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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 wes created. That policy is also my personsl policy adopted firmly
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 Eccles,
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
meke no attémpt 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 regiocnal Federal Reserve
System, which consists of twelve Federal Reserve banis 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
diff'erent in the various partis of the United States. The System is com-
posed of separate essential parts. These parts, however, must bte co-
hesive for the best functioning of the System.

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

To be effective, the whole Federsl Reserve System must be one. This
end is not difficult to attain: personsl contact of the membters 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, increzsed 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 Washlngton, 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 stendpoint for
the Federal Reserve Board to meet at least four times a yeer in at least
four parts of the country - the East, West, North and South --to meet
with and understand better the directors of the Federal Reserve banks and
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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 the Federal Reserve Districts
each year, in order that he might act as a liaison officer between the
Federal Reserve benks, their dircctors and officers, the representatives
of commerce, industry, agriculture and finance, on the one iwnd, and the
Federal Reserve Board in Vashington, on the other hend. Provision could
.be made to have Members of the Board rotate in their District assignments,
so that evehtually 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 Merbers
to appreciate fully the needs and requirsments of the Federal Reserve
kanks and of the country as a whole; without this, the Federal Reserve
Board inclines too much to theory and bureaucracy; and without this there
" 48 bound’ to he misunderstanding hetween 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 thut the private interests
wish to control the System and direct its operations for their own sel-
fish purposes; and that on the otner 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 Boasrd to several districts,
would keep personally in touch with the baards of directors and the of-
ficers of the Federal Reserve banks in those districts. They would thus
become familiar with the manugement of such Federal Reserve banks, with
their viewpoints, and with the problems of their districts. They would
also know men in the industrial, commercisl, 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 intermal nan-
‘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 asnd practical rulings of
the Board on all questions when they esre 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. OQtherwise, one is compelled to act upon informetion olbtained
from other sources. ' '

0f course, in ell 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 beards of directors of the
Federal Reserve banks meet once every year with the Federal Reserve Roard
in Vashington, or if this could not be accomplished with the directors
who are farther removed from Washington, tne 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 benks and the conditions in their districte, as well as
problems of & national character. : .

The execution of many of the pbﬁérs vested_iﬁ.theuFedefal Reserve
nidBoard. could; under the provisions of the Banking Act of 1935, be . ...
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decentralized under regulation’s 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 fadilitated by the
provision in.the bill authorizing the Board to delegate its powers to
individual Mewbers or other represcntatives. To uske for a constancy and
a permanency of the work of the Board by its individual Board Members, 1
recormend that there be a specific requircment in the law that the Board
assign its work to individual Board Members, each Board Member to have a
specific task assigned on which he is to specialize 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 Federel Reserve Bosrd with recomuendatioms.
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
vwhenever wowors are granted to the Federal Reserve Board having to do
with matters that could be handled better by the directors and officers
of the Federul Reserve banks, the Federal Reserve Board should be able
to give the twelve Federal Reserve banks the pover of determination of

many important matters.

It is good orgenization for the Federal Reserve Board to recognize
this fact and to avail itself of the commercial, agriculturzl, industrial
and finencial experience of the directors of the twelve Federal Rgs?rve
banks, as well as the technical and benking 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, h9wevert
which in my opinion should be placed, now or later, in the reglopa} ?ed—
eral Reserve bsuks. This would expand the authority and responsibility
of the directors ¢f each Federel Heserve tank and meke for more prompt
and efficient administration of the Federal Reserve System. Th? gegeral
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 Rgserve
banks (or the Federal Reserve Agents, if their offices are not abolished)
- include the following:

1. Admiséion of State banks to membership in the Federal Reserve

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

3, Waiver of six months' notice of voluntary withdrawal of State
banks from membership. .
L. The granting of voting permits to holding company afi'iliates 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 rovocat;on of permits authorizing officers,
directors and employees of member banks to serve not more thun 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 csecurity companies to serve as officers and dirsctors of
member banks (if the provision for individual permits is not rcpealed as
proposed in the bill).

8. The grenting of trust powers to national banks.
9. The cancellation of such powers st the request of national bunks.

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

the bill).

11. The granting or nermlssion for nmember banks to invest amounts
exceeding their capitel 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 Qurency
as proposed in the bill), : -

13. Authorizing national banks to establish foreign branches.

1. Authorizing national benks 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 reauired
under the law, numerous matters are presented to the Board for congidera-
tion in connection with banking supervision and requiring action on in-
dividuel cases; for example, reductions of capital stock of Stste member
banks, consolidations of State member bsnks with other banks, and whether
or not individual benks 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 A4gents
to act on its behalf in the lndiVldLal cases within certain prescribed
limitations. :

Some, or perhaps all, of the powers enumerated above, and perhap=
others too, it seems to me, should te vested directly and ultimately in
the Federel Reserve banks. This would make for efficiency and good re-

letions between the Fe bar
ngzajmrF§%SER deral Reserve Board and the Federal Reserve ks,
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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 elso natural, however, that the Federal Reserve Board should
supervise and coordinate and bring to the attention of the Federal Reserve
benks any incorrect or improper administration of these povers. This
would meke for unity.

I also stated that:

I can understund that this Bankirg Act offers much opportunity for
extreme interpretation. However, with the amendments oifered, it scems
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 scems to serve the definite purpose of

& better administrution of the Federal Reserve Act.

Now to proceed, I have been taught that to know a thing one must
know the parts of vhich it is composed. Let us, therefore, take this
bill apart and look at th: parts separately.

Section 202 of the Banking Act of 1935 is related to a section in
the Banking fct of 1933, which provides that all insured nonmember tanks
shall bscome members of ths Federal Reserve System by July, 1937. This
provision of the Aét of 1933 was repealed in the House bill, tut it should
be restored tecause it is of great importance thet all banks whicy are
insured be subject to Fedecral supervision. It is a step in the direction
of unification of bank supsrvision 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 Board authority
- to waive requirements for admission under this bill would lower the .

standards of the Federal Reserve System and that it gight 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
lember banks are affected by conditions that: develop in nonmembe? banks.
An unsound banking situation affects the entire community, and 51nce:thg
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.

he sugesction that has been made that tanks with deposits of les§

than $500?ng bz permitted to rewain outside 9? the Syste@, ev?n tgo?gn
they are insurcd, may be & reascnable compremise bgcause it would; nngd
into the Federal Reserve System about 97 percent of al} the q?pos;ts an
would leave outside only guch small banks as may find 12 ?1fllcglt to
earn expenses without cherging for exchange, which the :gmeral Reserve
System does rc* permit. This compromise would alfo pr9flde for keeping
Wwithin the System banks with $50C,000 or more of aeposxus'that are now
members. It would no doubt be better to have all the ?anxs coeg into the
System, but the compromise would be an important step in thgt glrzczﬁgn
and would appear to be the minimum of* what ought to be required a is
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 ecancmic
and monetary policies. This is a chenge from the existing requirement
of law which reads: "In selecting the six appointive members of the
Federel Reserve Board . . . the President shall have due regard to a fair
representation of the financial, agricultural, industrial end cormmercial
interests and geographic divisions of the country." This enumeration of
interests does not give the President any definite directions and does
not appear to te the proper principle on which Board members should be
gselected. It would se:m that they should be selected on the basis of
their qualifications to perform the functions thut the Board is required
to perform rether than cn the basis of representing certain interests.
The worst composition of a Board would te in the nature of a group of
représentatives of specisl interests who might be at odds with each
other. It is vastly better to say that Board memxbers shall be gualified
to do their work. Vhile this is not a guarantee of the appointuent of
efficient Board members, it may exert an influence in that direction
end make it difficult to appoint persons without appropriate training
or experience,

It has teen said that under the proposed bill the President will
have the power to appciat all the mensers of the Boerd from one digtrict,
but there is nothing iu the bill to justiz'v this statement. The require-~
‘ment that not more than cne member bo frem the same district is retained,
vith only the exceptior. that it need not udcly to the Covernor of the
Board. The reascn for that is that tue 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 mey be from the
same dlstrict.

While it would seem that the proposed qualifications of Board mem-
bers are desirable, it might te 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 te &
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, monetsry and banking policies. The
addition of the words "and banking" would. be a recognition of the numerocus
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 eriti-
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
povér to designate a member of the Board as Governor and to terminste
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
Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



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, & chenge
wvhich 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 thet 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 Federel
Reserve Board. '

In view of.all the outery 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 other 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, and 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
indepqndent in law have been offered to the Senate Sub-committee.

All of the Federal Reserve Board members have testified beforg 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 representativeg 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 Bourd.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 w?u%d help to make
the Board more of a policy making body and less of en admlqlstrative or-
ganization. It will also enable the Board to delegate dut}es to the ReT
serve banks and thus to increase their responsibility and independence in

local matters.

: Section 204b of the Banking Act of 1935 provides the object%ve towards
which the powers of the Federal Keserve 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 menner as to.pramme
conditions conducive to business stability and to mitigate by ips influ-
ence unstabilizing fluctuations in the general leve% o? production, yrade,
prices, and employment, so far as may Pe possible within the scope of

ngZaﬁgﬂgggEg action apd credit administration.” .
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I recommended the-striking out of the following:

"to promote conditions conducive to bqsiness stability ang"

. . The wording of this objective is not necessarily tie 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, snd what the Federal Reserve System
has tried to do'without specific legislative direction. The criticism
that has been made of this objective has 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 industiry 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 towerds bringing ubout
a sounder and more stable condition of tusiness. It has also been sug-
gested that the objective. should be modified to read: "It shall ke the
duty of the Federal Reserve Board to exercise such powers as' it rossesses
to aid in the maintenance of sound benking conditions and. busingss sta~
bility and to mitigate by its influence injuriocus fluctuations in the
general level of production, trade, prices, and employment,.sp far us
may be possible within the scope of monetary action and credit-adminis-
tration." The purpose of -this change is to introduce into the objsctive
the requirement that the Federal Reserve System shail work towards.sound
banking conditions as wesll as towards business stebility. This has al-
vays bteen one of the functions of the System, and while it would be
understood to continue to be one without Lelng included in the ctuectmve,
it should be stated explicitly. .

Section 205 of the Banking Act of 1935 provides for giving ‘the Fed-
eral Heserve Board full authority over open-market operations after con-
sultation with a committee of five governors of the Federal Reserve banks,
elected by the twelve governors. This provision has bsen 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-merket operations to the instruments of monetary policy,
vhich are now possessed by the .Federal Reserve Board. This is done on -
the theory that the three principal instruments; namely, raising or lower-
ing of the discount rate, changes in resgerve requirements, and open-
market operations should all. be in c¢ne body that is clearly defined and
that has inescapable responsibility for the policies it aaopts.

3

Thexe has been criticism of thvs provision on the ground that the

Federal Reserve Board, which has no finanéial interest in the Reserve
banks, will by this provision acgquire control over their funds. This,.

would seem to be a good argument {or those who advocate having the Govem-

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 aomlnant say in the formulation of national
monetary policies, then the only rationel 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 ﬁeverihe&ess
an argument thet is used by those who advocate the Government purchasing
DigitthelostockRin the Federal Reserve banks from the member banks.

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



At the time the Federal Reserve Act was. enacted, the conception of
money was largely limited to currency, and over currency the Federul Re-
serve Board was given complete control. This conception has since had
to be expanded to include bank deposits-as money, and the Board's pover
to regulate the volume of deposits is in harmony with its pover over cur-
rency issues, The fact is that it vas intended in 1933 to give the Board
this power, but in the course of legislation the section dealing with
this matter was.distorted and there was created what appeers 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 hess 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 naticnal importance end in which timeli-
ness and speed may be decisive, it is obviously undesirable to have a
complicated machinery calculated to bring about delay; it is tetter 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 tanks 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 ?espect. The
power to buy directly from the Government now exists: 1? Las been used
regularly but never for extended periods. There is nophlng in the pro-
posed bill that would chenge the legal situation in this respect. Ig the
critics wish to prohibit direct borrowing, they should offer an amencment

to the Federal Reserve Act to that effect.

It is generally sssumed that the Federal Reserve Board is responsible
for open-market policies. Few people, even today, fre aware of the fact
that the present Open Market Committee consists of iwelve men who repre-
sent the twelve Federesl Reserve banks, and that t@e Federal Reserve §o§rd
merely approves or disapproves, but does not initiate open—marke§.pollcles.
Few people also realize that each Federal Rese?ve bank hgs the right to
refuse to participate in an open-market operat%on after it has beon edopted
by the twelve Governors end approved by the Federal Reserve Bogrd. 1t may
be contended that the Federal Reserve Board shou%d not have this pover'be—
cause it is in Washington - the Government's capital - and because its
members are appointed by the President with the advice and consent of the
Senate. It ma& be said-that political pressure might be used ggalnst the
Boerd and thst the Board might be influenced by'such pressure .in its mone-
tary control. On the other hand, it is argued that‘tne goveinors areaap-
pointéd by the directors of the Federal Reserve bgnxﬁ, six of whom are
elected by meuber banks, private interests, and that su?h_Gov?rgors iay .

Digitized for PRAgRided indetermining open-market policies by the private interests o
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"the wember banks, ahd not by nstional needs and requirements of the coun-
try. Both views are most-extreme: Authority must be vesied vhere re-.
sponsibility rests. That is logical. - Since open-market policy -is-a ne-
tional question, authority as well as responsibility for this policy.
should be located in one place, and in the Federal Reserve Board,.which
is’'a nationsl body. This seems to be in the essence of the purposes of
a Federal Reserve Board. This seeme to ba the surest way of establish-
ing the fact whether the System or the Board is, or is not, functioning
in accordance with the purposes Zor which it was created. - It removes the
opportunity for excuses. ' : :

Of course, the Board would feel that its own research organization
should. be extended and strengthened and given more active functions to.
perform and the membership-of the Board would feel the need of keeping
more closely in touch with curreat developments vwhich might affect opeun-
market nolicy 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, lendings of member benks, the Government's fiscal.policies, etc., -
and could teke action promptly on its owvm responsibility in whatever di-
rection seemed best to meet the needs of the situation at the time.

' 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 bte designated by the twelve Governors of the twelve Fed-
eral Reserve banks and to Le chosen from five sections of the cowntry -
namely -~ the North;. South, East, Middle West end the Far West. 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 iz valuable
in many respects, especially at this time, but the Act mighi provide that
they have no power of a vote on open market operations, tut might be celled
by the Open Market Committee for informetion that the Committee might wish
to ‘have the consideration of adopting open market policies. I so testified
before the.Senate ‘Subcommittee last Honday. -

Section 206 of the Banking.ict of 1935 relates to eligibility of paper
for discount at the Reserve banks. In place of elahorately defined and
restrictive rules prescribed by lew abtout 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-
tural -and -industrial paper that will be eligible for rediscount by a mem-
ber bank with the Reserve banks and also suthorizes a Federal Reserve bank,
subject to the Board's regulations, to make advances to any member tank
on a promissory note secured by any sound asset of such member benk.

This proposal in some respects reﬁresents the greatest departure in
the bill from the conceptions that prevailed at the time that the Federsl
D@nue@%§ﬁ£¥555°t vas adopted in 1913, Even though there is considerable merit
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to this smendment, yet because it is so radical a departure from the Fed-
eral Reserve Act as originally written, and becsuse it affords an element
thet might tend toward an extreme, which perhaps would be undesirable, I
made the following recommendation to the Senate Sub-committee:

"Notvithstanding any other.provision of law, when it deems
it in the public interest, a Federel Reserve benk may recommend,
and by an affirmative vote of not l2ss than five of its arpointive
Mebers; the Fedieral Reserve Board may authorize any Federal Re-
serve tank, for limited periods to be recommended by the Federsl
Reserve bank and prescribed by the Board, tut which may be ex-
tended by the Board from time to time upon applicstion of the
Federal Reserve bank, to meke advances to meunber banks which
have no further eligibie and acceptable assets avaiisble to
enable them to obtain adesquate credit accommodations through
rediscounting 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 Lanks secured to the satis-
faction of the Federal.Reserve 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 FeGeral Reserve bank." My recom-
mendation places in the Federal Reserve banks the power of
meking the request. :

Section 208 of the Banking Act of 1935 deals with the guestion of
coilateral against Federal Reserve notes. It follows the example ol
practically all central banks, except the Bank of Fngland, in providing
that all the assets of the Federal Reserve benks shall be the collateral
back of all of its liabilities. The segregation of collateral against
notes has not served a useful purpose and so far as one can prediet never
will, because it becomes restrictive only at a time 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 expsnsion is proceeding at
a rapid rate there is plenty of commercial paper available as collaterzl,
Lecause the banks are borrowing heavily from the Reserve banks. There-
fore, collateral requirements do not restrict. At a time, hovever, when
the Reserve banks are pursuing a liberal policy of purchases in the open
market, in order to prevent deilation, as.was the 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
éxactly what had happened prior to February 1932, when the Congress had

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 emount of Government securi-
ties that Federal Reserve benks 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 agalnst Federal Re-
serve notes works at the wrong time and in the wrong clrgumstances. It
does not protect the Reserve bank against excess?ve holdlggs of‘Gmernment
securities, and does prevent them from doing their share in fighting a

stlowsgzggtf&gop ary movement.
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eection 209 of the Banking Act of 1935 clarifies the pover of the
Reserve Board to ‘raisé or lower reserve requirements of member benks.
This power was granted. to. the Reserve benks 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 when the
President proclalms an emergency and gives his approval to the action.
To proclaim an emergency in tanking, as Mr. Owen D. Young said the other
day, is to bring atout 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 autnorlty es élastic as possible by permitting
changes in reserve requirements in financial centers alone when a specu-~
lative situation may develop there without haV1ng developed in the coan-
try districts.

Fantastic interpretations of this reserve requirement provision
have been made by opponents. Some believe that this is a mové to estab-
1lish a 100 percent reserve plan without direct muthorization hy Congress.
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 beinj; 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 mey be devised and
have been proposed. I feel that some ceiling should be establighed.

It would ke reassurlng.

On March by 1935 the demend .plus tlme de9051ts, calculated 'in ac-~
cordance with the provisions of Section 324 of House Bill 7617, were ap-
. proximately twenty—nine bllllnn, five huridred million- dollers. ‘If the
maximum limitetion were fixed at, say 25%, the required reserve vould
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 ieel it would be better to have no such limitatlons, ‘how--
ever, tecause in the face of the enormous poss1b1¢1t1es of expansion on
the basis of existing excess. reserves and potential additions to them,
the amount by which reserve reoquiréments may have to be raised to com-
bat inflation is hard to predict. It may te best to ledve the matter
flexible in the hands of the Federal Reserve Board. hw'9051u*on is
clear - I prefer a formula of some kind, or at least a celllng.

There has elso been the theory expressed that through this method
of increasing reserves the Feserve 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
exemple, the present situation. The member banks have about $2,400000,000
of excess reserves.. If the Federal Reserve Boerd should decide thet re-
serve requirements te increased by that amount, then these reserves in-
stead of being eoxcess reserves would become required reserves. This
would in no way change the Reserve banks! ability to dlscounu paper or
purchase Government gecurities,

The proposals about resl estate loans are in the nature not only
pigitiof diberalization, but also of increased flexiblllty by permitting the
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Federal Reserve Board to prescribe rules and regulations under which real
estate loans may be made. This proposel 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 smend-
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 loans se-
cured by first liens upon improved real estate, including improved farm
lend 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
Netional Housing Act. No bank shall mske such loans in an aggregate sum
in excess of the amount of the capital stock of such association peid 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 Federasl 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 by 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 reasonab?e per-
centage of the appraised value of the real estate in view of the circum-
stances existing at the time and otherwise requiring the banks to conforq
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 btecause you were expecting to hear Governor chles here t?day,
I should like, with your permission, to quote Governor Eccles' 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 mor@ggge.se-
curity for decades. Liberalization of the real estate loan provisions,
combined with the broadened eligibility requirements for borroylng at the
Federal Ressrve banks, may encourage activity in the constructlon.xndustgg

vwhich is essential to recovery.

"Criticism of these provisions has come-larggly from.those vho believe
in the separation of savings banking from commercial banking. ghatever
may be said in favor of such a separation as a desirablg thing in theory,
it is not fedsible so long as we have thousands of small banks that camot
make & living on the basis of their demand ?eposits alone. The member \
banks: have 10 billion dollars of time deposits which represent the people's
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savings. So long as they have time deposits for vhich they must pay.in-
terest, they of necessity mast.participate, in 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 tusiness to the
Covernment, 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 benks regain some of the tusi-
ness which‘has been taken over by the Government credit agencies; 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 tusiness that could be done by the banks.

"I note 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 €0 per cent of savings deposits, vhichever is the greater.
I think this rigid limitaticn 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 resl estate
varies with banks,. localities end periods of time. '

" "The second change in the bill as reported by the House Committee
is the elimination of the provisicn applying the regulations on real es-
tate loans to State member banks, as well &s to national banks. This
is & serious omissicn, because under it national banks would te at a
competitive disadvantage as against State.member banks, many of which
are under little or no limitation in regard to their real estate loens.
Furthermore, the Federal Resgerve System, which has a vital interest in
the solvency of State member banks, would be given no authority over
real estate loans that the Stote member banks may meke. This is incon-
sistent with provisions in the Banking Act of 1933 which in dealing with
investment securities placed State member banks on the same basis with
national banks. One of the important adventages in having State banks
members of the Federsl Reserve System would be lost if there were no
uniformity in such matters.® C ' '

When I undertook just two or three days ago the duty and the pleasure
of caming 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 iistened 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; 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 vhole,’ there is nothing extreme
in this bill with these amendments. It is a bill that provides for a
definite allocation of responsibility eand therefore a better adminis-
tration of the Federal Reserve Act of 1913. It deserves consideration.
It is being discussed almost everywhere, end that is.ag it should te.
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Speech delivered before

Essex County Bankers Association
Newark, New Jersey

September 26, 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 Systen,.

The changes that the law 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, liany 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 reqalrements is not a major problem, for
deposits have largely taxen the pla¢e of currency, and the duties of the
Federal Reserve System can not be regarded as entirely discharged merely
by supplying commerce, industry and agriculture with 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 fupds
deposited by another is now found to be guite inaccurate. The dlending
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 Reaerve banks are created
by the Reserve banks. The reserve banksrediscount paper or purchase
bills or securities and enter correspondlng 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 Keserve banks to acquire assets by purchase or
discount, and their _power to, issue notes or create deposits'in payment
for thOSe assets.
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Furthermore, the idea was once held that a discount by the Federal
Reserve bank, say of .,j1,000, 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 ouly that much, but
it makes p0551b1e a much larger expdnsion of’ ‘menber 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.borrow only about one-fifteenth of what they create in deposits by
loans to their customers.

Agaln, there is no necessary, dlrect connectlon between any par-
ticular piece of discounted paper.and the use to which the proceeds
thersof are placed, Yet this connection was formerly assumed to exist
and it was considered an 1mportant 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 borrowed 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 stockbroxer,
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 commono]ace 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 éxperience it was natural to
suppose that. member banks would deposit their funds in the Reserve banks,
that the recelpt of those funds would give the keserve banks power to
lend,. ‘that as the demand for money increéased member banks would borrow
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 dlscountlng only commercial paper would insure

that Reserve bank credit was being.used for the legitimate requirements.
of commerce and not for Speculatlpn.

“As a result of experlence, houever, it has become clear “that things
do not work just that way. The relationships and the sequences are dif-
ferent. Accordlngly, our 1eglslat10n has had to be amended. A good
many minor 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 fct than before. Congress has °
made these revisions in the Banking sct of 1933 and in the Barking Act
of 1935., These 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 needs 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.it. It has been
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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 and toward commerce. It has
been recognized that the Federal Resérve 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 hct 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 Harket Committee,

Open iiarket 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 law was adopted,
however, the machinery for the rormulation and execution of open-market
policies was ineffective. The Open iarket Committee, comprising repre-
sentatives of the 12 Keserve banks, might propose purchases or sales of
United States Government securities in the open market, and the Board
might approve those proposals; but any 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 obstrugtiop
in matters where prompt and decisive action was required in the publiec
interest.

Under the Act of 1935, beginning liarch 1, 1936, authority over open

' market operations will 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 Keserve banks selected
regionally: one from the Boston and New York districts, one from the
Philadelphia and Cleveland districts, one from the Richon@, Aplanta,
and Dallas districts, one from the Chicago and St. Louis districts, and
one from the Ilinneapolis, 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 ict, are to "be governed with a vigw to accom~
modating commerce and business and with regard to their begrlng upon the
general credit situation of the country". The Committee, in the language
of the new act, is to "consider, adopt, and transmit to the several Fed—
eral Reserve banks, regulations relating to the open market pransactlons
of such banks", Not only will Federal Reserve banks be_forbldden to

' engage in open market operations, except in accordance with the ?egula—
tions of the Committee, but they also will be forbidden to-"decllne to
engage" in such-operations except in accordance with the directions and
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theréforejrby a responsible statutory bedy;iable,be. give it. the eonw.
sistenhcy- ahd deflnlteness that the 1mportance ofi.the function makes neces-
-sary.""i -. ., ) . ' PR TS SR
A . . LI '.- H H
It is also requlred by the 1aw that complete records be kept of the

action taken'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
to 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 sense

. of responsibility, for members will be called.on xot only to take firm
positions on matters of national pollcy but to explaln those posmtlons
to the publics -~ = KR v

In the matter of discount rates, the law prescribes a new procedure
under 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 nevily established every two weeks at- least, though the new
rates may, of course, be the same as the old. " : s

Under the new 1aw, the authorlty of the Board to alter the amount of
reserves® which member banks must carry against their demand and time de=
posits!is-restated in clearer terms than before. - The old law authorized
the Board to change required reserves only when an-emergency-existed as a
result of credit expansion, and the approval of the: President..cf the United
States was necessary. The new law authorizes:the Board: to make' changes on
the vote of four of its seven members "in.order to prevent injurious  credit
expansioh or contraction". The legal reserves can not in any event, how-
ever,. be.reduced below present requirements,-. nort: can they be anreased to

. more than: twice what they now are, . e -

Since the Board of Governors constztutes a maJOrlty of the Open Har-
ket Committee, and since it also has authority over discount rates, over
member ‘bank reserve requirements, and over margin 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 banks.' 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, reSponblblllty for national
credit and monetary p011c1es.

The law also makes important changes in the constltutlon 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 offi¢io 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 one Federal Reserve
district, and the President, in selecting the members, is to "have due -
regard to a fair representatlon of the financial, -agricultural, indus-
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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 T have covered sufficiently the more prominent changes
which the Baniking 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 provisiops 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 notes
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 neserve 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 law 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 banis 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 ncw 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 o? 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 gccept the savings
and time deposits of their communities and under such circumstances it
must be expected that they will also hold the long term obligations 9f
their communities. To disregard these living facts of American banking
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Reserve Act cognizant -of the realltles and adapt the powers of . the Reserve
banks to those. realities. Y - .

In a more direct way, the new Act broadens your powers by liberaliz-
ing the conditions under which National banks. mey.meke real estate loans,
The old stlpulatlon that the real estate upon which such loans are made
must be situated in the bank's Federal Reserve district or within a
hundred miles of the bank, is removed; and loans which are amo“tlzed 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 4O 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 25 percent: of its capital and sur-
plus or 50 percent of its savings deposits, whichever was greater, to 100
percent of its cap1ta1 and surplus -or 60. percent of its time and sav1ngs
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-
servé 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
dlscuSSLng.

Under this sectlon you may make loans w1th 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 to hold the loan
yourself, but wish to be assured that you can.dispose of it at any time
4if need be, you.can procurec a commitment binding the Federal Reserve
bank to take it off your hands. MOreover, if and when you d1Spose -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 llquldlty
and 80 percent as to loss.  This arrangement is not restricted to member
banks- it is open to nommembers as well,

-As of aeptenber 11, ‘the Federal Reserve Bank of New York had re~
--ceived and acted on 881 applications for working capital loans aggregat-
-ing 363,000,000, Of these, 330,. aggregating 929,000,000, had been ap-
proved. Of the amounts outstanding, ,7,500,000 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 510,000,000, 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 deseribed.

These loans have been made to all kinds of enterprises, 1ndnstr1a1
and commercial. In many-cases they have been loans- which bankers have
- not ‘been accustomed to making, 'and which would not be made were 1t 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, ylelding
a good rate of 1nterest. o
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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 vhat was 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 permarent plan. Insurance covers
deposits up to ;5,000 for any one depositor, instead of 10,000, as the
0ld permanent plan contemplated.

After July 1, 1942, 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 lLiorris Plan banks. '

Thé 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 time the law was enacted. It is 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 with respect
to affiliates and holding company affiliates. These modify considerably
the original requirements. Vhen the first legislat@on defining af-
filiates and requiring reports of them was adopted in t?e_Bankxng @ct
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 tpe.pprpose 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 ;ntended 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 §§ock;was
Digitized for Fraé@eidentally owned by the bank's own stockholders. There might be no
hitp:/firaser sidinancial’ connection between the two and yet at every call date a
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report would have to be procured from the affiliate and publishedf_.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 forning 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 orgarizations from the recuirement 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 between a
mémber bank and its affiliate, and the efiect thereof upon the affairs of
the bank, and the conditions of waiver have been announced. Koughly 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, will 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-..:
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 Fational 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,,'ln 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 place; 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 Insurancde 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.hct are

Digiized&trkeken out and the Board of Governors is authorized to define various
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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 which 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
organi zation of the Federal Reserve System and I have mentioned certain
provisions which 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. MNoreover, it is to be expected that unforeseen prob-
lems will arise, and that our resources and ingenuity will 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.
ile 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 Banik 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
Mortgagg Bankers Association
French Lick, indiana
October i, 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 expecting 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, wlth your
kind permission, therefore, I shall say a few 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, tiien 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 reorgane
"ized. On February 1, 1936, the Board will consist of seven appointed
" members, in place of six, and the two ex-off1c1o 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 tweive 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 1n.wash1ngton 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
Viashington, The organizations I have mentioned, together with the Fed-.
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On February 1, 1936, the seven appointive members will be  appointed
for fourteen years, The first appointment, of course, won!t.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 cahnot be reapp01nted 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 Oper Market Committee, as you khnow, 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 country; through the sale of these securities credit be-
comes tight. Therefore, ‘the Open Market Committee is an essential part
of the credit control in the United States.

Heretofore, the Open Karket Committee con51sted of twelve men se-
lected by the twelve Federal Reserve Banks, These men adopted certain
open market policies and referred them to tne'Board in Washington. The
Board would 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 poliqy.

In accordance with the Banking Act of 1935, on March 1, 1936, the
Board of.CGovernors.of the Federal Reserve System, on which will be seven
men, together with five men selected by the twelve Federal Reserve Banks
regionally from the various sections of the country will constitute the
Open Market Committée., 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 Ac¢t of 1935 prov1des 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 will know how each member of the Committee has voted, and why. This
is very important because the public will khow constantly of the operations
of the Open Market Committee and reasons therefor.

_ In addition to that, the Banking Act of 1935 provides a very libersl
loaning policy. Heretofore only certain paper, knovn as eligible paper,
short term paper, was eligible for discount at a Federal Reserve bank,

In accordance with the provisions of the Banking Act of 1935 any sound
asset of a member bank in accordance with' 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
Jpolicy will be very liberal so that we shall not have to declare an
emergency, as was 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 11bera11~

zation of the loaning policy in the provision which increases’with the .
national banks the percentage of the value of real estate that-a loan -
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http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



27

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 deposits,
The Banking Act of 1935 also provides for the elimination of the require-
ment in a previous law 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, L : : -

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 liberaliszes loaning pdlicy 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_cpuntny.

There are many other provisions in the Banking Act, some under Title
IT 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' time,” If, however, you are interested in obtaining further in;or-
mation on Titles I, II, and III of the Banking Act of 1935, I suggest
that you write the Federal Reserve Bank of your district or the Board of
Governors in Washington, and. such information will be furnished you with-

out delay,

And now as to business conditions in the country. %et me say that
it is very difficult for us, to say the least, to apprec;ate-the true
nature of business conditions, It seems human to gppreciate 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 gomp}lgd through~
out the country to give a complete picture of bu§igess conditions; and
Second, once we have made up our minds that conditions are pad, we keep
thinking of them as bad, just as once we have made'upwour minds that con-
ditions are good, we keep thinking of them as good. Ve do not seem ?o
realize that in order to make conditions good or better, we must begin
to appreciate fully the fact that conditions are improvipg; 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 dange?ously 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 vay to

recovery, .
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is compiled bn the basis of years 1923 and 1925 as 100, .That, index struck
a low point of 58 in'July,. 1932, and this low point represented: a.drop
from 125 three years earlier, Our basic production had been more than’

cubt 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 oi‘ 1932, did not carry us very
far and did not last very long; and by March, 1933, we were down close

*.to the low point. Next we had a very 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 1nflat10n, and attempts to
beat the gun before the industrial codes and the processing taxes went:intu
effects By the end of 1933, much, but not all, of. this gain was lost, for
the low point of this decl:.ne was fully fiftcen points hlgher than the pre-~
vious 1ow levels -

The third attempt at recovery was -in the year of 193h, when we had a
. rapid rise which was not sustained, but again the low point reached was
above the low point of the depressinn, 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 atitained at the beginning of
the year has been maintained with only slight fluctuations, . The index is
now at 86 conpar'ed with the low of 58, .o

This affords an interesting reflect.:.on on the extent to vhich progress
has been made, However, it represents-only work in factories and in mines;
it does not include the vast number of men employed outside of our factories
and mines, Materials produced for 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, constructlon, 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 wecks, 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 from 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 agbility of
many people to acquire homes -of their own or to improve the homes they al-
ready ovm., Cheaper money and better conditions in the mortgage market have
contributed to this recovery in the construct:.on 1ndustry, which, however,
is very far from complete, But with a good start now made, with no lack
of funds for mortgage financing, and with 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 i‘igures show that there has also been an advance in employment
particularly in industries producing durable goods where employment had de-
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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 gquestion their legitimacy; 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 is rapidly developing for the regu-
lation of the heat and temperatures of our homes and business struce
tures - air conditioning, we call it, That bids fair to develos 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 lover
costs of production make it possible for more people to enjoy the pro-
ducts'of industry. These, therefore, offer possibilities of increased
emplcyment,

At different “imes 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 vwholesale commodity prices amougt-
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 was 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 iime 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 reestablishment o? a bet-
ter adjustment of prices is one of the elements in our economic situation

vhich is encouraging.

Great improvement has been shown in the field of bgnking. With the
estabiishment 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 a2 position to con~
tribute their full share to the upswing of business,

thile there has been only a relatively small increase in the loan
activities of the banks, this has been due in part to the fgct that peo~
Ple have been paying off debts incurred during the boom period and tha;
the liquidation of these debts has been equal to the new.loaps ?xtepde
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, 3gil:ptime depositspare still below their high levels, hiih
this volume of deposits available to the people and with a large vo ume
of unused reserves at the disposal of the banks, the bank?ng systeg is
Prepared to finance a much larger volume of busine§s than is now being "
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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 business,

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 agrlcultural and urban communltles. -

These, then, ‘are the facts., I have purposely refralned 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 is' certain, how-
ever, we are all aware.of a definite and sincere realization that we must
understand the facts in order to 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, imericsn Institute of Banking
Cleveland, Ohio
November '7, 1934

THE FEDERAL RESERVE SYSTEM AHD THE BARKING ACT.OF 1935

I am glad of this opportunity to be with you this evening, for most
of you I understand zre students of tanking, end that is vhat [ an my-
self.  No matter what our positions in the banking world, we sre still
students of banking if we are sincere. For tcnking is not a simple
thing, und its principles cunnot be understood without experience ¢nd
patient study. ’ ‘

Speaking perscnally, I have zlways found that in the process of
studying any institution, or function, or problem, it is important to -
keep referring tack to fundementzls. Otherwise it is casy to go wander-
ing off into details without knowing what they are all about. For thet
Treason, I should like to review a few basic things in spite of the fact
thet we are all fumiliar with them. I should like to brush eway the
great mess of detuils for a little while and discuss some of the elemen-
tary facts stout the Federsl Reserve System and the functions it performe
for the country. I believe it is particularly worth while to do this te-
fore considering the new and importsnt legislation in the Benking fct of
1935,

The Federtl Reserve ict, which in 1913 established the F?deral .
Reserve Syctem, is one ‘of the most important pieces of finagc%al legis-
lation ever pessed in this country. It represented the decision reached
after muny yeurs of dissatisfaction with our bénking and currency facil-
ities, brought to a head by the panic of 1907; after a thorough~§tudy of
benking here and abroad by a Nationcl Monetery Commis§ion egtab&lshed by
Congress in 1908; and after long end eazrnest public discussions of bank-
ing reform over a period of twenty years or more.

Since 1913, on the basis of actuzl experience and in response to
new developments, numercus amendments have been made to the original
Federal Reserve Act. During the depression chenges were rede Fy the
Glass-Steagall aAct of 1932, the Emergency Banking Act, the Benking hAct
of 1933, the Gold Reserve hct of 1934, end other acts. T@e mos? recent
as well as the most important of these is the Act approved August 23,

1935.

Federal Reserve benks

" The work of the System mey te considered first fr?m the point of
View of the Federal ReZerve banks in their relati9ns w1th‘the bunking
institutions of the country, cnd then from the point of view of the N
broader responsibilities for credit policy which come.undfr the cegtra
organization in Washington, now known, under the Banking Act of 1935, es
the Board of Governors of the Federal Reserve System.

] : N ~nl 10 wine by
The locution of the Federsl Reserve banks was not determined
Congress, but by the Secretary of the Treasury, the §ecretarg og )
Agriculture, end the Comptroller of the Currency ecting as the Keserve
Digitized for Bahk¥*Organization Committee. To this Committee Congress delegated the
nipliese dtherdty to designate not less than eight nor more than twelve reserve
an . Loul
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cities end to divide the continental:United States into & correspouaeng
nunber of reserve districts. These district, accordlng to the law, were
to te zpportioned with due regard to the convenience and customary course
of business. They may te readausted by the Boerd of Governors of the
Federzl Reserve System. In sddition to the twelve reserve banks there
are now in ull twenty-five brunches znd two agencies. The Federel Reserve
Bank of Cleveland hes a branch in Cinciunati and one in Pittsburgh.

. All National banks were reculred to become members of the System,
subscrlblng to the capitel stock of the Reserve benks, «nd depositing
their reserves therein. Stote bonks were permitted to become members on
sinilar termu, provided they fulfilled certuin requirements as to capital
structure end as to the general nature of their btusiness. This division
of the banks of the country into Nationzl and State benks, with different
laws, powers, snd supervisory authorities, wes & basic condition upon
which' the Federal Reserve System was superimposed, and it is a_bus;c con-
dition to which its operations have alwzys had to be edjusted.

About forty percent 'of the banks in the country now belong to the
Federal Rescrve System and these benks account for sbout seventy percent
of the country's banking resources. The member: banks Luclude 5,425 ne~
‘tional benks and 985 State banks and trust compenies. ‘The Stute bonking

“'institutions which are still outside the System are for the most part
smell, There are zbout 9,000 non-members; stout 1,400 of them have de-
p081ts of less than $100,000, and about 2, 600 have deposits of less than

§250,000.

Under provisions of the Benking ict of 1935 State non-member benks,
with certoin exceptions, having aversge denosits of 1,000,000 or over,
must become members of the System after July 1, 1942 or lose the right of
having their deposits insured with the Federel Deposit Insurence Corporu-
tion. - : -

The Federal Reserve banks differ from ordinary comiercial.banks in
both their organizatlon end their functions. Generally spesking, as you
know, they do not deal directly with the public. Their customers are the
member banks who mcke deposits with them and secure credit or currency
just as the public does with the local bonks. The capitel stock of the
Federzl Heserve bznk is owned by .the member bankg, vhich are reguired by
-lew 1o subscribe to capital stock eguel to six percent of their cgolthl
tnd surplus. One-half of such subseription is pzid in cesh end thn other
hzlf is subject to call. The manzgement of the reserve benk is in the
hands of a board of directors whlch represents not only the member benks
but other business interests of the commnity. Of the nine directors of
each Federal Reserve bank, three known as Class C directors are sélected
by the Board of Governors of the Federzl Reserve System and six are se-
lected by the member banks, three.known cs Clags i .directors representing
the stock holding member banks, end three known &g Class B directors rep-
resenting commerce, egriculture, -or industry in.the district. The chief
executive officer of the bank, designated as president under the new benk-
ing act, is appointed by the bozrd.of directors of the bank subject to the
epproval by the Board of Governors of the System. The legel requirements
for ownership and management of the Reserve banks, therefore, recognize
that their functions must be performed in the publie interest znd thet
their manegement must tuke account of both the banking and the general

Digitized bugisfess interests of the region.
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Holding member bank reserves

e e i o

One of the purposes of the Federal Reserve Act was to provide insti-
tutions which would hold the reserves of the nation's banking system. It
is necessary for all bunks to keep a certain proportion of their deposits
available to meet the current demands of their customers. FPefore the es-
toblishment of the Federal Reserve System, National bonks were recuired
to kéep part of their reserves in their own vaults and part on deposit in
other banks, usually netropoliten tanks. Banks in the central reserve
cities, hovever, of which there were then three, New York, Chicego and
St. Louis, had to hold all their reserves in cush. ihen there wes a gen-
eral and heavy dewand for funds, especially ¢t crop moving times, for
exanple, tnd country banks everywhere drew down their balences with their
city correspondents, a situation wcs developed in which e currency znd
credit crisis of greater or less ncgnitude might readily occur. Country
banks then had difficulty in getting money from the city bunks, and the
public in turn had difficulty in getting money from the country benks and
from the city benks as well.

Now all member tanks are required by lcw to keep their reserves on
deposit in the Federal Reserve bank of their district and it is the busi-
ness of the Reserve bonks to supply member banks with credit or cesi 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 New York eand
Chicago, ere required by law to maintain reserves equel to t@irteen_per-
cent of demand deposits, that is, deposits which can te withdrawn without
advance notice. For example, if a2 customer of a Chicago bank borrows
§1,000, his deposit belance 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 had excess reserves of that
amount or more. Benks in so-called reserve cities, of which therg ure
about sixty, are required to mzintain reserves of,ten.per?ent sgceinst de-
mond deposits, end all other banks sre required to maintcin reserves of
seven percent. Reserves of three percent cgainst time deposits are re-
guired to be mainteined by all benks. Member bank reserve ?alances on
deposit with the twelve keserve benks amount today to over %5,600,000,900.
Because of wnusual conditions, the total of these balances is etout twice
&s much &s the banks are reguired to have.

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

Loans to member banks

lqually i with their function of holding membter bank re-
servegqgslige125322agg the Keserve banks to make loans to mem?ar bank§£
Through these loans the member banks are able to increase thflr'depogl
balances and thus provide the reserves necessary for the ?XpunSloq.O
credit. The reserve banks mey supply funds to memb?r benks b{-rzu;;—law
Digitized for G9WAting paper or by making advances:to mgmber bonks, a§tP:gv sz.entenhg
ntip:/firaser. sendiBoard regulations, or by purchasing bills znd securities,
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corresponding credits to the zecount of the member banks, thus increasing
.their reserve balunces. Member banks in turn can increase their loans to
the public in the aggregate by an amount several times the auount of the

..addltlonal reserves

The. Federel Reserve hct, however, places limitations on the char-
acter of paper on which louns mey be outa*ned fromn the Reserve bunks. '~
" For neny yerrs Reserve binks heve had the power to discount only shori-
tern self-liquidsting commercial papar, that is notes, drafts, bilis of
.exchenge and baniers' acceptances arising out of commercicl, :nuusuvl l
“and . agr;cultardl.uransaﬂtxon 8, end to meke advancas to memter tunks on
their promicsory. nuotes becked by paper elicible fur discount cr purchage
or by United States.Govermment obligetiors. Thsy were not suthorizéd to
muke edvances on & wide rangz of other asseus which made up sn importunt
purt of the total errning assets of banks. These included resl gstite
loans, securities other than those of the United Stetes Goverhmént, wnd

loens to ‘tusiness men which did not 'meet the reguirements of the nerrovliy-
defined eligible commercial puper.

A48 @ result of meny developuesis in our financial organizetion, pa-
per which quelified for Jorrovlnb from the Reserve Yanks hes constituted
a constunt*y Gecreasing proportion of the total ussets of member banks
ever since the System wes esteblished. 1In 1929 it was only atout twelve
percent of totel loans znd investments of such baniks, and in 1934 it was
but eight percent. Conscquently, in 1931 and 192% vhen the.grest liquida-
tion .occurred, many banks with asgets which were good but technicelly in-
eligible for borrowing a% Rescrve benks, were obliged either to dump.them
on a fzlling maritet, suffer scvere loss und contribute to the deflution in
velues or to close their doors. T !

The new. banking act corrects this situation. It authorizes the-Re-
serve benks to make advances to member benks for periods not exceeding four
months on wny security satisfectory to the Reserve bank, et a rute of in-
terest at least one-half of one percent above the highest discount rate in
effect at the particular Reserve bank. This amendment medifies and meles
permanent the emergency legislation which it wag necessary to pass in 1922.

In cddltlon to the foregOan generzl nownrs of dlscount znd purchage
the Feaeral Reserve banks have special powers with respect to loans to com-
merce and industry for worklng capital purposes. These powers are granted
by Section 13b of the ict. Under this section the Reserve banks are zuthor-
ized to discount loans made by member banks gnd other fine meing institu-

. tions to esteblished industrial and coumercisl basinesses for the purpose
'of supplying vorking ccpital. - Such loans are to have maturities of not
to exceed five years. The Reserve banks are zuthorized to discount
these locns without recourse for as much 2s 80 percent of any loss there-
on. The Reserve tanks also have authority to grant commitments to dis-
count such locns. This mekes it possible for & membter bank 46 hold in
its portfolio louns which the Reserve benk is under obligation to take
over upon request, and upon which the Reserve benk assumes 80 percent of
any loss.  In other words the member bank has an earning asset which is
insured 100 percent as to liquidity snd 80 percent as to loss. This ar-
rengement is not restricted to member banks; it is open to non-members. as

D@Hie;ﬁggghASER
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Under the same section the Reserve banks are euthorized in excep-
tional cases, und vhen credit is not available from the usuel sources, to
make such locns for working cepitul purposes direct to the torrover.

4s of October 23, the Federal Reserve Bank of Clevelend hud received
553 applications for working capital loans sggregeting $17,000,000. Of
these, 141, aggregating (6,300,000, had teen approved. The Reserve tank's
outstanding edvances on that date were £1,800,000 and =t the seme time it
had commitments outstanding for another $1,800,000.

These loans have been made to ¢ll kinds of enterprises, industrial
and commercial. In meny cases they have been losns which bunkers hive 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 mekes them. But
as it is, they constitute secure and liguid assets, yielding o good rate
of interest.

Currency issued by Reserve banks

fnother cctivity of the Reserve btonks is the issuance of Federal Re-
serve notes. These constitute the paper money suthorized by the Keserve
het for the purpose of supplying the country cn elcstic currency--thut is,
& currency whoge volume can be readily increazsed or decrezsed azccording to
the public demend for it.

Federal Reserve notes are obligetions of the United States end are
secured by specific collaterzl pledged by the Reserve bank. The bank is
recuired to kecep reserves in gold certificetes at lezst equul to forty
percent of the notes in actual circulation. The Federal Reserve benks, of
course, do not supply the entire currency of the country. The Government
issues silver dollars, minor coin and some paper money end, until July of
this year, the National bunks continued to huve the privilege of issuing
Nationzl btank notes. The larger part of money in circulution, however,
consists of Federzl Reserve notes.

L member tank thot has satisfactory assets can clways secure all the
currency that it needs. If it has & demand for more cush thun it has in
its vault, it can readily obtain Federal Reserve notes ot its Reserve
bank. It can borrow and tezke the proceeds in notes or it can draw egainst
its account .and, if necessary, restore the acdount to the required level
by borrowing. If it receives on deposit from its custcmers more currency
than it needs to keep on hend for current requirements, it can send the ex
excess to the Reserve tank to be added to its reserve balance.

The function of supplying elastic currency is importent, but it is
less importont than the lending pover, becauce, as you knowe currency
does not play a major role in present-dzy tusiness trunsactions. About
ninety percent of our business is conducted by th? use of checks: ?ur—
rency is used, for example, for purchases at retaill stores and filling
stations, for car fare, and for psyrolls, but such uses account for only
atout ten percent of the totcl monetary trunsactions in the country. Such
fluctuctions in the demand for currency as appear regglarly on pry days,
during the period of Christmes shopping, and near holidays, ere met com-,
pletely by the machinery provided by the Federul Reserve hct.

Digitized for FRASER T ’

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



36

Other activities of Reserve bunks .

Beside their work in holding the banking reserves of the country, in
meking loens to member tenks, and in supplying currency when needed, the
Reserve bunks have other. -mportunt functions which feeilitote the smouther
working of our finencial mechinery.

The Reserve bunks have greatly simplified the procedure vhereby bcnks
collect checks drzwn on other banks. This hos been very useful to busi-
ness in genercl beceuse it hes permitted nore promov end cheuper settle-
ment of nonetary trunsactions. The Reserve banks in effect act as o nz-
tionwide clearing honge, not onlj for checks, out for other credit items
such- as notes, araft bonds ¢nd coupons. :

In order to effect the prompt trinsfer of funds from one part of the
country to another without ectucl movement of currency, the System main-
teing on inter-district Gold Sectlement Fund in Veshington. The fund vas
established by deposits of the twelve Federal Reserve tenks, end transfers
from one district to another zre made daily by debits and credits to the
respective accounts of the Reserve banks.

The Federzl Reserve System has centrallzed the work of the fiscal
agencies of the United States Government. The Reserve bonks sct as fizcol
egents in comnection with the iscue end retirement of Government debt and
as depogitaries of Government funds in ddmlnlstbrlng deposit accounts of
the Government in the Reserve tenks.

Centrel control of credit, policy

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

then the Federal Reserve System wus estobliched it wes reslized that
for certein activities, particulearly those related to local btanking con-
ditions, & recgionul organizution was necessery. Only in this wey could
the System meet local bank needs in a country =s large as the United
States, with economic conditions vurying so much from one section to
cnother. Each realonal bunk would have intimate knowledge of develop-
ments in agr;cu]tu*e, commerce end industry in its district and of the .
district's special credit needs end problems. The principle was &lso
established by the originel Federal Reserve Act thut under the suthority
of the Act and of regulations of the Board in Wezshington the Reserve
benks should have flnul resnonsibility in their deglxngs with member -
banks.

At the same time, it was also reilized that the credit policy of the
different Federcl Reserve tanks must be coordinated so that policies =
adopted in one district would not be harmful to another. More than thst,
there should bte & credit policy for the country as a whole vhich would
take sccount of general business and credit conditions. The direction
of this policy is the duty of the Board of Goverrors of the Federal Re-
serve System, vwhich is the centrel organlzution locuted in Washington,

bigiizeEherBoerd is aided by other organizations which work closely with it, the
hip/iriederad-ddvisory Council and the Federal O.en Market Committee.
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Board of Governors of the Federal Reserve System

Experience has indicuted thet this power of the Board to offect the
expension and contraction cf the generel supply of credit is of vital
importunce to the country, since the volume of credit is a factor in
determining the course of business, and proper changes in the cost ond
volume of credit muy tend to moderate excessive expansion or conir.ction
of business, or, in other words msy reduce the danger of inflation znd
defaliion.

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

Discount rates

Discount retes are the .rates charged by the Federal Reserve banks
on loazns to member banks. These rates determine the cost of borrowing
by member banks and conseguently have a becring on the cost at which the
public can borrow from these bznks. Indirectly they affect other rates
in the money market. Under the Federal Keserve /ct chenges in dlscount
rates are made by the various Federal Regerve tanks tut are subject to
review and determination by the Bocrd of Governors. This gives the Board
finel responsibility over the discount rates, and enables it to.keep the
cost of borrowing in the different sections of the country consistent
with generzl credit conditions for the country as a vhole.

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 Bourd of Governors every fourteen days. This insures fre-
guent review of the retes.

Reserve requirements

The Board of Governors also has the power to chenge the reserve re-
quirements of member banks. The volume of .credit yh?ch any me@ber tocnk
may extend is limited by the amount of rescrves which are requl?ed‘bw law
to be maintained against ite deposit liabilities. fn increase in the re-
serve requirements reduces and a decrease increases the potential volgme
of member benk credit. Consequently the power to .change reserve require-
ments gives the Board an important means of controlling Fhe general volume
of credit. Formerly this power could be exercised only in t@e event of
en emergency arising out of credit expansion and then only with the ap-
proval of the President of the United States. Un@pr t@e nevw act these
conditions are omitted. The power is to be exercised in order to
prevent injurious credit expansion or contraction, proYlded that reserve
recuirenents mey not be reduced below the present requirements specified
in the law nor increased to more thun twice the amount of these legal

requirements.
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Openi-market operztions

The third 1nportant neans of contro; over the aupnly of credit are
the so-cilled open-market operutlons, responsibility for which uander the
new banking act will be vested 'in & new Federal Open iarket Comnittee.
This comnittee will consist of the seven members of the borrd of Gover-
nors and five repreoentatlve" of the Reserve bunks sclected bj the Re-
serve tanks in different xegion

Open-market operations consist of the purchsse and sale by Reserve
banks of certein clesses of securities, chiefly Govermment obligations.
These operations have the effect of increasing or decreusing the supply
of credit svailable in the merket. By selling securities the Reserve
banks withdraw funds from the merket end there is a decrease in the sup-
ply of credit. Through & purchase of securities a Reserve bank puts
funds into the mariket, thus tending to ease credit conditions. o

Purchases and sales of securities by the Reserve tanks were iunim-
portant in the early deys of the System. It was not until 1922 that
they wcre large enough to effect the money market. it that time it te-

_ camg necessary to teke steps to coordinate purchases snd scles so that
credit conditions for the counbry es ¢ wnole would not be hdversely ef-
fected. Graduelly these purchases and sales heve become one oi' the most
1nportant means whereby the System can take the initiative in influenc-
ing credit cond:t;ons. o :

The respongiblllty for determining vhat security trensactions
should bé undertcken and the “guthority for enforeing o program were not
clezrly defined by law until the new banklng act. At the time this act
ves passed an Open lMarket Committee conslisting of representatives of the
twelve Reserve benks wes sithorized to’ propose purchhseg end scles. Its
prop05a1s were then sutmitted to the Federal Reserve Board, which had
the authority to approve or disspprove tut not to initiate z policy.
Even after purchases or sales by the Reserve banks had been agreed upon
by the cormittee snd the Eoard, the voards of directors of the twelve
Federal Reserve tunks throughout the country could frustrate the policy
by refusins to narticipate in its execution.

The new act clearly places responuiollltf for determining open~ -
merket transuctions on the new Open Harket Committee and directs the Re-
serve banks to cerry out the tronsections determlned by this committee.
This is one of the most important changes in the Federal Reserve Systen
vwhich the newv act introduces.

Other work of the Board

The Board of Goveérnors has a variety of other duties which tie in
with its generzl respons 1b111tJ for superv151on of the System. ' These
include the examination of Reserve' tanks, passing on applications of
State tenks ¢nd trust compenies for membership in the Systen, obtcining
condition reports from State member benks, 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
menber banks on time tnd savings dep051ts, regulations under the Secur-

D@nzeJQVFQA ngchange act governing the morgin requirements for loans on

hitp/irBecuribies 1isted 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 thzt the Board
keep in touch with banking developments in.different parts of the coun-
try. In the organization of the System provision was msde for regular
contacts between the Board and the various Federal heserve districts.
One of the class C directnrs at ezch Reserve bank, designated by lew as
the Federal Reserve agent, represents the Board at the bank and main-
teins an office of the Board at the bank. The Federal Advisory Council,
also provided by law, is made up of representatives of each Federsl Re-
serve district and meets at least four times a year in Wie.shington to con-
fer with the Board and to make recormendations. The Board elso hes meet-
ings in Yashington with the chief executive.officers of the Federal he-

© serve benks and with the Federal Reserve agents.

Information besring on credit policy

It has elways been a part of the System's work to wuteh credit
. trends and to develop a betiter general understanding of the facts bear-
ing upon credit policy. Information bearing on tanking conditions
throughout the country and on production, employment, trade end prices,
has been regularly collected. In its monthly publication, the Federal
HRegerve Bulletin, and in its Anrual Reports, the Board has undertiken
from the beginning to give the public a comprehensive view of currgnt )
banking and financizl developments at home and abroad and also to 1uz?15h
detailed informetion on conditions of banks throughout the country and
on the business situation. Each of the Federsl heserve banks also'
publishes a monthly review of the business and banking conditions in
its district. ’

There is no centrel bank in the world which mekes available such ex-
haustive information on domestic banking &nd business developments znd on
the formulation of its credit policy s that which is published by the
Federal heserve System.

The new act still further increases the zublicity given tq the
System's operations. It provides that records shall be kept or the
actions of the Federal Open Market Committee end of the Board on 911
cuestions of policy. This information, together with the underlying
rezsons, is to be published in the Annucl Keports of the Bozrd §q.that
the public may be able to study the rezsons for.t?e Board's decisions.
This should create better understanding and facilitate general coopera-~

tion in support of credit policies. -

n the foresoing description of the System and its functions I have
had oicazion to ;entgon'most of the importgnt changes effegted by the
Banking Aet of 1935, but I think it is de51rable.to summarize them gor .
the seke of completeness. I omit reference to Tltle.I ofﬂthe.Act, or lt
deals exclusively.with deposit insurance. I alsg onit relere?ce go }12 e
111, for the changes it effects are mainly technical and by Yuy of clear-
ing up previousiy existing provisions. The following chenges are summar-
ized from Title II:

. 1. On Merch 1 next the chief executive officer of each Federal Re-
serve Bank will be designeted president instead of govermor, and the

D©“i@jﬁfﬁ§§ﬁﬁp overnors will be desigrated as vice presidents.
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2. The Board is given suthority to waive in whole or in part the
statutory recuirements relcting to the admission of State members to the
Federal Reserve System, if such waiver is necessery to faucilitete the ad-
migsion of eny State bunk which is required to become ¢ member in 1942 in
order to be en incured bank or to continue to have its deposits insured.

) 3, The old designation of the Board as the Federul Reserve Board is
changed to Board of Governors of the Federal Reserve System. At the sane
time an important change in the composition of the Board is brought abkout,
to becone effective February 1, next year. The Secretery 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. Therezfter the
regular term of a member will be fourteen yecrs, and no member having
served o complete term of fourteen yezrs can be revppointed. On February
1, the terms of ell present members of the Boerd cease under the ict, so
that the President must by that time meke appointments of all members of
the nevly constituted Board. The title of the chief executive officer of
the Bosrd is changed from Governor to Chairman.

4. The Board is required to kesp a complete record of the uction
teken by the Board and by the Open Merket Committee upon cll questions of
policy and of the reasons underlying such action and shhll 1nc1ude & copy
of the records in its annuel report. '

5. The Federal Reserve b“nma mey mcke advonces to member banks with
meturities of not to exceed four months, secured to the satisfaction of the
Reserve bank, and at ¢ rate of interest not less than 1/2 percent higher
than the Reserve bonk's discount rete. This is the authorizcotion I Nuve al-
ready discussed which enables member bénks to borrow from the Reserve tank
not merely on so—culled eligible paper, tut on cny good assets.

" 6. The Open Iarket Committee is mede to consist of the nembers of
the Bourd end of five representetives of the Reserve banke, and is given
definite zuthority over the open merket operztions of all the Reserve
banks. .

7. The express stipulation is made that direct obligations of the
United States znd obligations which are fully gunrunteed by the United
Stetes may be bought ana sold by Reserve banks without regard to maturi-
ties, tut only in the open market. This is to prevent direct purchases of
issues of government securities from the Treesury. -

8., Federal Reserve tank discount rates are reguired to be estob-
lished every fourteen days, or-oftener if deemed necessary by the Board.

9. The Board of Governors, on the affirmaotive vote of four of its
members may by regulation change the requirements os to reserves to be
maintained against time and demand deposits by member bunks; btut the chenge
shall not meke the required reserves less than now'esteblished by law nor
more then twice that now required. Formerly the existeénce of an emergency

and the approval of the President were necessary condxtions of quch action
by the Board. g

10. National banks moy make real estate loans up to 50 percent of
he aporalsed velue of the mortguged property for periods not exceeding

Dlgmzed =
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made up to €0 percent of appreised value ond 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 suvings deposits,
vhichever is greater.

There cre two importent chunges effected under the new tanking leg-
islation, and I should like in conclusion to eaphesize them.

First there are the provisions that fix responsibility more defi-
nitely for the determination &nd direction of nationel credit policy
through control of open market operztions, of discount rates, and of re-
serve reounirements.

Second there are the provisions thut broaden the classes of member
bonk assets eligible as security for loens from Reserve benits, cnd en-
courzge local banks to meet & wider renge of credit needs in their com-
nunities. :

It must be recognized, however, that if the System is to cchieve
as much 2s we &1l hope, 1t will need more then these new provisions. It
will need the cooperction of tusiness men, benkers, und the generel pub-
lic. For that reason I appreciute the opportunity I have had this eve-
ning of discussing with you the System's powers and purposes.
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Specch delivered before
Pacific Northwest Conference on Banking
under the auspices of the State Gollege of Washington
Pullman, Washington T
. April 9, 1936

THE FEDERAL RESERVE SYSTEM AND THE BAWKING ACT OF 1935

The four states vhich 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
bankert!s interests. - ‘ '

In one sénse, banks are engaged in individual extensions of credit.
It is a questioén 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 agd consumers 9f
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, thg bankers
every year move the great wheat crop out to the ports anq the mills, 9ver
in Wenatchee they move the great crops of apples. Dovm 1in ?he Snake River
valley in Idaho they move the crops of potatoes. _Bacg 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 reservesto meet the cost of equipment, of feed,
of labor, and of supplies. Then as their crops are.marketed anq funds
ere 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.

Tt is unfortunate that people. generally fail to realige this fundaf‘
mental function of the banks, . They think of the banks,as merely local
affairs, whichthey have a hard time borrowing from at.one season of the
year and a hard time repaying at another. They do-n9t see that because
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their products, and-is enabled to flow out again in payment for: the prod-
ucts they buy elsewtigre, They see. very plainly that steamers .and railways
carry away their wheat, their fruit, and their wool, arid in enchange bring
in to them from other regions the clothing and the machlnery they - need,

but it is not so easy to see that without the system of credit the system

of transportationwould be of little use.

= The importance of bank credit in the form of dep051ts 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 indonvenienced if he were paid in currency or
coin, The check represents bark credlt, and when the farmer.tgkes.or .sends

-it;to the bank, the credit. goes on" the bank's books under hls name. The

-arrangement is safe and convenlent

But ‘there is.far more to be said -for bank credlt in the form -of de-
,p051ts than that its use is convenient and safe, In our econofy -it- has

~become indispensable., Without it how would it be. poss1ble fbr the: peo~

plé 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 wool=~clip,

and 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,

Yhe tractors, and the securities that your people buy?

N 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 vhen 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 moment§. It enables

the people of your region to enjoy the varlous products of reglons dif-"
ferent from theirs. . )

These thlngs are possible because the system of bank credlt covers
the whole country like a net-work 'of power lines, and supplies means of

.payment vherever needed. Vherever and whenever local bank reserves run =

Jow, as must regularly be the case in a region which is predominantly
agricultural, the, temporany deficiency can be made up. Vhenever 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 éssential. - the .credit must be.every~
where liquid and based on sound values;.otherwise the’ system becomes
clogged and stops working. The loss in that event is more than .a loss

to local stockholders and depositors., The loss .is to the community whose

. processes of production and consumptlon have. been ‘to some extent dis-

Digitize

rupted,

Before 191h thls country had qulte inadequate means of- mob111z1ng
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 banking system bore the same relation to what

‘we have now, as a scattered number ofindependent power plants  with po~

tential connections would bear to . an articulated. power net-work., The . f‘
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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 everyone is being paid at one period of the year and is paying out
the rest 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 - espew~
cially the inter~regional exchange -~ had to be accomplished with banks
vhose interests and facilities viere 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 6,400 member banks of the coun=~
try into a system which can make credit available for production and
trade vherever and vhenever it is required and in any amount, Practically
all the functions vhich 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 what it
did formerly.

Twenty-two years ago the ideas prevailed that the important funce
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 spegula?ive 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 1ess_impor§ant than
it was thought tobe, because currency cuts a very small.flgurg in the
total of payments that are made by people in their dealings W}th.one
another, that 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 th? control merely of the
currency supply; it is also incomparably more difficult,

In the second place, the reserve banks do not depend on the deposits
vhich 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. GConsequently, if a member bank's reserves are dg?lc;ent,.i?
can turn over some of its assets to the reserve bank and receive a credit

Digitized fobR/1t8 reserve account. The reserve bank in such a transaction'is not

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



L6

lending to one bank vhat it owes to another; it is exercising the famillar
bank1ng power of'paylng for assets by the entny of deposlt credit, -

In the third place, it is recognized that there is no necessary con-
nection between the form in which credit is procured from a bank and the’
form in which it is used, Nonesy 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 productlon and shipment
of ¢ommodities, Consequently, any discrimination for or agalnst a certain
type of paper offered fecr discount does not mean that sneculatlon is being
controlled or that credit is being supplled for the needs of co;rerce. The
task of controlling the use of credit is far more dlfflcult tnan guch a
supposition would imply, ‘ '

The instrumentality that is now considered the most 1mportant for the
control of credit is one that in the original reserve act was given only
rudamentary -attention. I refer to open market operations, These opera~
tions are important because they make it possible for the central banking
organization - in this case the Federal Reserve banlks directed by the Fed-
eral Open Hdarket Committee -~ to exercise control over the volume of. bank
deposits and reserves. This means control over the volume of “"money", or
means of payment, required by the people in their economic life,

The principle of open market operations is of ccurse 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 membér banks,
Upon completion of- these entries, the reserve bank, rever51ng the process
by which it acquires certain assets and simultaneously increases the’
amount of credit outstanding on its books, will have dlSpOSGd 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 eytlngulshed.

If, as a consequence, reserves are reduced to a minimum, the member
banks are immediately impelled to restrict their-extensions of credit,
for they cannot continue making loans and inecreasing the deposit credit
outstanding on their books without incurring a def1c1enqy in their re-
servés, The result of the Reserve benk's action in sel ling 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 will have to credit the reserve accounts of member banks, ', Again
it does not know to what exlent 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

Digitizgghf é%%gf a buying program, the effect will be to enable banks to pay °
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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 will bé 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
vill increase the deposit credit outstanding on the books of banks. Ac-:
¢ordingly, 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 will 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 §aid 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 payment, 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 k?nds of.factqrs
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 ?hroqgh town without
stopping, The proper exercise of open market povers is an art, - It re-
quires constant study-of means and ends, and appraisal of the conditions
under which a given program of action can be expected to_accomplish its

purpose, _ .

The Federal Reserve banks at first attempted to.carny on their open
market operations independently of one another?.but it soon became clear
that their actions must be coordinated, Otherwise they might finq 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 Trgasuny. Accordingly,
in 1922 a committee of Reserve bank offiders was appointed for the purpose
of coordinating the operations. About the same tire the ﬁurpose of the

- erations was clarified.s The principle laid down was: "That the
Etg;t;/szadsfe(jj%&%@dwner, character, and volume of open-fmark et investments
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purchased by Federal Reserve ‘banks be’ governed \1th prlmary regard tb the
accommodation of .commerce .and business and:to-the effect: of such purchases
or sales on the general credzt 51tuatlon.“ Cones e rpn Ty

For some time prlor to thls there .had been a tendency to allow pur-
chases and sales of securities to:.be 1nf1uenced by profit as- an objective,
The statement of principle which I have just quoted meant.a definite aban-
donment 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 correctlng market tendenc1es and not for the purpose of
making earnlngs. S , RS

.The Banking Act of 1933 gave ooen market operatlons more: spec1f1c
recognition than they ‘had had in the original Act. It gave statutory:
standing to the Federal Open Harket Committee, vhich by then comprised
one representative from each Federal Reserve-bank. .No Reserve bank could
engage in open market operations except in accordance with regulations
of the Board, At the same time the Act adopted substantially the same.
statement of purpose which had already governed open market operatlons.

The Banking Act of 1935 gave stlll further attentlon to the ma—
chinery of open market operations and to recognition of their importance,
The Federal Open Market Committee was reconstructed. to..comprise the mem—
bers of the Board of Governors of the Federal Reserve.System and five
representatives chosen reglonally 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 opeén markst
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 Fedéral Ré&serve banks may
neither engage nor decline to engage'in such operations except in accord—
ance with the directions and regulatnons of the Gommittee."

Another -requirement of the Act is that a complete record be’ kept
of the action taken on all questions of policy relating to'dpén 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 1ncluded in the
Board's annual report, The publication'of this record: ‘will give "the
public an opportunlty to study the decisions as to open market pollcy ,
and credit.policy in general, and should help clarify public ‘discussions
of national credit policy. It will dlso‘accentuate the individial sense
of responsibility, for members of the Committee will be called on not
only to decide on credit pollcy, but to give publicly the reasons:for
their declsions.

It is clear, I think, that as 4 result of experience and statutory
amendments, open market operations.-have taken a far nore -dmportant place
in general credit policy than they formerly-had. - It is also clear, I
think, that open market operations: have become a more 1mportant or at'
least a more positive device of credit-‘control than discount rates...When
the Federal Reserve Act was adopted ‘the Prevailing idea probably‘waé that
discount rates were not only the most definite means of cred1t contrbl,

Digitizeygty the most 1mportant The thought Was that as banks felt more” and more
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demnand from borrowers and went to the Reserve banks to procure the funds

" to meet it, théy would encounter a rising discount rate, which would have
the effect of tempering the demand and preventing an excessive use of

" credi't, . Conversely, as conditions improved, business activity would be
‘encourdged by the fact that banks could procure funds to lend ‘at a pro-
gressively lower rate,. The most obvious difficulty with this theory;
however, is-thdt 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 ‘the discount rate then becomes effective, - ' :

"In other words, 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, whereas the discount rate by itself offers the controlling au-
thority no handles to seize; 4t must bide its time passively until the
situation 1s 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 diqcount
-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 t?
maintain, the Banking Act of 1935 makes a very important change, by’ sim~
Pplifying the conditions under which the Board of:Gpver{mrs of tl_te Feqeral
Reserve System maj alter the amount of reserves which is prescribed in
the law. Prior to 1933, there was no authority 1o change reserve re-
quirements administratively, but an-act, of liay.12 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 be changed by the Board without de_aclarat:.on that an
emergency exists and vdthout approval of the Pre‘s:.,dent. If: does not per-
mit, however, requirements to.be reduced below the percentages staj;ed in
the statute nor tobte more than:doubled, The purpose of any change me}de
in the requirements must be, in the words of the .law, "to prevent injuri-

ous credit expansion or contraction,"

7ith this power to alter reserve requirements and with the change

by \'fhgz; thgl:egbers of the Board constitute a majority of the Federal
Open Market Committee, the Banking Act of 1935 definitely stréngthened
and centralized the control of credit,: Another movement in the same
direction was taken by the Securities Exchange Act of .193)4? vhich au-
thorized the Board to regulate, the amount of security to be reqn?.red on
margin accounts by stock brokers and dealers and to regulate the m_akii::g
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‘1isted securities, These changes give the Governors of the Federal Reserve
System more effective powers for the control of credit than ever oefore.

On the other hand, the reg10na1 autonomy 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 responsiblie 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 1l years and upon the expiration of the present terms all suc-
ceeding members will be appointed for terms of 1l years instead of 12 years
as under the previous law, As formerly, not more than one merber 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
Board 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 flscal 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 market- 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 Resérve 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 lendlng powers by
g1v1ng the Reserve banks anthority 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~
,glble" for discount - paper, that is, which originates in connection with
‘industrial, commercial or agricultural transactions ~ gnd they also still
D@nzafmﬁﬂgwﬁito advances to member banks on notes secured by eligible paper or
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by Government obligations., .The new provisions are added to these 0ld
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,
Ifand 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 vhich they originated. In other words, 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 thelaw, 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 law 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 tofill 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 anc
"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 whu;h
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

LO percent of the principal in that time.

The permissible aggregate of real estate loans whic}.l a nationa.fl. bank
may hold ﬁas been changed by the Act from 2_5 percent of its capital and
or 50 percent of its savings deposits, whichever is’ gr?ater, ‘to lo'g per
cent of its capital and surplus or §_Q 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 Re_servg' Act ,authoriging )
loans for working capital purposes, The provision is a year oldgr than
the Banking Act of 1935, but belongs logically Wi th t'hese more recent.
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.Under this: ‘provision loans with maturities not exceeding five years
vhich have been'made by member banks or other financing institutions to
established 1ndustr1a1 and commercial businesses in need of werking capi-

- tal may 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. agsured
‘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 vhen and
Jif 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 restrlcted to mem-
ber banks; it is open to non-members as well o .

. These loans have been made to -all klnds of enterprises, industrial
.and commercial, In'many 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 stanas behlnd them,.

I think I have now covered the changes of most gcneral 1nterest that
were brought about by the Banking Act of 1935, but there are numerous other
provisions that it may be worth vwhile to mention.without attempting to dis-

. cuss them, . . -

) ' First there is the matter of deposit insurance, whlch 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
raté - 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, 19&2, no state bank with average dcp051ts of nl,OO0,000
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 w1th respect to ad-
mission of State banks to membershlp. . :

The former prohibition agalnst a member bank's purcna51ng and holdlng
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 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 1awfully held at the
time the law was enacteds 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 of member banks, These
‘changes modify corisiderably the original requlrements." Wheh the first leg-
jslation 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 faormed for the purpose of .engaging in
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activities in vwhich-member banks vwere either not authorized to engage or
in which it was 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 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 happene
to be owned by persons who owned 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 origina)
purpose of the law had been accomplished so far as affiliates dealing in
securities were concerned, for they all disappeared, but the rumber of
other affiliates reported to the Board was increasing -~ not because banks
viere forming new affiliations, but because unknown and unintended afe~
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 are
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 announcéd, or-
ganizations vwhich are affiliates under the terms of the law need not sub-
mit reports unless they are indebted to the affiliatéd member bank or une
less shares of their stock or other obligations are ovned by the member
bank in excess of certain minimum amounts, HKeports of affiliations whick
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 gxempted 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 compan%es Whl?h ine
cidentally own control of a bank, while their principal business lies in
a different. field, ‘ o " :

Double liability on National bank stock issued afte? 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 theregfter, ?he double
liability on stock issued prior to June 16, 1933. It is p0531b1e,,there1
fore, that dll sharecholders of active National banks ?111 soon be relievec
of personal liability on their shares. At the same time Nathh?l banks
are required to accumulate a surplus equal to the amount pf their common
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 not to
exceed . the' maximum that Federal Reserve regulations allow to be paid on
-savings deposits by member banks in the same place; and postal savings de-
positories may deposit funds.on time with member banks subject to the pro~
visions. of - the Federal Reserve ict and to regulations of the Board of Gov-
;ernors of the Federal Reserve System regarding payment of intérest 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 computlng the reserves which menber banks are re-
quired to carry, arounts due from other banks (except Federal Reserve banks
and fareign banks) and certain cash items in process of collectior 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 thelr deductions on the same basis as clty banks, which hold balances

: due to other banks in large volume.

I think 1t is not necessary to go further into details of the 1935 Act.
. They are nunmerous, 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 IIT, which mainly clarifies or modlfies technical pro-
visions already in force.

You will realize that the changes effected by the law have necessitated
a great deal of work upon the regulations vhich the Board has to-issue..
Regulations on new subjects have had to be prepared and old regulatlons have
had Yo be altered,

’ IV.

The general results of the changes I have spoken of which have been
largely but not “holly effected by the Banklng Act of 1935, may be summar-
ized as follov

In the first place, the 6 400 member banks have broader léndlng povers,
.and the facilities of the Federal Reserve banks have been made avallable to
them on less technlcal and restrlctlve'terms.

Second, the Federal Reserve banks remain essentlally unchanged in or-
- ganization and function, though the importance of thelr central banking ac-
tivities has been more clearly recognlzed ’ .
Third, the Federal Open ﬂarket Commlttee has been glven 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 povers 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 comtrol, 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 System. 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 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., 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 ard more emphasizing.

What we 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, ard in
preventing vwholesale issues of counterfeit and spurious notes. 1In 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 pgyment 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 ccuntry.
Vhether our problem is harder than those that previous generations had,
I will not pretend to say., In some respects it is the same, but in the
swift pressure of our economic 1ife 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, Americzn Institute of Banking
Baltinore, ilaryland

April 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 techniczl importance. The second part, Title II, makes
changes in the organization of the governing board of the Federal Reserve
System and in its asuthority 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 orgenization snd functions of the Federal Reserve
benks 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 prineipal 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 fct. The office of Governor was origi-
nally created under the general authority which the Federal Keserve Act
‘geve the directors of the Federal KLeserve banks 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 then
that of director, was that of Federal Feserve Agent and Chairman, with .
assistant agents and deputy chairmen. The Banking Act of 1935 in designa-
ting the President of the Federal heserve bunk as its chief executive
of ficer merely recognized an arrangement that had.developed ugder gener-
al authority and that had proved itself desirable from the point of view
of Federal Reserve Bunk 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 ?he
Federal Reserve System". At the same time, the chief executive officer
of the Board was designsted as Chairmun. Furthermore, the number of
members of the Board was changed from eight to seven and all of these
members were mede appointive. Formerly, «s you know, the Segrgtary of
the Treasury and the Comptroller of the Qurrency were ex officio 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 oi members now in office range from 2 to 14
years and their successors in office will hav? terns ofﬁlA years so
arranged that the term of one pember will expire every < years. Since a
member who has served a full term of 14 years 1s not e}lglble for_reap—
pointment, there will be a regulurly recu?ring chgnge in membership; one
member leaving the Board and a new one being appomnteg eve?y.Z years,
unless more frequent changes occur from deaths or resignations.
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The more im ortant changes cffected by the 1935 Act, however, ha"e
not to do with these matters of -organization so much as with the functlon
and authority of the governing Board in the field of credit.

The instrumentality that is now considered the most importent for
the control of credit is one that in the original reserve ‘act vwas given
only rudimentary attention. I refer to open market operations,. with
respect to vwhich very 51gn1ficant changes wexe made by, the Banklnv Act

of 1935.

The princlple of open market operat1ons is of course szmple. I
securities are sold in the matket 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 benk ‘cus itomers. Consequently,
the process of paying for them there will necéssarily be debits to be
entered egainst the reserve accounts meinteined with the reserve bank
by the member banks. Upon completion’ of these entries,. the reserve
bank will ‘have disposed of certain assets ‘and 51multaneously will have -
decreased, the total amount outstandlng to the credit of member banks
in their reserve accounts. The Reserve banx does not know in advance
of its transactions what particular member bank accounts will be af- )
fected nor by how much, but it knows that if it sells securities.avail-
able member bank credlt wﬂll be dlmlnlsheo. S )

IT as g’ consequernce, reserves are reduced to a minimum, the member
banks fre immediately impelled to restrict their extensions of credlt,
for they cannot continue meking loans and increasing the deposit credlt .
outstanding on their books without incurring a aeflclency in their re- .
serves. The result of the heserve bank's esction in selling gecurities,
therefore, is to curtail the lending power of nenber banks and to
tighten the money market.

On the other hand, if securities are bought by the Reeerve bank

the result will be that in ‘the process of paying for then the Reserve o
benk will have to credit the reserve accounts of member banks. Again it.
does not kuow to what extent particular member banks will be af1ected, '
tut it does know that reserves in general will be increased., By the
same token the lending power of the. member banks will' be. 1ncreesed and .
general credit conditions will be eased. In the’ flrst stages of a buy-
ing program, the effect.will be to enable bznks to pay .off any obliga~.
tions they may owe, but if a buying program is cont 1nued long enough 1t
may result in an accumulation of excess reserves.," .

In addition to the effect upon the rcserves 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 btank, payment will ordinarily be made out
of a checking account and deposits will be decreased by so much. If, . on
the other hand the Reserve tenk is buying securities, and institutions
and 1ndiv1duals are selling to it, the nevmentq made. by the Keserve bank
will increase the deposit credit outstunding on the books of banks..
Accordingly; banks which are not members of the Federal Reserve System '
and banxs which themselves have not purchased or sold securltles as a

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



59

result of the Heserve benl's uction, 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 eerly days of the System the Federal Feserve banks at first
attempted to carry on their open market operations independently of one
another, but it soon tecame clear that their actions must be coordinated.
Otherwise they might find themselves competing with one another, and in
conflict as between their own trensactions and those trarsactions which
as fiscal agents of the Govermment they were conducting for the United
States Treasury. accordingly, in 1922 a committee of Reserve bank
officers was zppointed for the purpose of eoordinating the operations.
About the same time the purpose of the operations was clarified. The
orinciple laid down was: "Thut the time, manner, character, and volume
of open-market investments purchesed by Federzl Reserve banks be gov-
erned with primary regard to the.accommodstion of commerce and business’
and to the effect of such purchases or sales on the general credit
gituation."

For some time prior to this there had been z tendency to allow
purchases and sales of sgecurities to be influenced by profit as an
objective. The stztement of principle which I have just cuoted meant
a definite sbandonment of that objective. fThis was in line with the
general policy of central benks in conducting open market operations;
they do so definitely with the ides of correcting market tendencies
and net for the purpose of making earnings.

The Banking Act of 1933 gave open msrket operations more specific
recognition than they had had in the original Act. It gave statutory
standing to the Federal Open tiarket Coumittee, which by then comprised
one representative from each Federal Nieserve bank. HNo 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 purnose which had alreudy governed open market
operaticns.

The Banking Act of 1935 gave still further attentiQn ?o the machin-
ery.of open market operstions and to recognition of their 1mgortence.
The Federal Open Market Committee was reconstructed to comprise the .
members of the Board of Governors of the Federal Keserve System and five
representetives chosen regionzlly by the twelve Federal heserve banks.
This made the members of the Board ccnstitute a majority of ?hg Com-
mittee, and marked considerable development away from the ?rlglnal )
informal arrangements by which the Federal Reserve panks first cond?cted
open market operations on their own initistive and then under the direc-
tion of & Committee on which ithe Bourd was not specifically represented.
Furthermore, under the terms of the Banking act of 1935? the Federal )
Heserve banks may neither engage nor decline to engzge in such opera?lgns
except in accordance with the directions and regulations of the Committee.

Another reauirement of the Act is that a complete record be kept of
the action tcken on all cuustions of policy relating tc open @arket_
operations, including & record of votes taken in connection with the
determination of open merket pelicies and a statement of the reasons
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uriderlying the actibn- taken, and that this recbrd be included in the
Board!s annual reporti: The 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 resnon51b111ty, for members of the: Committee will be called on
Tiot orily to decide on credlt policy, but to glve publicly the reasons -
for thelr declslons. :

It 13 clear, I think, that as a result oi experlence and statu-

tory emendments, open market operations have ‘taken a far more 1mpor—'
tant place in general vredlt policy than they formerly had. It is also.
clear, I think, that open market operations have become & more impor-.
tant or at least a more positive -device of credit control than discount
rates. When the Federal Reserve Act-was adopted the preveiling idea
probably was that discount rates were-not only the most definite means
of creditf control, but the most important. ' The thought was that as
banks felt more and more demend from borrowers end went to the Reserve.
banks to procure the funds to meet it, they would encounter & rising
discount rate, which would have the effect of tempering the demand and
preventing an excessive use of credit. Conversely, as condltlons 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’ with this theory, however, is thet banks have not ..
shown a disposition to borrow from the Resérve 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. Con-
sequently, the effectiveness of the Federsl 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 mey be forced into such a position es
the result of 'sales of securities by the Eeserve bunk, and the discount.
rate then becomes effective. ' ' S

. In other yords, an important difference between discount rates and
open market operations in practical eftect is thut open market opera-
tions give the central banking organization the initiative 4in the con-
trol.of credit, whereas the dlscount rate by itself offers the controll-
ing authorlty 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 mey seriously 1mpair the power’ of the Federgl. Reserve bank
to help the situation. .

With respect to discount rates the Benxlng act of 1935 made only :
one change. This was to requlre 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 rev1ewed and reestabllshed. :

- .. VWith respect to the reserves which mcmber banks are reculred to
maintain, the Badklng Act of 1935 simnplified the conditions under which
the Board of. Governors of the Federal heserve Syatem may alter the
amount of reserves which is prescribed in the law. - Prior to 1933, there
was no authority to change reserve requirements: admlnistratively,'but'
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en gct of Mey 12 of that year empowered the Board, with the approval of
‘the President, to declare that an emergency existed and during the
emergency to increuse or decrease the reserve balances to be required.
The Banking Act of 1935 allows reserve requiremente to be changed by -
the Board without declaration that an emergency exists and without
epproval 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 chenge mede in the requirements
must be, in the words of the law, "to prevent, injurious credit expan-
sion or contraction."

I'mentioned the requirement of the Banking Act of 1935 that a
record be kevt and published of the action tsken with respect to open
marzet operations. The Act also makes a similar requirement with re-
spect to all questions of policy determined by the Board. A4 record of
action taken, of votes upon poiicy, and of reasons unaerlying decisions
is to be included in the annual report of the Board. ' ‘

The responsibilities of the Federal Reserve bsnks as fiscal agents
of the United States were not changed by thé Bunking Act of 1935, except
for & provision vhich permits the Reserve bnnks to buy Government obliga-
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 tpe
Reserve banks authority to mske advences to member banks on any satis~
factory security. The former provisions 5till stand as to paper thgt.
is known under the originel teras of the Federal Reserve Act as."ellgl-
ble" for discount - paper, that is, vhich originates in conpectlon w1t§
industrial; commercial or agricultural transactions - andj@n?y also still
stand as to advances to member banks on notes secured by eligible paper
or by Government obligstions. The new provisions are added to these old
ones without cltering them. Advances cuthorized b;_phe new provisions
are siaply required to be secured to the satisfaction of phe Heserve
bank, to bear a rate of interest at least cne-half percent above ‘the-
Heserve bank's discount rate, and to have maturities of not more than
four months. At present, when the banks hsve large excess reserves, this
new provision in the law mey not seem very important. But times pay -
change. If and when they do, the new provisions mean that, assuning &
bank!s assets are good, the Federsl Feserve bank will be able to advance
money on them, no metter whet the type of paper, or the nature'of the
transactions in which they originated. In other words, borrowing from )
the Federal heserve bank hes now been mede possible.on other than techni-
cal conditions of eligibility alone. This is very 1mportant. Many btanks
in receat years would huve had much less trouble if they could have taken
to the Reserve bank some of their assets which vere gooq, but not }egally
eligible under the old terms of the law, instead\o: having to sagrlflce
thenm on a demoralized market. . Provision f9r such advances Was ?1rst
adopted as a temporary, emergency measure in 1932, but the Banking Act

D@mzaﬂgrgﬁggéﬁnade it permenent.
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The origlnal provisions of the law with respect to eligible paper
were based on’ the pzlnciple thaﬁ ginde thé lisbilities-of .bnnks were pay-
able on’ demand ‘they 'should ‘be ‘offset-by- ‘ghort-term seif<liguidcting:
paper besed an speclfic transdctions’ jnVQrv1ng the exchange of goods.
The amendments added by ‘the® Eanﬁ;ng Act 671935 are: baeea sn the pr1nc1—
ple that in fact American: banks do not specisglize in: one typé- of ‘credit.”
as dgainst another. They'deal ineredit of all sorte. ' They combine .-
long term and short term credit functions: - There is rot encugh short- .

' term commercial paper to i1l more-then e smsll.paft of théir 1.or’ofo;.:mos.
They' ‘aécept the savihgs and’time deposits of- their communities:and they
also hold long term obligations of their communities... The new provi- :'.
sions for eligibility make the Federal Reserve Act cognlzini of these
rea11£1es and adap+ the nowezs of the Reserve oanks 10 thea.

. In a more direct way,® the Lanking Act of 1935 broauened 1end1ng
poWers by liberalizing the conditions under vhich National banke may
meke real estate loins. The old stipulation that the real estute upon
which such loans are imide must be siturted in the bank's Federal Keserve
district or within a hundred miles of the bank, hus been removed; and
loans which are amortized are now permitted in smounts up to 60 percent
of the appraised value of the property and with maturities of &s much
as ten years, provided installment payments are sufficient to repuy &t :
least 40 percent of ‘the principsl in that time. The Act 2lso increased
the permissible aggregate of recl estate loans which a nationdl bank
may hold.

T think the principa; effects of the Banking Act of 1935-may be-
summarized as follows:

In the first place, while the Federal HEeserve banms remain esaen—
tially urehanged in’ organization-and function, the importance of their
central banking ectlydples has been more clearly recognized.

Second, the FédéraI Open ilarket Commitiee has teen given a more
.effective pesitipn.id'the Systém and more definite autherity.
Third, the Board of Governors has been given larger powers Pnd -
more direct respons1billt1es, -and. the prlnclples upon vwhich tne System

is to be hdminzstered have Deen,more clearly developed.

Fourth, the 6, 400 member - benks ‘have beéen given. broader lendlng
powers, and the fECIIltleS of the Tederal Reserve banks.have been nade
available to them’ on less technlcal and’ restr1ct1ve terms.
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Speech delivered before ’
Annual Convention of Maryland Bankers Assgociation
Atlantic City, HNew Jersey
May 22, 1936

' THE FEDERAL RESERVE SYSTIE ARD THE BAMKING ACT OF 1935

As I wes on ry way here from Washington yesterday aftetnoon and was
turning over in my mind what I should be saying to you today, it oc-
curred to nme that I shovld by all means say something sbout the richness
and diversity of the State of Maryland, which I was crossing. Cutting
across the stete in & northeasterly direction through Baltimore toward
Philadeliphia, I had on my right hand a part 'of the state that I under-
stand is devoted largely to the production of tobacco and of tometoes
for canning. That part of the state alsc includes Chesapeake Bey with
its shipping and its production of sea food. It includes the Eastern
Shore with its fertile vegetable farms. It includes ulso the city of
Bultimore, with its imporiant shipping, manufacturing, and distributing
activities.

To the left and running far out toward the west is cnother 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.

v is the produetion of commodities such zs 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 1s indispensable to the economic life of the state, you
bankers perform an essential function. You make it possible for the
tobaceo, the sea food, and the vegetables produced in Maryland to be
shipped outside to other markets, and to be paid fcr in the simplest and
surest way. If it were not for your instrumentality, and if all these
exchanges of goods had to be effected by the actual handling of currency,
the vwhole economic process would be disrupted. But, through the utiliza-
tion of bank credit, the process is facilitated.

This ronetary 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 wiiich 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 Federul Reserve Banks. These institutions knit the banking busi-
ness of different communities and regions closei_l.y together so that inter-
regional and inter-commmnity payments and exchanges cen be smoothly ef-
fecteds They help to bridge with credit the distances that separate
consumers from 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 Iﬁolicy, I
vant to surfvey briefly but comprehensively the structure and ft_mctlons of
the Federal Rederve System as a whole. This means I rust nention many

. 'bhingés already quite familiar to you; I trust you will understand that I
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do 8o not because I underestimate your knbwledgeidf the Sysﬁeh,'but‘be-
cause I want to fill in the whole picture. R -

The Federal Reserve Act, which in 1913 established the Federzl Re-
serve Banks, is one of the most importunt pieces 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 panic of 1907; after a thorough study of tanking
here and abroad by a National Monetary Commission established by Congress
in 1908; and after long and earnest public discussions of banking reform
over o period of twenty years or more. Since 1913, on the basis of actual
experience and in response to new develomnents, mmercus amendnents Lave
been made to the original Federal Reserve Act. During the depression
changes vere made by the Glass-Steagall fict of 1932, the Emergency Banking
Act, the Banking Act of 1933, the Gold Reserve Act of 1934, and other -
acts. The most recent as well as.the most important of these is the Act

approved August 23, 1935.

Federal Reserve banks

The worlt of the Systen may be considered first from the point of wview
of the Federal Reserve bunks in their relations with the banking institu-
tions of the country, and then frem the point of view of the broader re-
sponsibilities for credit policy which come under the central organization
in Vashington, now knovn, under tne Benking Act of ‘1935, as the Board of
Governors of the Federal RNeserve System. ' ‘ -

The locetion of the Federal Reserve banks was not. determined by Con-
gress, but by the Secretary cf the Treasury, the Secretary of igriculture,
and the Compiroller of the Currency acting as the Reserve Banlk Orgdniza-
tion Comnittee. To this .Committee Congress delegated the authority to
designate not less than eight nor more then twolve reserve cities and to
divide the continentel United States into'a corresponding number of re-
serve districts. These districts, according to the law, were to be
apportioncd with due ,regard to the convenience and customary course of
business. They may be readjusted by the Poard of Governors of the Fed-
erel Reserve System. In addition to the twelve reserve bani:s there are
nov in all twenty-five branches and two agencies. The Federal Reserve
Bank of Richmond hes branches in Baltimore and Charloite. o

All Wationcl banks werc required to become membsrs of the System,
subscribing to the capital stock of the Reserve banks, and depositing
their reserves therein. State banks were permitted to become menmbers on

- 8imilar 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 Hational and State banks, with different
lavs, powers, and supervisory authorities, was a basic conditien upon
vhich 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 country 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 bankinz business in the state. In the United States
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as ¢ whole the member banks include 5,386 national banks and 1,001 State
banks and trust companies. The State banking institutions which are
still outside the System are for. the most part small. There.are about
9,000 non-members; about 1,400 of then hove deposits of less than
$100,0C0, and zbout 2,600 heve deposits of less thun $5250,000.

Under provicions of the Banking Act of 1935 State non-member banl:s,
with certain excentions, having average deposits of $1,000,000 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 Heserve banks differ from ordinary commercial banks in
both their organization and their functions. Their custouers are the -
nerber banks who make deposits with them and secure credit or currency
just as the public does with the loczl banks. Of the nine directors of
cach Federal Reserve tank, 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 System. The legal
requirements for ownership and management of the Reserve tanks, there-
fors, recognize that their functions must be performed in the public
interest and that their management must toke account of both the banking
and the general business interests of -the region. :

Holding member banl: reserves

. One of thie 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, ilational banks
were required to keep part of their reserves in their own vaults and
pert on deposit in other banks, usually metropoliten banks. Eanks in
the central reserve cities, however, of which there were then three, Hew
Yoriz, Chicago and St. Louis, hed to hold all their reserves in cash.
When there was a general and heavy denend for funds, esnecially gt erop
noving times, for example, and country banks everyvhere drew down their
balances with their city correspondents, a situation was de':velopec‘i in
vhick 2 currency end credit crisis of greater or less maggxtude :n:.ght_
readily occur. Country banks then had dii'i‘icul'}'.y in ggfctlng money from
the city bonks, and the public in turn had difficulty in getting money
fron the country banks and from the city banks as well. ,

- Now all nember banks are required by lav 1!:o ke;ep thci? reserves on
deposit in the Federal Reserve benk of their district and it is the
business of the Reserve banks to supply member banks with credit or cash

"in such emergencies.

i o it} “type it and the class of
The required reserves vary with the type.of dg_pos:.t and t i
of bank. Bgnl:s in central reserve cities, which nowr are only New.York
and Chicago, are required by law to maintain reserves equal to thirteen
Digitized PGTeent: of demand deposits, thatis, deposits vhich can be withdrawn
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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 3130 of. reserve deposit. at the. Federal Reserve Bank
of New York, unless prior to the loan it already had excess reserves-of
that amoéunt. or more, Banks in' so-called reséerve cities, of which . there
are about sixty, are required to maintain reserves of ten perceni 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. lember bank reserve balances on
deposit with.the twelve Reserve banks amount now to over $5,(00,000,000,
Because of unusual conditions, the total of these balances:is about twice
as much as the banks are required to have, -

Loans to member banks

"The Reserve banks also supply funds to member. banks either by redis~
counting paper or by making advances to member banks,. as provided by aw
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. liember banks in turn can increase their loans to
the public in the aggregate by an amount several times the amount of the
additional reserves, o

.. 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 .bankers! 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 discountar 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 narrowly-defined eligible commercial paper.

As a result of many developments in our financial organization, paper

- which 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 193k it was but eight per-
cent. Consequently, in 1931 and 1932 vhen 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, R

The new banking act corrects this situation, It authorizes the Re~
serve banks to meke 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 persent above the highest discount
rate in effect at the particular Reserve bank., This amendment modifies
end makes permanent the emergency legislation which it was necessary to
pass in 1932, ' : '
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In addition to the foregoing general povers 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 and 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 B0 percent of any loss
thereon, The Reserve banks also have authority to grant commitments 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 1s not restricted to member banks; it is open to non-members -
as well,

Under the same section the Reserve banks are authofized 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 May 13, the Federal Reserve Bank of Richmond had received 59k
applications for working capital loans aggregating $2L,000,000, Of these,
199, aggregating $11,000,000, had been approved. The Reserve bank's out-
standing advances on that date were $4,200,000 and at the same time it
had commitments outstanding for another 2,400,000,

These loans have been made to all kinds of enterprises, industrial
and commercial. In many cases they have been loans vhich bankers haye
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 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 thé country an elastic currency - that
is, a currency whose volume can bé 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 money, silver dollars and minor coin, and gatlon—
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 hag'Satisfactory assets can always secure all ?he
currency that it needs. If 1t has a demand for more cash ?han it has in
its vault, it can readily obtain Federal Reserve notes at its Reserve
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bank It can borrow and take. the proceeds. in notes or it can draw against

its account andy if mecessary, restore .the account to the,required level
by borrowing. ' If it receives on deposit. from its customers more currency
“than'it 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 elabtlc currency is 1mportant but it is

less 1mportant than the lending power, because 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. Currency is used, 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-
rand 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

- Beside their work in holding the banking reserves of the country, in
. making loans to member banks, and in supplying currency vhen needed, the
Reserve banks have other important functions. vhich facilltate the smoother
vcrking of our f1nanc1al machinery, - : ,
The Reserve banks have greatly 31mp11fied 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 1tems such as
notes, drafts, bonds and coupons.

In‘order to effect the prompt transfer of funds fnom'cné.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
respectlve accounts of the Reserve- banks. .

The Federal Reserve System has- centrallzed 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 credlt pollqy :

. 1 wish to turn now from thls dlscu531on of . the functions vhich the

" Federal Reserve banks perform.for. the local banks, and - consider how these
activities tie in with the general respons1bil1ty of ‘the System, through
its Board of Governors, for the nation's credit pollcy.

- .'When the Federal Reserve System was established 1t was reallzed that

for certaln activities, particularly those related to local balking con=-

dltions, a regional organization was necessary, Only'ln.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,- commerce and industry in its district and .of the
district's special credit needs and problems, The principle was also es—
tablished by the original Federal Reserve Act that under the authority of
the Act and of regulations of tie Board in Washington 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 cne district weculd not be harmful to anmother, -More than that,
there should be a’ credit policy for the ceuntry 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 work closely with it, the
Federal Advisory Council and the Federal Open Harket 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 creditv 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 terd 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 powerto dstermine discount rates, the power to -
change reserve requirements, and the power, exercisable through its ma-
jority of members on the Federal Open ldarket 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 ard 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 tocontrol 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 changé the reserve re-
quirements of member banks, The volume of credit which any member bank
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nmay extend is limited by the amount of reserves which are required by law
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
emetgency 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 lgal 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 rembers of the Board of Governors
and five representatives of the Reserve banks selected by the Reserve banks
in different regions.

. " Open-market operations consist of the purchase and sale by Reserve
banks of certain classes of securities, chiefly Govérnment 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 puts 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
vere 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. S a 3

"The responsibility for determining what 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 Larket 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 Systen vhich the new
act introduces, R

-Other work of the Board
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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 ard 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:

l. 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 gepbers to the
Federal Reserve System, if such waiver -is necessary to facllltaFe the aq—
mission of any State bank which is required to become a member in 1942 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 Bqard is
changed to Board of Governors of the Federal Reserve Systgm.g'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-can'Befreappointed. The title
. of the chief exccutive officer of the Board has been clianged from Gov-
- ernor to Chairman. B ' AR e

-7 " L, The Board is required to keep a complete récord of the action
taken by the Board and by the Open Market Committee upon all questions

of policy 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 membér 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 than 1/2 percent
higher than the Reserve bank's discount rate. This is the authorigation
I have already discussed vhich enables member banks to borrow from the
-Reserve bank not merely on so-called eligible paper, but-on any 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 Reser've 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 maturities, but
only in the open market, This is to prevent direct purchases of issues of
" government securities from the Treasury, S .

- 8. Federal Reserve bank discount rates are required to be established
every 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 deéposits 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, : . o ’ . :

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; 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 aretwo 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-
1y for the -the determination and direction of national credit policy through
con:rol of open market operations, of discount rates, and-of reserve require-
ments. R ' . ' . n A R

Second there are the provisions that'broade&-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 wider 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 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 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 FFDERAL RESERVE SYSTEM AND THE BANKING ACT OF 1935

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

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

Fedecral 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 hendled by them has shown in
recent years a strong tendency to increasge.

Holding Member Bank Reserves

The fundamental purpose of the Federal Reserve Banks is to hold re-

serves of member benks. 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 kegcp 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. HNational 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 citles. 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 tanks; 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 keot 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 Barks 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 benks ‘to make commercizl loans
and it therefore definitely discriminated in favor of such loans by -
limiting the eclass of peper 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 wss only 8 per cent. This change is due to a veriety 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 wes 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. Gonsequently, 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 meking it possible for & member bank to discount any
sound usset at the Reserve Bank regardless of type.

Currency

At the time the Federal Reserve Act vas adopted, probably its most
important purpose in most people's minds wes to furnish an elastic cur-
rency. The difficulties at which the System wag aimed 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.
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Discount Rates

The establishuent 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 rstes "subject to review
and determination of the Board". Since discount rates affect other rates
in the money market and since the raete 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 powver by réquiring
that rates be established every fourteen days or oftener. It is not
necessary that the rates be changed every time, but they must st least be
revieved,

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

Open Market Operations

Open market operations are now regarded of great importence 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 withdrav 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 purchaging securities the
Reserve Banks put funds into the market, and tend to ease credit, tecause.
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 ssme 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
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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:me statement of
purpose as had alreedy governed the operations.

The Banking Act of 1935 went still further. It directed that the
Federal Open Market Committee should consist of ail the meinbers of the
Board of Governors and five representatives chosen by -the Federal Feserve
Benks regionally. This was a definite centralization of control. .

Reserve Peguirsments

The Banking Act of 1935 increased the Board's power in another re-
" spect also by authorizing it to change the. statutory reserve requirements,
vhich have already been mentioned. The Board may increase then to as
much as twice the present recuirement, but may not lower them below the
present. This is a very important power beceuse the volume of credit
vwhich 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.emergéncy and with
the approval of the President of the Unlted States. The matter is now
one' simply of the Board's discretion.

Other Chanees

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

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

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", was .
changed to "chairman®. oo s

The ex officlo membership of the Secretary of the-Treasury'ahd the
Comptroller of the Currency was discontinued and appointment of seven
appointive members was authorized. :

Other Activities

The Federal Reserve Banks and the Board of.-Governors have a variety
of duties which cannot be mentioned in bri¢f space. Notable among these
is the compilation and publication of information bearing on banking and
credit conditions, here and abroad, and including date on production, em-
ployment, traede, and prices, In the Federal Reserve.Bulletin, which is
published monthly, and in the Annual Report of the Board, a comprehensive
vievw is presented of the current banking and financial situation. Esach
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 world 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

Lichigan Bankers Association Convention
r:ackinac Island, kEichigan

June. 27, 1936

hr. Chairman and Ladies and Gentlemen: .I -did not know until just .
the -day before yesterday that I would be here this morning. - I got in-
-touch vi th iir. Brundage, 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, where I had spoken in Seattle, Spokane, Portland
ard other places, I was the one chosen, and it has given me much pleasure
to come. I am glad to be with you this morning, but I am sorry I cannot
stay. with you throughout the day, tomorroweand the day following, but have
to return immediately to the East.’ )

It is important for merbers of the Board to attend conventions, es-
pecially a Jubilee Convention. It is important for members of the Board
to meet with bankers,- as well as businessmen and -industrialists, It is
important for us to pet 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, and also

. very pleasant, to come out and meet you, talk to you and get from you

. vhatever .information we can, and take it back to Washington.

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

: It is important likewise for us not only to discuss the different
. matiers 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, Ve are not, %Vhatever we do must be ‘based upon what you do.
Therefore, it is important for.us to know what you are qoing. Very fre~
quently, too, we hear frank discussiong, which' are very important for us
to hear,

We 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 tashing-
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 you; you are Iir. So-and-So." "You
remember that I left here many years ago?" He said, "Yes, not so many,
about three years ago you left here.," "ell, 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 %ashington?" "Yes, the people hcre 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." "ilell, what do they say about it?" This man looked
‘at him and said, "Oh, they just laugh, that is all." :

That is about the sige 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. .diller is not here to speak to you on "iioney."
He viould 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. 4s 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 mamber banks, ard 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
vhether 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 rulingis. 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. A -

Now, that is vhy it is so important for us to kéep daily 4in 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 Chicaj;o0 has present here in this room the president of that
bank, lr. Schaller, the Assistant Federal Reserve Agent, now vice presi-
dent of. the Federal Reserve Bank of Chicago, Lr, Young, and tir. Dillard,
also a vice-president of the Federal Reserve Bank of Chicago. I would
Just like in passing to introduce these gentlemen, ¥r, Schaller, Mr, .
Dillard, Mr. Young; and over to the left of i'r, Dillard is )ir. 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 iinneapolis, There arecthers 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 fron
time to time, and getting from you directly vhatever you may have in you:
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
s0 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 vpon a group of men,
for the monetary control, or the credit control of the country., And so
the Banking Aict of 1935 made new provisions for, open market operations,
thich 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; ard 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 arount of credit or furds, and as they
s0ld large 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
terds to case the money market as it were, and the operations of selling

‘tends to harden the money market. : o )

bpen market operations soon became so important that in 1922 a com-
mittee was organized for the purpose.of- unifying the operations of the .
Federal Reserve Banks. " After adopting the policy, this committee would
refer it to the Board in Vashington, and the Board would-either approve
or disapprove it., After this action, each Federal Reserve Bank cou}d!
if it wished, proceed with the operation, taking its share of securlylgs,
or selling its share of securities; or it had the choicg of not partici- .
pating. . :

In other words, there weré 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 when 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 aufhorization 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 sales of paper described in section 1l of .this dct 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."

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 shculd also be five members representative of
the 12 Federal Reserve Banks, One of these five representatives is elected
by the Federal leserve Banks of Boston and of New York. Another is elected
by the Federal Heserve Banks of Chicago and of St. lLouis., The third is
elected by the Federal Reserve Banks of Cleveland and of Philadelphia, The
fourth is elected by the Federal Reserve Bunks of Atlanta, Richmond, and
Dallas. The fifth is elected by the Federal Heserve Banks of Kansas City,
Minneapolis, and San Francisco. In this connecticn 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 Bcard 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 ilarket Committee in all, : .

The Federal Open ilarket Committee meets in Haéhington ét least four
times a year., Frequently, of course, it meets upon call, when 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 iliarket Comrittee communicates
its decision to the twelve Federal Reserve Banks, The Banking Act of 1935
now provides th_t no Federal Reserve Bank can engace in open market opera-
tions except in accordance with the regulations of the Open hkiarket Committee,
The Reserve Banks purchase or sell in accordance with the policy adopted.
In other words, they do not have the choice they had préviously, either to
join with the other banks, or refuse to join with the other banks in following
any particular policy.
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, The next thing of importunce in the Banking dct of 1935 has to do
. with the discount rate,- Discount rates are dependent upon one particu-
“lar thing that open market operations are not depnn&ent on; that is, the;
" are dependent on the banks borrowing at the Federal Reserve Bank, vhereas
. open market operations are not deperdent upon anybody else 1n1t1at1ng
anything. They are dependent on:the Board, or the Comm1ttee, to oe ini~
tiated and carried through. -

ngcount rates presume ‘that merber banks are borroa:ng at the ‘Fed-
eral Heserve Bank, ‘ard when they are borrowing, of course, discount rate:
have some meaning. The lower the rate, naturally the easier it is to
borrow, and the more funds are supplied to the pubiic, through the membe:
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 avaxlc
ble through the banks to the puollc.

But.oanxs are not apt to borrow.unless they have to. Originally it
was not thought that that would be the case when the Federal Keserve Act
was passed; it was thought that 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 thzng that everybody watched for. To-
day the rate only means that that is the cost of money, ahd little more.

It has some further meaning only vhen banks ‘borrow at the Federal
Reserve Bank, and banks do not borrow at the Federal Reserve Bank unless
they have to. %hen they have an excess reserve, they naturally will not
‘borrow at a Federal fleserve Bank. i'hen 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 credlt conditions of the country.

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

Now, the purpose of this is, I thlnk, that they may ‘be in constant
touch with the rate in each Federal Reserve Bunk, so that if conditions
change, the rate will be .changed as frequently as riecessary. The rate
will not be allowed to run for an indefinite period of time without re-
consideration both by the Heserve Bank directors and by thelboard of
Governors in Washlnbton.

In add1t10n to that, there is another very important part of the
Banklng Act of 1935 that I should like to mention here this mornlng. It
has to do with credit control. That is the pover to establish an increas
of the reserve requirements, and it is pretty important, principally to-
day.

I have just returned from the Coast, vhere I spoke to the bankers
of Washington, Idaho, arnd Oregon. Six or eight months ago when I was
speaking to them, they 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, “hen necessary, the reserve requirements, and there?y to check at
any time an excessive use of credit. For example, the requ?rements may be
doubled if necessary, the 13 percent becoming 26, or any point between,
and the 10 percent beccming 20, if necessary, or any point between }0 ard
20, for Reserve city banks, and the 7 percent becoming ly percent, if neces-
sary, for other banks, known as country banks, or any point between ? and
1k, and the 3 percent on time savings deposits becoming 6, or any point be-
tween 3 and 6., Reserve requircments 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 within that
figure of 13 and 26.

What 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
vwhile there would be another increase, That puts the average banker in a
position of uncertainty. : -

YWle have at present about three billion dollars excess reserves —- when
I left washington 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 will say that there is an excesgsive
use of credit. Ve 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 vould be paper that is called commercial 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 we 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 what we see is going on in the
speculative market. '

ile are constantly in touch, through our Federal Reserve Banks, as you
know, vith the general credit conditions of the country, We have charts
supplied us by the Federal heserve Banks! statistical departments, and we
have our ovn department in Vashington, one of 'the best in the country, which
presents the facts and the figures constantly, so that we know what is going
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t‘e have, as you know, one of the best publications of its kind, and
that is the Federal Resecrve Bulletin, which has all of these facts, all
of these figures and trends 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
knows Vie have to reckon with conditions that exist in Europe. Vie 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. Ve 'do know that certain amounts of gold are still flow-
ing into the United States. There was a time when these amounts were very
large, and they are not as large now., ie do.not know what will happen in
Europe, We do not know what negotiations may be going on, as far as re-
lations between foreign countries are -concerned. ‘e 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 arny time to affeét a certain credit condition that might
exist, makes us the more careful, because whatever we mete out in that
direction may be offset by action taken by the Treasury with its stabili-
gation fund, All of these facts rmust, 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 vwhen we do it, we must do it because its effectiveness in op-
eration is dependent upon the action that is taken. Ve depend upon the
facts and figures that we have at the particular moment.

The next important thing in connection with 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 speculatlve 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.

N&w, of course, that is something that no Federal Reserve Bank, and
no Board of Governors wishes to do, but it is a very direct means of act-
- ing -in the situation which mlght arise in a partlcular bank,

There is still ajother 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. :

Wheﬁ:the Securities Exchahge <ct was passed, power was given the
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of credit that would be extended on rcgistered securitieg by brokers and
dealers, and by banks, to their customers, as they come into the bank to
- .borrow money, This is covered by Regulation U. v

Now, the principal purpose.of Regulation U'is to limit the pércent
of the current market value of the securities that can be loaned by the
bank to -the customer., then 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 45 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 L5 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 man purchases
with the ‘money that he borrows from the bank., There are very few cases
vhere the banker will say, "Now,.you can go ahead and purchase this security,
and you do not need to bring in the collateral,": '

But suppose this man does not bring this coliateral in, or, suppose he
brings in a certain collateral, and when the banker looks at it, it is not
the registered security in question, ard 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 L5 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. :

Ylell, that much for monetary control. The Banking Act of 1935, there~
fore, places that responsibility principally in the Board of Governors in
Viashington, including the Open Market Committee, which 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 Bunk. A4s 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 not 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 mortgape 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~
e¢ral 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 with 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 indicatces how much we are interested in what 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 iiichigan,
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 togecther, because, after
all, we are not trying to work against each other, but we are trying to
work together, and the more we understarnd each other, the easier it is,
because, as Kipling wrote,

"It ain't the individual, nor the amy as & whole
But the everlasting teamwork of every blooming soul.”

I thank you very much,
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Speech delivered before

Irenton Chapter, American Institute of Banking

Trenton,  New Jersey .

Hovember 18, 1936

THE FEDERAL RESERVE SYSTRY AND THE BANKING ACT OF 1935

It gives me the greatest pleasure to-visit .chapters of the Americar
Institute of" Banking and see .the effort and interest devoted to improve-
ment of the technique .of banking. The activity of the institute's chap-
ters is evidence of an initistive that mekes for progress. Bankers us
never beiore are studying the technique of their business and develop-
ing their knowledge of the conditions aflegting it. Supervision of
banking in the public interest is no deterrent to initiastive, for the
desire of the supervisory authorities is not.to interfere with the
banker!s initiative but to cooperate with him in every possible way for
the improvement of American tanking. A real spirit of cooperation is
characterized .in the relations of your Institute, the Auerican Bankers
Lssociation, end the Federal heserve authorities. Out of the day to duy
contact of bankers with their customers in banking offices thrcughout
the country, there arise certain broad questions of policy and practice,
vhich, in the public interest need to be followed by especially consti-
tuted authorities. These are guestions that can only be scen 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 spesk to you
about the Federal keservs Banks and the Board of Governors and the
duties they exercise with respect to the interest of tae public as a
whole in the banking business.

The Federal Leserve System is not a commercial banking system, nor
a savings bank system, nor an investment banking system. . It deals with
reserves. it is & system which does not work for individuesl banks, btut
for the banking system as a whole. 1t is not a system opersted 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 weay.
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 whole.

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

Reserve Banks.

The cooperation between the central Board of Governors and the
twelve regional Banks is illustrated by the fact that five of the
members of the Federal Open ilarket Committee are elected from the Re-
serve Banks snd by the fact that discount .rates originate in the dis-
tricts, even though they are subject to review and determinetion by the
Board in %ashington. The System is represented in the Federai Advisory
Council which now consists of 12 bankers elected by the boards. of
directors of twelve Federal Reserve Benks. 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 conferaxes
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in the law department, examindfion'deﬁﬁftmeni, econdmic. department,
operating department and in other fields. -

The System consists of 6,400 member banks. These include 5,368
nationsl benks.and 1,032 member state banks. As you know all national
benks are reguired to be nembers of the System. State banks may volun-
tarily make application for membership,. and if they quelify, are
accepted into the System. Although the number of member banks is less
than half the banhs in the .country, they do about two-thlrds of the banle-
ing business of the country. .

As you also know the. member bunks hold stock in the Federal Reserve
Bank of their district. .Esch subseribes to six percent of its capital
and surplus - three percent of which is paid in at once.and the other
three percent may be celled at any time. .

There are twelve Federal hkeserve B“nks 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 1s 8 Board. of Dlrectors, conulstlng of
nine men. Six of these men are elected by the member banks and three
are appointed by the Board of Governors of the Iederal Reserve System in
Washington.. One of these three men appointed by the Board of Governors
in Vashington, is de31gnated as Chairman- of the Board and Federal hLeserve
Agent. :

The Federal Reserve Banks heve the power of selecting their presi-
dents and vice-presidents. The Board hes no power to force zn unaccept-
- able candidate on the Federal Reserve banks, but those selected by the
Federal Reserve benks must huve approvel of the Board of Governors in
Washington. This results in a:more harmonious operation of the- System,
which naturally reguires 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 banks in order to insure that the service of the Federsl
Reserve Banks is satisfectory and that their facilities are fully known.
The officers of the Federal Kegerve Banks as well as the members of the
Board welcome criticism and constructive.suggestions, for it is their
.desire to do everything w;tnln their authorigzed powers to mzke the
. services of the Federal Reserve banks useful apd valusble to their
member banks. Visits cre also made to nonmember benks, in order that no
bank interested in becoming a member of the Federal Keserve Systen
need feel doubtful as to what the cond1tions and gdvantages of member-
ship are. - : . . : .

Prior to the es tabllshment of the System it vas 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 Federa1
Reserve Banks is to hold reserves of" member banks. ) ) o

. Just prior to the panlc of 1907 - Mhlch played a large part in
bringing ebout 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 -mhici was to be kept: as cash .op hund. The rest was on deposit
in correspondent bauks in. reserve cities or central reserve cities. Ne-

. tional bonks in reserve cities were required to keep,reserves of 25 per-
cent, at least 1z 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 ¢ities had to keep reserves of 25 percent - all in vault cash.

The percentage of reserves which such benks are now required
to keep on demand deposits is 10 1/2 percent for country tanks, 15 per-
cent for reserve city banks, and 19 1/2 percent for central reserve city
banks. All banks must keep 4 1/z percent on time deposits.

The great difference, however, is that whereas at the time the
banks partiy kept their legal reserves in their own veults and partly
kept them with one another, they had no certain means of augmenting their
reserves except when everything was easy. The benks now have to kKeep
their legal reserves with the Reserve tanks and they have in the Keserve
‘bpanks a means of augmenting their reserves by the discount or sale of
assets. :

It was the purpose of the original Federal keserve 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 iet) to "notes, drafts, and bills of exchange issued or
drazwn for zgricultural, industrial or commerciesl purposes." This paper,
however, had to mature in three months or less from the time of discount,
with the exception of agriculturzl paper, which might mature in six
nonths. .

This limitation did not in fact result in an abtundence of such' .
paper in the ,ortfolios of banks - on the contrery such paper, for many
years, showed a tendency to occupy a relatively smaller place zmong the
tank assets. In 1929 it amounted to about 12 percent of loans and
investments of member banks. In 1934 it was 8 percent. This shows that
the American banks, instead of speciazlizing 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 efif'ect of this was to
limit the power which it was originally intended that the heserve Bunks
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 heserve Bunks to moke advances
to member bansks for not to exceed four months on any security satis-
factory to the Keserve Bank. Previous legislation hand enlarged the lend-
ing povers of the keserve Banks, but this change made it possible for a
member bank to discount any sound asset at the heserve Bank regardless

of type.

Now you might ask - how cen 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? First, it can do so by de-
positing currency, put,this is not a practicable means, becauce the
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amount of currency required by the public is & definite-amount at a given
-time and the .banks cannot very well chenge that amount. . 'Second -~ it can
do so by depositing gold. 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 domesiic mines. Substantially, therefore,
incresse of reserves can_be brought sbtout oniy by member hanks borrow-
ing ot the Feder:l Regerve Banks, or by the Yedersl Reserve Banks buy-
ing securities or acceptances. Y“hen the amount of Federal heserve
credit increases, member bonk reserves increase, and when member bank

- regerves incrense, there is ordinarily & corresponding increass 'of
several times that amount in the volume of member bank deposits as the
result of loans or purchases of investments 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 beank or through & -sele of
securities by the Federal Reserve. Bank, there is a .loss of reserves which
in the absence of currency or gold movements can te made .up only through
a decrease in the banks'! loans. and investments of. several times the
amount of the detrease in:reserves. This is the leversge through vhich
tne Federsl Keserve Systenm can influence the volume and' cost' of money:

Another activity of the Heserve banks is the issuance of Federal
Reserve notes. These-constitute the paper money zuthorized by the
Reserve Act for-the.purpose of supplying the country an-elastic currency -
that is, a:eurrency whose volume can be readily increased ‘or decreased
according.to the public demand for it.: ‘ S -

. Federal heserve notes acre obligations of the-United States and are
secured by specific collateral pledzed by the. Heserve bank. The bank is
required to keep reserves in gold certificetes 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 Gov-
ernment issues silver.dollars, minor coin .ead same paper noney and, -
until July of last year, the National banks continued to have the
privilege of issuing Natiousl bank notes. The larger part of money in’

- eirculation, however, consists of Federal Keserve notes. e

- A.member bank that has satisfactory assets can always- secire zll °
the currency that it needs.. If it hes & demand for more cash.thsn it
has in-its vault, it can readily obtain Federal.Keserve notes &t its
keserve .bank. It can borrow.and takeé ‘the proceeds in.notés ‘or it cen
draw against its account and, if necessary, restore the account to the
required level by borrowing. If it receives on deposit from its cus-
tomers more currency than it needs to keep on hand for current require-
ments, it cen send .the excess to the Reserve -bank ‘to- be added to-its.
reserve balance, . ' S ST

The function of supplying elastic currency-is.import&ht,-but'it is
less important than the lending power, because, &5 -you'know,. curréncy --
does not play a major role in present-dey business transzctions. About
ninety percent of our business is conducted by the use of checks. Cur-
rency is used, for example, for purchdses st retail stores and filling
stations,” for car fare, and for peyrolls, but sich uses account ‘for only
about ten percent of the-total monetary trenssctions in the country. -
Such fluctuations in the demand for: currency as appear regularly on pay
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days, during the period of_Ghrisﬁmas shopping, and near holidays, are met
completely by the machinery provided by the Federal Keserve Act.

Next I wish to mention & function of the Federal Heserve Banks whose
existence dnd importance is frequently overlooked. I refer to what they
do as fiscal agencies. .As you know, tine Federcl Keserve Act provides

" thet the Federal Reserve Banks. "when required by the Secretary of. the
Treasury snall act as fiscal agents.of the United States." The duties
vwhich the Federal Keserve Banks perform under this provision always
have been extremely importent to the government, and in recent years
they have come to ahsorb & larger aud larger part of the cttention and
time of the Federal Keserve Bank personnel. In addition to servicing
the public debt, providing currency, and acting as depositacy of the
United States Treasury, the Federal Reserve Banks perform a large emount
of work for various governmeni agencies, such a3 the Heconstruction
Finance Corporation, the Federal home Owner's Loan Corporation, the
Farm Credit Administration, the Public Works Adminictration, the War
Department, Veterans Administraticn. and an additional number of govern-

"ment eagencies and bureaus. In the year 1935 the Federal Reserve Banks
handled elmost 69,000,000 Treasury checks and over 16,000,000 checks
issued to work relief employees. Yhis wzs an sverage of about 20,000
checks a day at each of the twelve Federal neserve banks.

The transactions involved in servicing government securities are of
great importance; they cowprise receiving spplicctions for new issues,
delivery oif' securities to subscribers, exzchanging securities of differ-
ent denominations, meeting maturities, and peying interest. During the
year 1935 the Federal leserve Banks delivered to subscribers almost
1,600,000 bonds, notes, certificates, and bills sold by the Treasury,
and redeemed cver 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 24,000,000 bonus bonds to veterans.

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

In addition to holding the reserves of the United Stetes banking
system, making losns to member banks, furnishing an elastic currency
which automatically increases or decreases according to the pub%ic
demand, simplifying the procedure whereby banks collect checks dravn on
other banks, acting as fiscal agents of the Government in connection
with the issue and retirement of Government securities, etec., the Federal
Leserve System has a certain national credit control through discounts,
open market operations, direct action, reserve recuirements, and margin

requirements.

DISCOUNTS:

The Federasl 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 requirement thet such rates shzll be es-

abli "every fourteen days, or oftener if deemed necessary by the
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Board." "This does not require.thet such rates must. be changed every time,
but they must be regularly and frecuently reviewed..

The presumption behind discount rates is that member bans will
‘borrow at the Federal Reserve Benk, and when they are borrowing, of
course, discount rates have some force. The lower the rate, naturally,.
the easier it is to borrow, and the more funds are supplied to the publie,
‘through the member banks, and through the nonmember banks. The higher
the rate, the.more difficult it is tp torrow, and, therefore,.the:;ess
funds are mede available through the banks to the public.

Originally at the time of the passage of the Federal Reserve Act,
it wes thought that the banks would borrow, as a regular thing, at the
Federal Reserve Bank, and, ther :fore, the discount rates had more mean-
ing. The rate was the thing thit everybody watched for. Today the rate
has significance of the cost of money, and little more.

" As a matter of fact, banks do not torrow at the Fedefal.ﬁeserve Bank
unless they have to. lhen they have an excess reserve, they.naturally
will not borrow at a Federsl heserve Bank. Vhen their reserves are just
above, they will not borrow, but when they get down to the point where
they are below the reguired percent, they begin to watch thgldisqpunt
rate.

. OPEN MAFKET OPERATIONS:

. -The Banking ket of i933.gave specific authorizatidn.for the Federal
Open Mzrket Committee and adopted the following ststement for the pur-
poses of open market operations: - - o L

"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
comnerce and business and with regard to their bearing upon the
general credit situation of the country.®

The Act further provided that the sqvén members of the Board of
Governors of the Federal heserve System should be members of the Com-
mittee and that there should also be five members representative of
the 12 Federal Keserve Banks. '

The Federal Open -ilarket Committee meets in Vashington at leest’
four times a year. Of course, it also meets upon call when conditions
exist that must be met. - " a

Open Market. Operations consist of the purchese 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 keserve banks
withdraw funds frem the mzrket and less credit becomes aveilable. On
the other hand, by purchasing securities.the Feserve Banks. place funds
into the marxet and more. credit becomes.available., ' '
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When the heserve Banks sell securities the reserves of member banks
become diminished in the process of paying for the securities that are
sold, whereas When 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 ifarket Committee. It also prohibited any Lieserve Bank to engage in
opeinl market operations except in accordance with regulations of the Board

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

DIRECT ACTION:

Another means of credit control is by direct acticn. 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 conauct
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, partieularly speculative purposes.

If a bank continues to engage in practices about:which it has been
verned, 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 reuoval of the
officers responsible.

Direcl action is aimed at the correction of specific conditions in
particulur banks; also for the purpose of enforcing general credit
policy. : .

RESERVE REQUIHFMENTS:

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 Bosrd is not permitted
to lower them below the original reguirements of thirteen, ten, seven
percent on demand deposits, and three percent on time deposits, nor
increase them to more than twice that amount.

Naturally the result of reising the rates would be to decrease the
lending power of member banks and the smount of aveiluble cred?t, whergas
the lovering of rates enicrges the lending power and the amouni of avail-

able credit.

This power formerly could be exercised only in emergencies and with
the epprovel of the President of the United States. It is now one simply

of the Board's discretion. :

ﬂéRGIN'REOUIREMENTS:

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-member banks. - #uthority. for the Doard to issue regula-
tions governing this form of credlt control was granted by the Securities

Exchenge Act of 1934

Under this authority the Board has 1bsued neguiatlons upY and "gv.

kegulation "T". governs the extension and maintenance or credit by
brokers end deulers:insecurities for the purpose of purchesing.of carry-
. -ing securities.' Regulation "U" governs loans made by banks for the pur-
pose of purchasing of carrylng snocks zegistered on excbanges.

The power glveﬁ the Bo&rd to 1mpose and relax restralnts ‘upon -the
demand for credit for speculative purposes is aimed at a particular use
of credit and at the specific chunnels through which:demand for it bte-
comes effective.

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

Although the meens 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
then. Their application cannot be mechenicsl nor governed by unvarying
rules. Credit and economic relationships ere extremely intricate and
circunstunces under which the need for action arises are Lluays to some
extent different and special. : i

Ior one thlng, there has never been_a time when.the-membership of
the Federal Leserve System included as many as half the banks in the
country. Although it is true thst 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 end the issue of circulating meq1a, €.y
coins, silver certificates, and United States notes; and in pert with
the public debt, and the government's receipts gnd expenditures. These
operstions involve large sums and intimetely affect the banking and
credit situation.
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) Finally. there are conditions that arise not only outside the System,
but outside the oountry, and yet affect the domestic. baniing 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
hes cdded 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 essentiazl, how- .
ever, and if the important objectives of credit control are to be
acnieved, their general purpose must be understood.

f/hile I have discussed the more .important chenges effected b& the
Banking Act of 1935, there are a few others that might be mentioned for
the sake of completeness.

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

2) The Board has authority to waive in whole or in pert the
statutory recuiremnents releting to the admission of State banks to
rembership in the Federal Reserve System, if such woiver is necessary
to facilitate the cdmission of any State bank vhich is reguired to become
a member in 1942 in order to be an insured bank or to contlnue 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 Yederal Keserve System. At the
same time an importent change in the composition of the Board was brought
ebout. 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,
vhose 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 meking the selection shall huve due
regard to a fair representsztion of the financisl, 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, insteed of Governor. Fach of the seven Bourd members is a
Governor.

4) The Board is reguired to keep & complete record of the action
taken by it and by the Open riarket Committee upon ail questions of policy,
ond 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 znd sale by the Federal Re-
serve Banks of direct obligations of the United States and obligations
which are fully gueranteed 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) hatlonal ‘banks may make real estete loang up to 50 percent of
the appraised value. of the mortgsged property .for periods not exceeding
five yewr g; excdept ‘that if the loan is on an amortization bagis it mey
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 capit:l and
surplus of the bunk, or 60 percent of the bank’= time and savings de-
posits, whichever is greuter. : o .

. s you know, the Board in Washington is ccenstantly in touch,
through our Federzl lLeserve banks, with the  general credit conditions
of the country. We have data supplied us by the Federal Keserve Benks'
statisticul departments, and we have our own research and statistical
department in Washington, which presents facts and figures constantly,
go that we know what is going on. %e compile and publigh information
bearing on banking and credit conditions, here and ebroad, end include
data on production, employment, trade, and prices.

ue aTSo publisgh the Federal Reserve Bu’letln, nonthly publica-
tion, and the Annual keport of the Boerd, in which is presentnd informa-
tion on the current banking &nd fine nc1d] situztion. Ewcn of the Fed-
eral lieserve Banks also publishes « monthly review and an annuel report.

No other central banking ofganizatidn in the world makes available
such comprehensive informetion 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 operatlons of the Federzl lLieserve System. In that connection
I am glad to know that many chapters of the American Institute of
Banking are giving coursés on the Federal Reserve System; and at the
Institute graduate school of tanking at futger!s. « -course on the System
will be given beglnnlng next summer by br, Burbcss of' the federal :
Reserve Bank of New York. -

It has been a genuine privilege to be with you.this ebenlng I
hope my visit is evidence of the sincere desire of. the Board of Gov-
. ernors cnd of the Federal heserve Banks to cooperate with you as
individual bunkers,. as members of the Americen Institute of Banking,
and ss members of the dmerican Benkers szesociation in the devexopnent
of i? ever improving technigue of banking in the interest of the
public..
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