . . ''.'. • •

I wish to turn now from this discussion of ..the fjunctions' which the
" Federal' Reserve banks perform for. the local banks.and consider how these
activities tie in vd.th the general responsibility'of the System, through
its Board of Governors, for the nation1s credit policy.

. . IVhen the Federal Reserve System was established it was realized that
for certain activities, particularly those related to local balking con-
ditions, a regional organization was .necessary• Only in this way could
the System meet local bank needs in a country as large as the United
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States,' with economic conditions varying so much from one section to • -
another. Each regional- bank would have intimate knowledge of develop-
ments in agriculture,- coiunierce and industry in its district and of the
district's special credit needs and problems; The principle was also es-
tablished by the origi:>*I Federal Reserve Act that under the authority of
the Act and of regulatioM of the Board in vfashington the Reserve banks
should have final responsibility in their dealings with member banks.

At the same time, it was also realized that the credit policy of the
different Federal Reserve banks must be coordinated so that policies
adopted in one district wculd not be harmful to another. More than that,
there should be a" credit policy for the country as a whole vhich" would
take account of -general business and credit conditions* The direction of
this policy is the duty of the Board of Governors of the Federal Reserve
System, vhich is the central organization located in Washington. The
Board is aided by other organizations which m>rk closely with it, the
Federal Advisory Council and the Federal Open Market Committee,

Board of Governors of the Federal Reserve System

Experience has indicated that this power of the Board to affect the
expansion and contraction of the general supply of credit is of vital im-
portance to the country, since the volume of credit is a factor in deter-
mining the course of business, and proper changes in the cost and volume
of credit may tend to moderate excessive expansion or contraction of busi-
ness, or, in other words may reduce the danger of inflation and deflation.

The Board !s ability to influence the volume of credit rests on three
important powers: the power to determine discount rates, the power to
change reserve requirements, and the power, exercisable through its ma-
jority of members on the Federal Open Market Committee, to determine
open-market policies.

Discount rates

Discount rates are the rates charged by the Federal Reserve banks on
loans to member banks. These rates determine the cost of borrowing by
member banks and consequently have a bearing on the cost at which the
public can borrow from these banks. Indirectly they affect other rates
in the money market. Under the Federal Reserve Act changes in discount
rates are made by the various Federal Reserve banks but are subject to
review and determination by the Board of Governors. This gives the Board
final responsibility over the discount rates, and enables it to keep the
cost of borrowing in the different sections of the country consistent
with general credit conditions for the country as a whole.

The new banking act strengthens the Board's power to control these
rates by making the further provision that discount rates must be sub-
mitted to the Board of Governors every fourteen days. This insures fre-
quent review of the rates.

Reserve requirements

The Board of Governors also has the power t<? change the reserve.re-
quirements of member banks. The volume of credit which any member bank
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may extend is limited by the amount of reserves which are required by lav;
to be maintained against its deposit liabilities. An increase in the re-
serve requirements reduces and a decrease increases the potential volume
of member bank credit* Consequently the power to change reserve require-
ments gives the Board an important means of controlling the general volume
of credit. Formerly this power could be exercised only in the event of an
emergency arising out of credit expansion and then, only with the approval
of .the President of the United States. Under the new act these conditions
are 'omitted. The power is to be exercised in order to prevent injurious
credit expansion or contraction, provided that reserve requirements may

'not be reduced below the present requirements specified in the law nor in-
creased to more than twice the amount of these Igal requirements.

Open-market operations

The third important means of control over the supply of credit are
the so-called open-market operations, responsibility for which under the
new banking act will be vested in a new Federal Open Market Committee.
This committee will consist of the seven members of the Board of Governors
and five representatives of the Reserve banks- selected by the Reserve banks
indifferent regions.

"" Open-market operations consist of the, purchase and sale by Reserve
banks of certain classes of securities, chiefly Government obligations.
These operations have the effect of increasing or decreasing the supply of
credit available in the market. By selling securities the Reserve banks
withdraw funds from the market and there is a decrease in the supply of
credit. 'Through a purchase of securities a Reserve bank, pats funds into
the market, thus tending to ease credit conditions.

Purchases and sales of securities by the Reserve..banks were unimpor-
tant in the early days of the System. It was not until 1922 that they
were large enough to affect the money market. At that time it became
necessary to take steps to coordinate purchases and sales so that credit
conditions for the country as a whole would not be adversely affected.
Gradually these purchases and sales have become one of the most impor-
tant means whereby the System can take the initiative in influencing
credit conditions. ' [

The responsibility for determining what security transactions should
be undertaken and the authority for enforcing a program were not clearly
defined by lav; until the new banking act. At the time this act was passed
an Open Market Committee consisting of representatives of the' twelve Re-
serve banks was authorized to propose purchases and sales* Its proposals
were then submitted to the Federal Reserve Board, which had the authority
to approve or disapprove but not to initiate a policy.

" • The new act clearly places responsibility for determining open-market
transactions on the new Open Market Committee and directs the Reserve banks
to carry out the transactions determined by this committee. This is one
of the most important changes in the Federal Reserve System which the new
act introduces.

Other work of the Board

The Board of Governors has a variety of other duties which tie inDigitized for FRASER 
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with its general responsibility for supervision of the System. These in-
clude the examination of Reserve banks, passing on applications of State
banks and trust companies for membership in the System, obtaining condi-
tion reports from State member banks, administration of those provisions
of the Clayton Anti-trust Act which relate to interlocking bank direc-
torates, regulation of the maximum rate of interest to be paid by member
banks on time and savings deposits, regulations under the Security and
Exchange Act governing the margin requirements for loans on securities
listed on the stock exchanges, and maintenance and operation of the in-
ter-district Gold Settlement Fund.

Information bearing on credit policy

It has always been a part of the System's work to watch credit trends
and to develop a better general understanding of the facts bearing upon
credit policy. Information bearing on banking conditions throughout the
country and on production, employment, trade and prices, has been regu-
larly collected." In its monthly publication, the Federal Reserve Bul-
letin, and in its Annual Reports, the Board has undertaken from the be-
ginning to give the public a comprehensive view of current banking and
financial developments at home and abroad and also to furnish detailed
information on conditions of banks throughout the country and on the
business situation. Each of the Federal Reserve banks also publishes a
monthly review of the business and banking conditions in its district.

There is no central bank in the world which makes available such ex-
haustive information on domestic banking and business developments and
on the formulation of its credit policy as .that which is published by the
Federal Reserve System.

In the foregoing description of the System and its functions I have
had occasion to mention most of the important changes effected by the
Banking Act of 1935* but I think it is desirable to summarize them for
the sake of completeness. I omit reference to Title I of the Act, for
it deals exclusively with deposit insurance, I also omit reference to
Title III, for the changes it effects are mainly technical and by way of
clearing up previously existing provisions. The following changes are
summarized from Title II:

1. Since March 1 the chief executive officer of each Federal Reserve
bank is designated president instead of governor, and the deputy gover-
nors are designated as' vice presidents.

2. The Board is given authority to waive in vhole or in part the
statutory requirements relating to the admission of State members to the
Federal Reserve System, if such waiver is necessary to facilitate the ad-
mission of any State bank which is required to become a member in 191*2 in
order to be an insured bank or to continue to have its deposits insured.

3. The old designation of the Board as the Federal Reserve Board is
changed to Board of Governors of the -Federal Reserve System. •• An impor-
tant change in the composition of the Board became effective February 1
when the Secretary of the Treasury and the Comptroller of the Currency
ceased;to be members, and the number of members was changed from eight to
seven. The regular term is now fourteen years, and no member having
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served a complete'term of fourteen years caribe reappointed. The title
of the chief executive officer of the Board has"been changed from Gov-

• ernor to Chairman. ' ': " • "

"• " iit The Board is required to keep a complete record of the action
taken by the Board and by the Open Market Committee upon all questions
of policy1 and of the reasons underlying such action and to include a copy
of the records in its annual report. :

5# The Federal Reserve banks may make advances to member banks vdth
maturities of not to exceed four months, secured to the satisfaction of
the Reserve bank, and at a rate of "interest not less than 1/2. percent.'
higher than the Reserve bank's discount rate. This is the authorisation
I have already discussed vJiich enables member banks to -borrow from the
Reserve bank not merely on so-called eligible paper, but on ar̂ y good as-
'sets.

6. The Open Market Committee is made to consist of the members of
the Board and of five representatives of the Reserve banks, and is given
definite authority over the open market operations of all the Reserve banks.

7« The express stipulation"is made that direct obligations of the
United States and obligations ttfiich are fully guaranteed by the United States
may be bought and sold by Reserve banks without regard to maturities,' but
only in the open market. This is to prevent direct purchases of issues of
government securities from the Treasuiy#

8. Federal Reserve bank discount rates are required to be established
eveiy fourteen days, or oftener if deemed necessary by the Board,

9* The Board of Governors, on the affirmative vote of four of its
members may by regulation chapge the requirements ̂ as to reserves to be main-
tained against time and demand deposits t>y member banks; but the change
shall not make the required reserves less than now established by lav/ nor
more than twice that now required. Formerly the existence of an emergency
and the approval of the President were necessary conditions of such action
by the Board. • . ,• • .

10. National banks may make real estate loans up to 50 percent of the
appraised value of the mortgaged property for periods not exceeding five
years j except that if the loan is on an amortization basis it may be made
up to 60 percent of appraised value and for a term of not longer than ten
years. Real estate loans must not exceed the capital and surplus of the
bank, or 60 percent of the bank's time and savings deposits, whichever is
greater.

There are two important changes effected under the new banking legis-
lation and I should like in conclusion to emphasize them.

• First there are the provisions' that'fix responsibility more definite-
ly for the -the determination and direction of national credit policy through
control of open market operations, of discount rates, and of reserve require-
ments. • • . • : • .. • . . • " . . • . .

Second there are the provisions that broaden- the classes of -member bank
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assets eligible as security for loans from Reserve banks, and encourage
local banks to meet a vdder range of credit needs in their communities.

It must be recognized, however, that if the System is to achieve as
much as we all hope, it vail need more than these new provisions• It
will need the cooperation of business men, bankers, and the general pub-
lic. For that reason I appreciate the opportunity I have had of discus-
sing with you the System's powers and purposes.
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Speech delivered before
Seattle Convention, American Institute of Banking
Seattle, Washington • .
June 9.1936

THE FEDERAL RESERVE SYSTEM AND THE BANKING ACT OF 1935

In speaking before the American Institute of Banking it ia appro-
priate to stick to facts and fundamentals.

I want to describe the Federal Reserve System from the point of view
first of the Federal Reserve Banks and then from the point of view of tte
Board of Governors in Washington, and in passing to indicate such changes
as were effected by the Banking Act of 1935.

Federal Reserve Banks

The Federal Reserve Banks have direct relations with about 6,400
banks which are members of the Federal Reserve System. This is less than
half the banks in the country. However the banks which belong to the
System do about 70 per cent of the banking business of the country; and
the proportion of the total banking business handled by them has shown in
recent years a strong tendency to increase.

Holding Member Bank Reserves

The fundamental purpose of the Federal Reserve Banks is to hold re-
serves of member banks. Before the establishment of the System it was
long recognized that one of the greatest weaknesses of our banking was
the lack of a scientific system of reserves. The requirements for na-
tional banks thirty years ago, for example, just before the panic of
1907, - which had much to do with bringing about the establishment of the
Federal Reserve Banks - was that each country bank should keop reserves
of 15 per cent, of: which at least 6 per cent was to be kept as cash on
hand end the rest on deposit in correspondent banks in reserve or central
reserve cities. National banks in reserve cities had to keep reserves of
25 per cent, at least 12| per cent in cash and 12£ per cent on deposit
with correspondent banks in central reserve cities. There were three
central reserve cities: New York, Chicago, and St. Louis. The banks in
these cities had to keep reserves of 25 per cent - all in vault cash.

The percentage of reserves which such banks are now required to keep
on demand deposits is 7 per cent for country banks, 10 per cent for re-
serve city banks, and 13 per cent for central reserve city banks; and on
time deposits all banks must keep 3 per cent.

The great difference, however, is that whereas at that time the banks
partly kept their legal reserves in their own vaults and partly kept them
with one another, and had no certain means of augmenting their reserves
except when everything was easy, the banks now have to keep their legal
reserves with the Reserve Banks and they have in the Reserve Banks a means
of augmenting their reserves by the discount or sale of assets.

The Federal Reserve System substitutes a flexible arrangement for a
rigid one; and a bank with sound assets can no longer find itself without
the means of maintaining its reserves.
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These conditions remain the same substantially as they were in the
original act. With respect to the assets which a bank can discount at
the Federal Reserve Bank, however, the law has made important changes.

Lending Powers

The original act sought to encourage banks to make commercial loans
and it therefore definitely discriminated in favor of such loans by
limiting the class of paper eligible for discount. This comprises, in
the words of the act, "notes, drafts, and bills of exchange issued, or
drawn for agricultural, industrial or commercial purposes." Moreover,
such paper, to be eligible, had to mature in three months or less from
the time of discount, except that agricultural paper might mature' in six
months.

Whatever the intention, this limitation did not in fact result in
a.preponderance of such paper, in the portfolios of banks. On the con-
trary eligible paper has showed for many years a tendency to occupy
relatively a smaller and smaller place among bank assets. In 1929 it
was only about 12 per cent of loans and investments of member banks, and
in 1934 it was only 8 per cent. This change is due to a variety of
factors. In the large it represents the fact that American banks, in-
stead of specializing in any one type of credit, have tended to deal in
all kinds of credit, long term as well as short, required by their com-
munities. The effect of this was to limit the power which it was ori-
ginally intended that the Reserve Banks should have, of enabling banks
with sound assets to maintain their reserves. Consequently, banks which
still needed to convert assets into reserves after having discounted
their eligible paper were often forced to dump other sound assets on the
market and get what they could.

The Banking Act of 1935 sought to correct this condition by amend-
ing the Federal Reserve Act to authorize the Federal Reserve Banks to
make advances to member banks for not to exceed four months on any .se-
curity satisfactory to the Reserve Bank. Previous legislation had al-
ready enlarged the lending powers of the Reserve Banks, but this change
went farthest by making it possible for a member bank to discount any°
sound asset at the Reserve Bank regardless of type.

Currency

At .the time the Federal Reserve Act was adopted, probably its most
important purpose in most people's minds was to furnish an elastic cur-
rency. The difficulties at which the System was ained were thought of
mainly as currency problems and not as credit problems. It is now gen-
erally recognized, however, that the supply of* currency is principally
a routine matter that presents no difficulties so long as credit and
banking conditions are sound.

This brings me to the matter of general credit control and to the
functions which pertain largely if not mainly to the Board of Governors
of the Federal Reserve System.

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



77

Discount Rates

The establishment of discount rates as authorized by the Federal Re-
serve Act is partly the responsibility of the Federal Reserve Banks and
partly the responsibility of the Board of Governors. The Reserve Banks,
in the words of the act, are to establish the rates "subject to review
and determination of the Board". Since discount rates affect other rates
in the money market and since the rate in one district should take into
account the rates in other districts, the Board has to consider the ques-
tion from the point of view of general credit conditions. It has, there-
fore, the final responsibility.

The Banking Act of 1935 strengthened the Board's pover by requiring
that rates be established every fourteen days or oftener. It is riot
necessary that the rates be changed every time, but they must st least be
reviewed.

The great limitation upon discount rates as a means of general credit
control is that they are not effective except as banks voluntarily seek
to discount their paper. When the Federal Reserve Act was adopted the imr
portance of this limitation wars not fully realized, and discount rates
were generally regarded as the most prominent means of credit control. At
the same time a device that is now regarded as most important received at
that time very little consideration• This is open market operations.

Open Market Operations

Open market operations are now regarded of great importance because
they are not subject to the limitation just referred to. They enable the
central banking organization to take the initiative instead of having to
wait on individual banks to take the initiative. Moreover, their effect
is comprehensive rather than local.

Open market operations consist of purchases and sales of securities -
mainly government securities - by the Federal Reserve Banks. By selling
securities the Reserve Banks withdraw funds from the market and there is
a decrease in the supply of credit, because as the securities are paid for
the reserves of member banks are diminished. By purchasing securities the
Reserve Banks put funds into the market, and tend to ease credit, because
their payments increase the reserves of member banks.

It was not till 1922 that open market operations became large enough
to affect the money market. As a result of war financing the Federal debt
had increased from one to twenty-six billions with a correspondingly large
volume of government securities. It then became necessary for the indivi-
dual Reserve Banks to coordinate their purchases and sales. Accordingly a
committee was formed for that purpose. At the same time it was definitely
established that the purpose of the operations was not profit but control
of credit. The principle was.as follows:

That the time, manner, character, and volume of open
market investments purchased by Federal Reserve Banks be
governed with primary regard to the accommodation of commerce
and business and to the effect of such purchases or sales on
the general credit situation.
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The Banking Act of 1935 gave statutory recognition to the Federal
Open Market Committee, and forbade any Reserve Bank to engage in open
market operations except in accordance with regulations of the Board.
At the same time the Act adopted substantially the s*uae statement of
purpose as had already governed the operations.

The Banking Act of 1935 went still further. It directed that the
Federal Open Market Committee should consist of all the members of the
Board of Governors and five representatives chosen by the Federal Eeserve
Banks regionally. This was a definite centralization of control.

Reserve Requirements

The Banking Act of 1935 increased the.Board's power in another re-
1 spect also by authorizing it to change the. statutory .reserve requirements,
which have already been mentioned. The Board may increase them to as
much as twice the present requirement, but may not lower them below the
present. This is a very important power because the volume of credit
which any member bank may extend is limited by the amount of reserves it
is required to hold.

Formerly this power could be exercised only in emergency and with
the approval of the President of the United States. The matter is now
one-simply of the Board's discretion.

Other Changes

The most important changes effected by the Banking Act of 1935 have
been covered in the foregoing* A few others may be mentioned.

The title "president" was given to the chief executive officer of
each Federal Reserve Bank instead of the former title "governor11.

The old designation "Federal Reserve Board" was changed to "Board
of Governors of the Federal Reserve System", and the title of the chief
executive officer of the Board, which was formerly "governor", waa ,
changed to "chairman". • • '...'."

The ex officio membership of the Secretary of the Treasury and the
Comptroller of the Currency was discontinued and appointment of seven
appointive members was authorized.

Other Activities . . .

The Federal Reserve Eanks and the Board of-Governors have a vraiety
of duties which cannot be mentioned in brief space. Notable among these
is the compilation and publication of information bearing on banking and
credit conditions, here and abroad, and including, data on production, em-
ployment, trade, and prices. In the Federal Reserve.Bulletin, which is
published monthly, and in the Annual Report of the Board, a comprehensive
view is presented of the current banking and financial situation. Each
of the Federal Reserve Banks also publishes a monthly review and an an-
nual report.
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No other central banking organization in the vorld makes available
such comprehensive information on domestic banking and business develop-
ments, and on the considerations taken into account in formulating credit
policy, as does the Federal Reserve System.
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Speech delivered before
Michigan Bankers Association Convention
Mackinac Island, Michigan
June. 2?,, 1936'

hr. Chairman and Ladies and Gentlemen: I did not" know until just
th©-day before yesterday that I would be here, this morning. • I got in"
touch vdth iir. Brurtdage, and told him that inasmuch as.a member of the
Board was expected here, we felt it our duty to send someone. After I
returned from the Coast,-where1 I had spoken in Seattle., Spokane, Portland
and other places, I was the one chosen, and it has given me much pleasure
to come, I am glad to be vdth you this morning, but I am sorry I cannot
stay, with you throughout the day, tomorrow aid the day following., but have
to return immediately to the East,"

It is important for members of the Board to attend conventions, es-
pecially a Jubilee Convention. It is important for members of the Board
to meet with.bankers, as v;ell as businessmen and industrialists. It is
important for us to bet information directly, so that we might be able to
prepare ourselves for the various tasks which confront us in Washington
from day to day, principally on matters of regulation. It is difficult
to adopt regulations' of one kind or another in Washington after a law has
been passed by Congress, unless one knows something of the actual condi-
tions which face bankers, businessmen, industrialists and farmers .through*
out the country. That is the reason that we find it necessary, rand also
very pleasant, to come out and meet you, talk to you and get from you
whatever .information we can, and take it. back to" Washington.

There is not anything in what I shall say this morning that will make
a front page story. I will express no opinions whatsoever. I shall be
purely factual in what I have to say.

It is important likewise for us not only to discuss the different
matters that confront us from time to time, but it is important for us
. also to meet you here, not only you individually, but to hear the other
speakers' on your program, because in that way we get something of exist-
ing ideas and conditions throughout the country, and we are able to ad-
just ourselves to them.

You know after being in Washington for a certain pericd of time, one
is apt to think or feel that because the laws are made there, and because
regulations'are adopted there, perhaps we are a sort of a power in our-
selves. T/e are not. uihatever we do must be based upon what you do.
Therefore, it is important for-us to know -what you are doing. Very fre-
quently, too, we hear frank discussions, v/hich'are very important for us
to hear.

Tie are much in the position of the fellow who went back to his home
town, down in Indiana, after he had served two or three years in Washing-
ton, in the Cabinet of the President of the United States, many years ago;
and after arriving in his home town, he naturally looked for some of the
people that he had known when he had lived there. He saw an old character
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coming down the street, and walked up to him and said, "Do you remember
me?" The chap said, "Sure, I remember youj you are Hr. So-and-So." "You
remember that I left here mary years ago?" He said, "Yes, not so many,
about three years ago you left here." "Well, do you know where I am now?"
This fellow said, "Yes, you are in Washington," "Well, do the people out
here know that I am in Washington?" "Yes, the people here know that you
are in Washington." "Do they know that I am the Attorney-General, in the
Cabinet of the President of the United States?" "Yes, they know that.
They all know that." "Well, what do they say about it?" This man looked
at him and said, "Oh, they just laugh, that is all."

That is about the size of it.

. I have not had time to prepare a speech. I shall, therefore, dis-
cuss with you, not off the record, but extemporaneously, the provisions
of the Banking Act of 1935.

I am sorry that lir. filler is not here to speak to you on "fconey."
He would have delivered a very fine address on that subject.

Now, if I repeat some of the things that you already know about the
Banking Act of 1935* I shall have to ask you to pardon me. But if I
mention some of the other things that perhaps you do not recall at the
moment, then I do so for the purpose of keeping them in mind constantly.

In the preparation of our regulations, one must remember that we do
no prepare them because we want to bind the bankers in their operations,
we get out regulations simply because we have to. The laws are passed by
Congress, and not by the Board. After they are passed by Congress, we
naturally have to send out to the bankers, to member banks, something
that is of a specific nature, and has to do with the administration of
that particular law. Frequently, therefore, in order to cover nearly
every imaginable case that might arise under that law, the regulations
are rather lengthy and appear to be complicated, and it is not so pleas-
ant for a banker to have a very lengthy and very complicated regulation.
But the regulations cover many possibleemergencies that might or might
not arise under the law.

On the other hand, if you adopt a regulation that is short, simple,
and broad, it, of itself, of course, brings into Washington a great many
requests for interpretation. -±s each case arises, there is a request for
interpretation of that particular.part of the regulation. So rulings are
sent out through the Federal Reserve banks to the member banks, and the
shorter the regulation, the more numerous the rulings under the regulation;
so that whether you begin with a long regulation.in the first place, or
whether you begin with a short regulation in the first place, you finally
end up with about as many provisions either in the regulation, or in the
form of rulings. In each section of the Act we have different conditions,
and different practices, and in order to meet these different conditions
and these different practices, different interpretations of the regula-
tions are necessary.

Now, that is vhy it is so important for us to keep daily' in touch,
through the Federal Reserve banks, with the practices of the member banks,
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and the non-member banks,: for that matter.: That is why the Federal Re-
serve Bank of Chicago has present hare in this room the president of .that
bank, Mr. Schaller, the Assistant Federal Reserve Agent, now vice presi-
dent of. the Federal Reserve Bank of Chicago, Ur. Young, and Mr. Dillard,
also a vice-president of the Federal Reserve Bank of Chicago, I would
just like in passing to introduce these gentlemen, Kr. Schaller, Mr.
Dillard, Mr. Youngj and over to the left of Ijr. Dillard is Lir. Buss, the
manager, of the.Detroit branch of the Federal Reserve Bank of Chicago.
Also present here this morning is Mr. Geery, of the Federal Reserve Bank
of Minneapolis• There are others of the Federal Reserve present, that I
have not seen up "to this moment. They are here for the purpose of hear-
ing you, and talking to you about these different matters that arise fro*
time to time, and getting from you directly whatever you may have in youi
minds, and giving to you directly whatever information they have availa-
ble, so. that-our relations with you may be as effective as possible, and
so that we may all work together for the common good.

In the Banking Act of 1935* there were /two principal ideas. The
first was to place responsibility more definitely upon a group of men,
for the monetary control, or the credit control of the country. And so
the Banking Act of 1935 made new provisions for, open market operations, '
which were not specifically referred to in the original "Federal Reserve.-
Act. Originally the open market operations of the Federal Reserve Systen
were engaged in by each Federal Reserve Bank independently of the other
Federal Reserve Banks"; ar.d principally for the profit of each Federal
Reserve Bank. • *

It was soon recognized that these operations had effects upon the .-
credit condition of the country, because as the Federal Reserve Banks
purchased large amounts of securities in the open market, they naturally
supplied the country with a large amount of credit or funds, and as they
sold largo amounts of securities, they naturally received from the banks
the funds with which the securities were purchased* The operation of ...
buying tends to make money or credit more available; and the operation
of selling tends to make money less available. The operation of buying
tenis to ease the money market as.it were, and the operations of selling
tends to harden the money market. , • • '

Open market operations soon became'so important that in 1922 a com-
mittee v;as organized for the purpose-of-unifying the operations of the .
Federal Reserve Banks. • After adopting the policy, this committed would
refer it to the Board in Washington, and the Board would either approve
or disapprove it. After this action, each Federal Reserve Bank could,
if it wished, proceed with the operation, taking its share of securities,
or selling its*share of securities; or it had the choice of not partici- .
pating. • . :

In other words, there v/ere three principal bodies in each and every
open market operation. First, there were the twelve Governors of the
Federal Reserve Banks. Second, there were the eight Board members in
Washington*. Third, there were the nine Directors of each Federal Reserve
Bank.
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Now, it was soon learned that vdien a certain operation was considered
advisable, and a certain policy was adopted, it required a certain amount
of time under this form.of procedure, to consummate the action, and when
finally the thing was done, it might be found that the result intended was
not obtained, because of the time that had elapsed.

. The Banking Act of 1933 gave specific authorization for the Federal
Open Market Committee and adopted the .following statement of the purposes
of open market operations: , .

"The time, character, and volume of all purchases
and aales of paper described in section lit of .this Act as
eligible for open-market operations shall be governed with
a view to accommodating commerce and business and with re-

• gard to their bearing upon the general credit situation of
the country.11

The Banking Act of 1935 made further reference to the Federal Open
Market Committee and its powers• It provided that the seven members of
the Board of Governors of the Federal Reserve System should be members of
the committee and that there should also be five members representative of
the 12 Federal Reserve. Banks. One of these five representatives is elected
by the Federal Reserve Banks of Boston and of New York. Another is elected
by the Federal Reserve Banks of Chicago and of St. Louis. The third is
elected by the Federal Reserve Banks of Cleveland and of Philadelphia. The
fourth is elected by the Federal Reserve Banks of Atlanta, Richmond, and
Dallas. The fifth is ejected by the Federal Reserve Banks of Kansas City,
Minneapolis, and San Francisco. In this connection I should mention the
fact that the Banking Act of 1935 also changed the name "Federal Reserve
Board" to "Board of Governors of the Federal Reserve System," and made the
Board consist of 7 members in place of 8. The Board formerly had two ex
officio members, the Secretary of the Treasury and the Comptroller of the
Currency, but now all seven of its members are appointive. The 7 members
of the Board in addition to the 5 representatives of the banks make 12 mem-
bers of the Federal Open Market Committee in all.,

The Federal Open Market Committee meets in Washington at least four
times a year. Frequently, of course, it meets upon call, v.hen there is a
..condition that must be met immediately. .

There is an Executive Committee of five, which has power to do cer-
tain things in the absence of the members of the full Committee. They
initiate the open market operations. Purchases and sales are principally
of Government securities; the Reserve Banks now have about two billion four
hundred million dollars of Government securities.

Having decided upon its policy, the Open Market Coircrittee communicates
its decision to the twelve Federal Reserve'Banks. The Banking Act of 1935
now provides th-t no Federal Reserve Bank can enga-e in open market opera-
tions except in accordance with the regulations of the Open Market Committee.
The Reserve Banks purchase or sell in accordance with the policy adopted.
In other words, they do not have the choice they had previously, either to
join vdth the other banks, or refuse to join vath the other banks in following
any particular policy.
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. . The next thing of importance in the Banking Act of 1935 has to do
. with, the discount, rat e,! Discount rates are dependent upon one particu-
lar thing that open market operations are not dependent onj that is, the;

? are dependent on the banks borrowing at the Federal Reserve Bank, whereas
open market operations are not dependent upon anybody else initiating
anything. They are dependent on the Board, or the Committee, tp be ini-
tiated and carried through, . . . . " . •

Discount rates presume that meirber banks are borrowing at the Fed-
eral Reserve Bank, and when"they are borrovdng, of course, discount rates
have some meaning• The lower the rate, naturally the easier it is to
borrow, and the more funds are supplied to the public, through the membei
banks, and through the non-member banks. The higher the rate,, the more
difficult it is to borrow, and, therefore* the less funds are made avail*,
ble through the banks to the public, .' "

But banks are not apt to'borrow.unless they have to. Originally it
was not thought that that would be the case vfoen the Federal Keserve Act
was passed; it was thought thctt the banks would borrow, as a regular
thing, at the Federal Reserve Bank, and, therefore, discount rates had
more meaning, and the rate was the thing that everybody watched for. To-
day the rate only means that tha/b is the cost of money, and little more.

It has some further meaning only when banks borrow at the Federal
Reserve Bank, and banks do not borrow at the Federal Reserve Bank unless
they have to, when they have an excess reserve, they naturally will not
borrow at a Federal Reserve Bank, IVhen their reserves are Just above,
they will not borrow, but when they get down to the point where they are
below the 13 percent or the 7 percent, or whatever it is, why, then they
begin, to watch the discount rate. So then your rate does have some ef-
fect upon the credit conditions of the country.

The Banking /let of 1935 now provides that the directors of each Fed-
eral Reserve Bank shall adopt a discount rate every fodrteen days. That
is a new requirement. This must be done eveiy fourteen days, and the
rates submitted to the Board in Washington for approval.

Wow, the purpose of this is,. I think, that they iray be in constant
touch with the rate in each Federal Reserve Bdrik, so that if conditions
change, the rate will be .changed as frequently as necessary. The rate
v.ill not be allowed to run for an indefinite period of time without re-
consideration both by the Reserve Bank directors and by the Board of
Governors in Washington.

In addition tto that, there is another very important part of the
Banking Act of 1935 that I should like to mention here this morning. It
has to do -with credit control. That is the power to establish an increas
of the reserve requirements, and it is pretty important, principally to-
day,

I have just returned from the Coast, where * spoke to the bankers
of Washington, Idaho, and -Oregon, Six.or eight months a^o when I was
speaking to them, th^y were in favor of an increase in the reserve re-
quirement. But, today, I understand, they are not so much in favor of it.
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The Banking Act of 1935 gives the Board of Governors-power to in-
crease, when necessary, the reserve requirements, and thereby to check at
any time an excessive use of credit/ For example, the requirements may be
doubled if necessary, the 13 percent becoming 26, or any point between,
and the 10 percent becoming 20, if necessary, or any point between 10 and
20, for Reserve city banks, and the 7 percent becoming 111 percent, if neces-
sary, for other banks, knovaa as country banks,, or any point between 7 and
Ik, and the 3 percent on time savings deposits becoming 6, or any point be-
tween 3 and 6. Reserve requirements may be increased for the purpose of
taking action against the possible excessive use of credit, all over, the
country, if necessary.

Of course, the thing that worries the average banker, as I see it,
is that power. Perhaps the average banker would not worry so much about
the power if the law were very specific about it, stating very definitely
that we must readjust our reserve requirements, and, therefore, in place
of 13 percent on demand deposits in central Reserve cities, from now on it
would be 26, or, let us say 10 more, making it 23, or any point vjithin that
figure of 13 and 26•

V/hat worries the average banker is that perhaps if the Board should
increase reserve requirements from 13 to, say, in the central Reserve cities,
up to 20, or from 13 to 15, making it less than 20, then perhaps in a short
while there would be another increase* That puts the average banker in a
position of uncertainty.

V/e have at present about three billion dollars excess reserves — when
I left "uashington it was about two billion six hundred million. In spite
of the fact that we have the largest amount of excess reserves in the his-
tory of this country, certainly no one v^ll say that there is an excessive
use of credit* V/e might say, however, that there is a possibility of ex-
cessive use of credit should this money once begin to flow into agriculture,
into commerce, into industry, and especially if it should begin to flow into
speculative channels*

The Federal Reserve Act originally contemplated that paper eligible
for discount would be paper that is called conmercial paper, 30, 60 and
90-day paper, and the thought was that the money that originally was loaned
on that paper wculd go back into the same channels when it was rediscounted,
but v/e found that that was not the case. The money may go back into com-
merce, industry and agriculture, or it may go into speculative channels,
nobody knows.

So, therefore, action for the purpose of making an adjustment that
is more or less stable, might be considered. • But whatever is done naturally
must be based on the information we obtain from banks, from business, com-
merce, 'agriculture and industry, and from v/hst we see is going on in the
speculative market.

V/e are constantly in touch, through our Federal Reserve Banks, as you
know, with the general credit conditions of the country. V/e have charts
supplied us by the Federal Reserve Banks' .statistical departments, and we
have our own department in Washington, one of the best in the country, which
presents the facts and the figures constantly, so that we know what is going
on. V/e also obtain information directly wherever we can*Digitized for FRASER 
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IVe have, as you know, one of the best publications of its kind, and
that is the Federal Reserve Bulletin, which has all of these facts, all
of these figures and trerds from day to day, from week to week, and from
month to month, and from year to year. We have these not only in respect
to the United States, but in connection with foreign countries, because
we have to reckon with conditions that are not purely domestic, as you
know* V/e have to reckon with conditions that exist in Europe. Y/e do not
know from day to day what will happen in France, for example, We do know
that certain amounts of gold have come into the .United States from France
and from England, V/e "do know that certain amounts of gold are still flow-
ing into the United States. There was a time v/hen these amounts were very
large, and they are not as large now. V/e do. not know what will happen in
Europe. Vie do not know what negotiations may be going on, as far as re-
lations between foreign countries are concerned, le have no control over
those conditions, as you know. .

The monetary situation of the country is a factor, in the credit con-
dition of the country. The issuance of silver certificates by the Treas-
ury is a factor in the credit condition of the country. Knowledge of the
fact that the Treasury itself has a very large stabilization fund that it
can use at almost argr tame to affect a certain credit condition that might,
exist, rakes us the more careful, because .whatever we mete out in that
direction may be offset by action taken by the Treasury with its. stabili-
zation fund. All of these facts must, therefore, be taken into considera-
tion, and it is very important that the members of the Board and the of-
ficers of the Federal Reserve Banks keep an open mind constantly on matter;
of that kind. . • •

We have refrained, therefore, from expressing opinions on things that
we do not know about, and we are quite frank to say that we do not always
know what we shall do until the condition faces us at the particular mo-
ment. Then when we do it, we must do it because its effectiveness in op-
eration is dependent upon the action that is taken. V/e depend upon the
facts and figures that we have at the particular moment.

The next important thing in connection vdth monetary control, is the
policy of warning banks not to conduct certain operations, or engage in
certain credit practices, and asking them to limit, the amount of money
that they lend for certain purposes, particularly speculative purposes,
to certain customers. If they continue to engage in-practices about which
they have been warned, there is power given to the Board to stop further
extension of credit to the bank concerned. And if they still engage in
those operations, even- after that, there is power granted to effect the
removal of the officers who are responsible.

Now, of course, that is something that no Federal Reserve Bank, and
no Boaid of Governors wishes to do, but it is a very direct means of act-
ing in the situation which might arise in a particular bank.

There is still another means of credit control that I must tell you
about* It has to do with lending money on registered securities, by
brokers, dealers, and by member and non-member banks. • •

V/hen the Securities Exchange --*ct was passed, power was given the
Board of Governors of the Federal Reserve System to regulate the amountDigitized for FRASER 
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of credit that would be extended on registered securities by brokers and
dealers, and by banks, to their customers, as they came into the bank to
borrow money. This is covered by Regulation U.

Now, the principal purpose-of Regulation IT is to limit the percent
of the current market value of the securities that can be loaned by the
bank to the customer. V-hen the customer says that he is borrowing the
money, in order to purchase the" securities, and is pledging the securities
that he is purchasing.with the bank as collateral, the banker proceeds un-
der present limitations to loan 1*5 percent of the current market value.
That is for the purpose of purchasing. If a customer-borrows for the pur-
pose of carrying the securities, the same principle applies.

The question arises, if the customer does not submit the security
that he purchases with this money, is the banker still compelled to loan
him only US percent of the current market value of the security? The
answer is, no. Of course, in practice, in ninety-nine cases out of a hun-
dred, -the banker will certainly request the security th^t the Wan purchases
with the .inoney that he borrows from the bank. There are very few cases
where the banker will say, "Now, you can go ahead and purchase this security,
and you do not need to brin^ in the collateral."

But suppose this man does not bring this collateral in, or, suppose he
brings in a certain collateral^ and when the banker looks at it, it is not
the registered security, in question, and he borrows the money not for the
purpose of purchasing that* particular security, but he borrows the money
for the purpose of building a house. Now, does the banker need to loan him
only 1*5 percent? Does he come under the regulation? The answer is, no.
It is only for the purpose of purchasing or carrying registered securities,
and only when those securities are the collateral put up behind that par-
ticular note.

Now, that, in general, is Regulation U,- as it affects the banker. It
has to do with a specific means of control and with a certain particular
type of credit which does not affect commerce, industry or agriculture. It
is a means by which the use of bank credit for speculation is checked. It
necessitates our keeping in touch with the Securities Exchange Commission.
.It is a very important thing, especially at this time. '

Well, that much for monetary control. The Banking Act of 1935, there*
fore, places that responsibility principally in the Board of Governors in
\vashington, including-the Open tiarket Committee, uhich consists of the Board
of Governors in Washington and five representatives of the twelve Federal
Reserve Banks. That is one section of the Banking Act of 1935. The other
section of the Banking Act of 1935, has to do with the liberalization of the
credit basis upon which member banks may obtain money or funds from the
Federal Reserve Bank. As you know, there is a provision in the Banking Act
of 1935 that permits a member bank to borrow at the Federal Reserve Bank
for a period not to exceed four months on any sound collateral, - not merely
on eligible paper, but on any sound collateral. The question does not arise
anymore as to the particular paper. It is just a question of soundness.
Therefore, the loan may be made for a period of four months on any sound
collateral, at a rate hot less than one-half percent higher than the discount
rate at that bank at the moment of signing the note. That is important only
when banks are borrowing at the Federal Reserve Bank.
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There is another important matter which has to do with the extension
of credit; that is the power given National Banks to make mortgage loans
up to fifty percent of the appraised value of the mortgaged property, or
sixty percent of the appraised value, if the loan is for a period of ten
years, and forty percent is to be amortized during the period of ten years

Those, in general, comprise the essence of the Banking Act of 1935#
There are several other things of minor importance*

There is another matter that I forgot to tell you about. The Fed-
eral Reserve Banks are prohibited from purchasing Government securities
directly from the Treasury* All purchases of Government securities by the
Federal Reserve Banks must be in the open market, and never from the Treas
ury directly. That is very important.

I am very happy to have been vtith you this morning, and I wish that
I could stay longer, but my 'plane is waiting to take me back. I think
that our presence here indicates hov/ much we are interested in v/hat you
are doing and saying. I personally do not come far from this particular .
point, as I hail from Chicago, and I am very much interested in laichigan,
naturally, because I expect to be back here again some day. An under-
standing of the things that we are trying to do is the important thing,
and not so much what I have tried to say to you here, because if you do
understand them, itis so much easier; if you understand our problems, and
we understand yours, it is so much easier to work together, because, after
all, we are not trying to work against each other, but we are trying to
work together, and the more we understand each other, the easier it is,
because, as Kipling wrote,

"It ainft the individual, nor the army as a whole
But the everlasting teamwork of every blooming soul.11

I thank you very much.

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



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



91
Speech delivered before
Trenton Chapter, American Institute of Banking
Trenton,• New Jersey . .....
November 18, 1936

•THE FEDERAL RESERVE SYSTBM AND THE BANKING ACT OF 1935

It1 "gives me the greatest pleasure to visit chapters of the Americar
Institute oiv Banking and see .the effort and interest devoted to improve-
ment of the technique ,Q£. banking. The activity-of the institute's chap-
ters is evidence of an initiative that makes for progress. Bankers as"
never before are studying the technique of their business and develop-
ing their knowledge of the conditions affecting it. Supervision of
banking in the public interest is no deterrent to initiative, for the
desire of the supervisory authorities is not-to. interfere with the
banker1s initiative but to cooperate with him in every possible way for
the improvement of American banking. A real spirit of cooperation is
characterized in the relations of your Institute, the American Bankers
Association, and the Federal Reserve authorities. Out of the day to day
contact of bankers with their customers in banking offices throughout
the country, there arise certain broad questions of policy and practice,
which, in the public interest need to be followed by especially consti-
tuted authorities. These ^re questions that can only be seen in the
large and when one detaches himself sufficiently from the day to day
routine. It is from this.point of view that I wish to speak to you
about the Federal Reserve Banks. and the Board of Governors end the
duties they exex-cise with respect to the interest of the public as a
whole in the banking business.

The Federal Reserve System is not a commercial banking system, nor
a savings bank system, nor an investment banking system... It deals with
reserves, it is a system which does not work for individual banks, but
for the banking, system as a whole. It is not a system operated for
profit; it deals with reserves which must.be held back at certain times
and utilized at others in order to correct extreme tendencies one way
or other in credit conditions. It is operated in the public interest -
as created by Congress - crossing all state lines and covering the
nation as a whoie.

Its organization is such that responsibility is partly centralized
and partly decentralized. Certain general responsibilities are entrusted
to the Board of Governors in Washington and to the Federal Open iMarket
Committee; regional responsibilities are entrusted to the twelve Federal
Reserve Banks.

The cooperation between the central Board of Governors and the .
twelve regional Banks i3 illustrated by the fact that five of the
members of the Federal Open tfarket Committee are elected from the Re-
serve Banks and by the fact that discount rates originate in the dis-
tricts, even though they are subject to review and determination by the
Board in Washington. The System is represented in the Federal Advisory
Council which now consists of 12 bankers elected by the boards.of
directors of twelve Federal Reserve Banks. It is represented also in
the? conferences of presidents of the Federal. Reserve Banks which are
held periodically in Washington. There are many other System conferences
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in the law department, (examination'de^/ttment, economic., department,
operating department and in other fields.

The System consists of 6,400 member banks. These include 5*368
national banks .and 1,032 member state banks. As you know all national
banks are required to be members of the System. State banks may volun-
tarily make application for membership,- and if they qualify, are
accepted into the System. Although the number of member banks is less
than half the banks in the-country, they, do about .two-thirds of the bank-
ing business of the country. • . • , • -

As you also know the. member banks hold stock, in the Federal Reserve
Bank of their district. Each subscribes to six percent, of its capital
and surplus - three percent of which is paid in at.once.and the other
three percent may be called at any time*.

There are twelve Federal Reserve Banks, located in different sec-
tions of .the country. There are also twenty-five branches of these
twelve Federal Reserve Banks, and two agencies. ; ...

At each Federal Reserve Bank is a Board- of Directors, consisting of
nine men. Six of these men are elected by the member banks and three
are appointed by the Board of. Governors o£ the i'ederal Reserve System in
Washington... One of these three men. appointed by the Board of. Governors
in Washington, is designated, as Chairman of the Board and Federal Reserve
Agent. . • • : . ,

The Federal Reserve Banks have the power of selecting their presi-
dents and vice-presidents. The Board has no power to force EXI unaccept-
able candidate on the Federal. Reserve banks,, but those selected by the
Federal Reserve Banks must have approval, of the Board, of Governors in
Washington. This results in a; more harmonious operation of the-System,
which, naturally requires a meeting of minds between the directors"of the
bank and the Board in Washington in. the selection of key officials.

The.officers of the Federal. Reserve Banks keep in close touch with
their member brinks in order to insure that the service of the Federal-
Reserve Banks is satisfactory and that their facilities are fully known.
The officers of the Federal Reserve Banks as well as the members of the
Board welcome criticism and. constructive.sug£e.stipns, for it is their
.desire to do everything within their authorized powers to make the
. services of the Federal Reserve banks, useful &pd valuable to their
member banks. Visits are also made to nonmember banks, in order that no
bank interested in becoming a member of the Federal Reserve System
need feel doubtful as to what the conditions•and advantages of member-
ship .are* • . • • • . . . • ;

Prior to the establishment of the System it was felt that an out-
standing weakness of. our-banking,was.the lack- of a satisfactory system
of. reserves- As I said before the fundamental purpose of the Federal
Reserve Banks is to hold reserves of member banks./. . . •

Just prior to the panic: of 1907 - which-played-• a large part in
bringing about the establishment.of the Federal Reserve.Banks - each
country national bank was required to keep reserves of 15 percent, six
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percent .of-:which- was to be kept- as cash ,on ,hand. The rest was on deposit
in correspondent banks in: reserve cities or central reserve cities. Na-
tional banks in. reserve cities were* required to keep, reserves of 25 per-
cent, at least Ik 1/2 percent in cash and 12 1/2 percent on deposit with
correspondent banks in central reserve cities. New York, Chicago, and
St. Louis constituted the three central reserve cities, and the banks in
.these" cities had to keep reserves of 25 percent - all in vault cash.

The percentage of reserves" which such banks are now required
to keep on demand deposits is"10 1/2 percent for country banks, 15 per-
cent for reserve city banks, and 39 1/2 percent for central reserve city
banks. All banks must keep U l/i, percent on time deposits.

The great difference, however, is that whereas at the time the.
banks partly kept their legal reserves in their own vaults and partly
kept them with one another, they had no certain means of augmenting their
reserves except when everything was easy. The banks now have to keep
their legal reserves with the Reserve banks and they have in the Reserve
"barucs a means of augmenting their reserves by the discount or sale of
assets-

It was the purpose of the original Federal Reserve Act to encourage
banks to make commercial loans. . It definitely discriminated in favor of
such loans by. limiting the class of paper eligible for discount (in the
words of the Act) to "notes, drafts, and bills of exchange issued or
drawn for agricultural, industrial or commercial purposes." This paper,
however, had to mature in three months or less from zhe time of discount,
with the exception of agricultural paper, which mi&ht mature in six
months.

This limitation did not in fact result in an abundance of such
paper in the portfolios of banks - on the contrary such paper, for many
years, showed a tendency to occupy a relatively smaller place among the
bank assets. In 1929 it amounted to about 12 percent of loans and
investments of member banks. In 1934- it was 3 percent. This shows that
the American banks, instead of specializing in any one type of credit,
have dealt in all kinds of credit - long term as well as short - accord-
ing to the requirements.of their communities. The effect of this was to
limit the power which it was originally intended that the Reserve Banks
should have of discounting for member banks which wished to replenish
their reserves.

The Banking Act of 1935 sought to correct this condition by amend-
ment, which would authorize the Federal Reserve Banks to make advances
to member banics for not to exceed four months on any security satis-
factory to the Reserve Bank. Previous legislation had enlarged the lend-
ing powers of the Reserve Banks, but this change made it.possible for a
member bank to discount any sound asset at the Reserve Bank, regardless
o f t y p e . . . . • .

"Mow you might ask - how can reserves be augmented or, in other .words,
built up - how can the banking system increase the, amount of reserves
available to it at the Federal Reserve Bank? Firs.t, it can do so by de-
positing currency, but this is not a practicable means, because the
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amotint of currency required by the. public. Is a definite1-amount at a given
time and the banks cannot .very well change that amount. 'Second -• it can
do so by depositing fold. However, the availability of gold is-not
dependent on the action of the banks, but on the international flow of
funds and the output of domestic mines. Substantially, therefore,
increase of reserves enn bo brought about only hy aeniber banks borrow-
ing ut the Federal Reserve BanksT or by the federal Reserve Banks buy-
inf.- securities or acceptances. Ivhen the amount of Federal Reserve
credit increases, member bonk reserves increase, and vhen member bank
reserves increase, there is ordinarily a- corresponding increase of
several times that amount in the volume of. member bank deposits a:s the
result of loans or-purchases of investment's by the member banks. On
the other hand, when the volume of reserve bank credit diminishes either
through the repayment.of discounts by. a member bank or through a -sale of
securities by. the Federal Reserve. Bank, there is a .loss of reserves which
in the absence of currency or gold movements can be made -up only through
a decrease in the banks? loans- and investments of. several times the
amount of the decrease in reserves. This is the leverage through which
the. Federal Reserve System can influence the volume and1 cost-of money;

Another activity of the Reserve banks is the issuance of Federal
Reserve notes. These'-constitute the paper money authorized by the
Reserve Act for the-purpose of supplying: the country an-elastic currency -
that is, a.rcurrency whoise volume can be readily increased'or decreased
according.:tb the public demand for it. . •" "

• •• . , • • • * >

Federal iieserve notes are obligations of the United States arid are
secured by specific collateral pledged by the-Reserve bank. The bank is
required to keep reserves in gold certificates at least equal to forty
percent of the notes in actual circulation. The Federal Reserve bank's,
of course, do not supply the entire currency of the country.' The Gov-
ernment issues.silver,dollars, minor coin and some-paper money and; "
until July, of last year, the National.banks continued to htive"the "
privilege of issuing National bank notes. The larger'part of money in'
circulation, however, consists of Federal Reserve notes. •'•...

: • A.member1 bank that has satisfactory assets can always•secure ell "
the currency that- it needs.- If it has a-demand for more cash than it
has in its vault, it can readily obtain. Federal. Reserve notes at its '
Reserve .bank. It can borrow.and take'the proceeds in-not^c or it can
draw against its account and, if necessary, restore the account to the
required level by borrowing. If it receives on deposit from it* cus-~
tomers iaore currency than it needo to-keep on hand for current require-
ments, it can. send-the excess to the Reserve-bank-to-be added to its-
reserve balance. . • . . ' '. . . . . . . .

The function of supplying elastic currency is important, but it is
less important than the lending power, because, as you1know,, currency •
does not play a major role in present-day business transactions. About
ninety percent of our business is conducted by the use of checks. Cur-
rency is used, for example, for purchases'at-retail stores and filling
stations, for car fare, and .for payrolls, but sdeh uses'account for only
about ten percent of the-total monetary transactions in the'country.•
Such fluctuations in the demand for currency as appear regularly on pay
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days, during the period or Chris-tulafe shopping, and near holidays, are met
completely by the machinery provided by the Federal Reserve Act.

Next I wish to nejition a- function- of the--Federal Reserve Banks whose
existence and importance is frequently overlooked. I refer to what they
do as fiscal agencies. .As you know, the Federal'Reserve Act provides
that,the Federal Reserve Banks "when required by the Secretary of. the
'Treasury shall act as fiscal agents.of the United States." The duties
which the Federal Reserve Banks perform under this" provision always
have been extremely important to the government, and in recent years
they have come to absorb a larger and larger part of the rttention and
time of the Federal Reserve Bank personnel. In addition to servicing
the public debt, providing currency, and acting as depositary of the
United States Treasury, the Federal Reserve Banks perform a large amount
of work for various government agencies, such as the Reconstruction
Finance Corporation, the Federal home Owner's Loan Corporation, the
Farm Credit Administration, the Public Works Adminirtration, the War
Department, Veterans Administration.ana an additional number of govern-
ment agencies and bureaus. In the year 1935 the Federal Reserve Banks
handled almost 69*000,000 Treasury checks and over 16,000,000 checks
issued to work relief employees* '-this wsc an average of about 20,000
checks a day at each of the twelve Federal reserve banks.

The transactions involved in servicing government securities are of
great importance; they comprise receiving applications for now issues,
delivery of securities to subscribers, exchanging securities of differ-
ent denominations, meeting maturities, and pcyjjig interest. During the
year 1935 the Federal Reserve Banks delivered to subscribers almost
1,600,000 bonds, notes, certificates, and bills sold by the Treasury,
and redeemed over 4,000,000 different government obligations. They ex-
changed over a million obligations for the convenience of their holders
and paid over 14,000,000 interest coupons. In the year 1936 they
prepared and mailed over ^4,000,000 bonus bonds to veterans.

Were it not for the Federal Reserve Banks, the government would
have to provide other agencies for the purpose of handling these opera-
tions at a substantially increased cost.

In addition to holding the reserves of the United States banking
system, making loans to member banks, furnishing an elastic currency
which automatically increases or decreases according to the public
demand, simplifying the procedure whereby banks collect checks drawn on
other banks, acting as fiscal agents of the Government in connection
with the issue and retirement of Government securities, etc., the Federal
Reserve System has a certain national credit control through discounts,
open market operations, direct action, reserve requirements, and margin
requirements.

DISCOUNTS:

The Federal Reserve Act provides that each Federal Reserve Bank
establish from time to time rates of discount, subject to review and de-
termination by the Board of Governors of the Federal Reserve System. The
Banking Act of 1935 added the requireiiient that such rates shall be es-
tablished "every fourteen days, or oftener if deemed necessary by the
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Board," This does not require "-the* such rates must be changed every time,
but they must be regularly and frequently reviewed.

The presumption behind"discount rates is that member banks will
borrow at the Federal Reserve Bank, and when they are borrowing, of
course, discount fates have some force. The.lower the rate, naturally,
the easier it is to borrow, and the more funds are supplied to the public,
through the member banks, and through the nonmember banks. The higher
the rate, the more difficult it is to borrow, and, therefore,, the less
funds are made available through the banks to the public.

Originally at the time of .the passage of the Federal Reserve Act,
it was thought that the banks vmld borrow, es a regular thing, at the
Federal Reserve Bank, and, therefore, the discount rates had more mean-
ing. The rate was the thing th it everybody watched for. " Today the rate
has significance of the cost of money, and little more.

" As a matter of fact, banks do not borrow at the Federal.Reserve Bank
unless they have to. Uhen they have an excess reserve, they.naturally
will not borrow at a Federal Reserve Bank. When their reserves are just
above, they will not borrow, but when they get down to the point where
they are below the required percent, they begin to watch the discount
rate.

" •• OPEN MARKET OPERATIONS: .. ", • . " . " " •

. •The Banking Act of 1933. gave specific authorization for the Federal
Open Market Committee and adopted the following statement for the pur-
poses of open market operations•

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

The Act further provided that the seven members of the Board of
Governors of the Federal Reserve System should be members of the Com-
mittee and that there should also be five members representative of
the 12 Federal Reserve Banks. • . .

The Federal Open'Market Committee meets in Washington at least
four times a year. Of course, it.also meets upon call when conditions
exist that must be met. •

Open Market.Operations consist of the purchase and sale by the
Reserve Banks of securities, mainly government obligations, for the
purpose of increasing or decreasing the supply of credit available in
the money market as a whole. By selling securities the Reserve banks
withdraw funds from the- market and Ie3s credit becomes available. On
the other hand, by purchasing securities the Reserve Banks, place funds
into the market-and more, credit becomes available.
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When the Reserve1 Batiks sell .securities the reserves of member banks
become diminished in the process of paying for the securities that are
sold, whereas Tffhen they purchase securities, the funds which are re-
leased in payment flow directly or indirectly into the reserve accounts
of the member banks and enlarge them..

The Banking Act of 1935 gave statutory recognition to the Federal
Open Market Committee. It also prohibited any Reserve Bank to engage in
open market operations except in accordance with regulations of the Boaid

The purpose of the open market operations is not to make profit for
the Federal Reserve Banks.

DIRECT ACTION: " - •

Another neans of credit control is by direct action. By this I
mean efforts to discourage credit policies of given member banks in
given circumstances. This is a policy of warning banks not to conduct
certain operations or engage -in certain credit practices, and of direct-
ing them to limit the amount of money that they lend for certain pur-
poses, particularly speculative purposes.

If a bank continues to engage in practices about;which it has been
warned, there is power given to the Board to stop further extension of
credit to the bank concerned. And if the bank continues with the prac-
tice criticized, there is power granted to effect the removal of the
officers responsible.

Direct action is aimed at the correction of specific conditions in
particular banks5 also for the -purpose of enforcing general credit
policy.

RESERVE FEOUIRMENTS:

The Banking Act of 1935 gives the Board of Governors power to
increase, when necessary, the reserve requirements, and thereby to check
at any time an excessive use of credit, but the Board is not permitted
to lower them below the original requirements of thirteen, ten, seven
percent on demand deposits, find three percent on time deposits, nor
increase them to more than twice that amount.

Naturally the result of raising the rates would be to decrease the
lending power of member banks and the amount of available credit, whereas
the lowering of rates enlarges the lending power and the amount of avail-
able credit.

This power formerly could be exercised only in emergencies and with
the approval of the ^resident of the United States. It is now one simply
of the Board's discretion.

MARGIN REQUIREMENTS;

There is still another means of credit control *- it has to do. with
the lending of money on registered securities, by brokers, dealers, and
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by member and non-mc-mber banks:, -"Authority, for the Board to issue regula-
tions governing this form of credit control, was granted*.by the Securities
Exchange Act of 1934.' . V •• •

Under this authority the Board has issued Ifeguletions "Tn and "0".

Regulation ."T11.1 governs the-"extension and maintenance or credit ty
brokers and dealers-in"Securities for the purpose of purchasing.of carry-
ing securities.- .Regulation nUl! governs loans made' "by banks for the cur-
pose of purchasing of carrying stocks registered on exchanges.

The power given the Board to impose and relax restraints upon the
demand for credit for speculative purposes is aimed at a particular use
of credit and at the specific channels through which;demand for it be-
comes effective.

It extends the powers of the Board outside the Federal Reserve
System to reach directly brokers and nonmember banks. It differs from
•.the powers of discount, because while these powers may be exercised to
discriminate against paper directly involved in speculative uses, they
cannot prevent the speculative use of funds procured by the discount of
paper not directly involved in speculation• It also differs from the
power to conduct open market operations which influence the total"-
amount of funds., but1 not the uses to which they can be put. The same
thing is true of the power to alter reserve requirements. Direct action
can .be used to.discriminate against.the speculative use of credit, but
only in individual cases. In margin accounts, however, the regulation
is directed at an unmistakable objective and cannot rcigg affecting the
speculative use of credit. . .. - , .'••

Although the means I have discussed by which credit control may be
exercised might appear comprehensive and powerful, I do not wish to
convey the thought that a perfect control of credit is affected through
them. Their application cannot be mechanical nor governed by unvarying
rules. Credit.and economic relationships are extremely intricate and
.circumstances under which the need for action arises, are always to some
extent different and special. '. . • . .

• . . * . . ' • ' . • ' . •

For one thing,, there has never been .a time when the membership of
the Federal Hcserve System included as many as half the banks in the
country. Although it is true that the System includes most of the large
banks and- that it, therefore, includes the bulk- cf the banking business
of the country, still from the point of view of the .communities they
serve and of relations with, other banks, the importance of the thousands
of small banks which are outside the System is not negligible.

. For another, thing, United.States Treasury activities must be taken
into account. These have to do in pert with the operations of. the Ex-
change Stabilization Fund and the issue of circulating media,, e.g.,
coins, silver certificates, and United States notes; and in part with
the public debt, and the government's receipts end expenditures. These
operations involve large sums and intimately affect the banking and
credit situation•
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Finally.there are conditions that arise not only outside the System,
but outside the country, and yet affect the domestic.banking situation
powerfully. There is, for example, the recent great movement of gold
to the United States from abroad - a "movement that in the last two years
has added over three billion dollars to the reserves of nember banks and
created a quite unprecedented credit situation.

These factors, among others, necessarily limit and modify the
exercise of credit control.

Credit control is a very technical matter. It is essential, how-
ever, and if the important objectives of credit control are to be
achieved, their general purpose must be understood.

V/hile I have discussed the more .important changes effected by the
Banking Act of 1935 > there are a few others that might be raentioned for
the sake of completeness.

1) The chief executive officer of each Federal Reserve Bank is
designated president instead of governor, and the deputy governors are
designated vice-presidents.

2) The Board has authority to waive in whole or in pert the
statutory requirements relating to the admission of State banks to
membership in the Federal Reserve System, if such waiver is necessary
to facilitate the admission of any State bank which is required to become
a member in 194^ in order to be an insured bank or to continue to have
its deposits insured.

3) The old designation of the Board as the Federal Reserve Board
is changed to Board of Governors of the Federal Reserve System. At the
same time an importsnt change in the composition of the Board was brought
about. The Secretary of the Treasury and the Comptroller of the Currency
are no longer members of the Board. The number of members is now seven,
whose terms are for fourteen years. No member having served a complete
term of fourteen years can be reappointed. The Act provides that such
members shall be appointed by the President with the advice and consent
of. the Senate, and the President in making; the selection shall have due
regard to a fair representation of the financial, agricultural, indus-
trial, and commercial interests, and geographical divisions of the
country. The title of the chief executive officer of the Board is now
Chairman, instead of Governor. Each of the seven Board members is a
Governor.

U) The Board is required to keep e complete record of the action
taken by it and by the Open Market Committee upon all questions of policy,
tmd of the reasons underlying such action, and shall include a copy of
the records in its annual report to Congress.

5) Provision is made for the purchase and sale by the Federal Re-
serve Banks of direct obligations of the United States and obligations
which are fully guaranteed by the United States without regard to maturi-
ties, only in the open market. This prevents purchases of issues of
government securities from the Treasury.
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6) national -banks may make real estate loans up to 50 percent of
the appraised value, of the'mortgaged property .for periods not exceeding"
five years; except "that if the loan is on an amortization basis it may-
be made up to 60 percent oif appraised.value and for a .term of not longer
than ten years. Real estate loans must not exceed the capital and
surplus of.the bank, or 60 percent of the bank's time and savings de-
posits, whichever is greater. • •' • ,

• J--S you know,, the Board in Washington is constantly in touch,
through our Federal Reserve banks, with the-general credit conditions
of the country. Wo have data supplied us by the Federal Reserve Banks'
statistical departments, and we have our own research and statistical
department in ."Washington, which presents facts and figures constantly,
so that we know what is going on, vJe corupile and publish information
bearing on banking ana credit conditions, here and abroad, and include
data on production, employment, trade, and prices. •

•We also publish the Federal Reserve Bulletin, a monthly publica-
tion, and the Annual Report of the Board, in which is presented informa-
tion on the current banking &nd financial situation. Each, of the Fed-
eral Reserve Banks also publishes & monthly review and an annual report.

No other central banking organization in the world makep available
such comprehensive information on domestic bunking and business develop-
ments.

This information is of vital importance, especially to bankers.

I.wish to emphasize particularly the importance of it as related
to the operations of the Federal Reserve System. In that" connection
I am glad to know that many chapters of the- American Institute of
Banking are giving courses on the Federal Reserve System; and at the
Institute graduate school of banking at x-utger's-t: course on the System
will be given beginning next summer by Dr. Burgess of the Federal
Reserve 3cnk of New York, \ . • ' •

It has been, a genuine privilege to be with you-this evening I
hope my visit is evidence of the sincere desire of the Board of Gov-
ernors and of' the Federal Reserve Banks to cooperate with you as
individual bankers,, as members of the American Institute of Banking,
and as members of the American Bankers association in the development
of an ever, improving technique of banking in the interest of the
public.
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