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Principles Which Should Guide
the Federal Reserve System

Gentlemen of the West Virginia Bankers’ As-
sociation, I am very glad of the opportunity you
have afforded me to visit the city of Charleston,.
to learn something at first hand of your indus-
tries and your problems, and to speak a few
words to you about the Federal Reserve System,
the principles under which it is working and the
principles which must guide it if it is to continue
to serve the people adequately and safely. 1
have of course known something in a general
way about the industries of this great State,
and have had the pleasure of the acquaintance,
and perhaps I may say the friendship, of the
Representatives of West Virginia in the House
of Representatives for a number of years. You
will pardon me, I am sure, if I speak in a pre-
liminary way of my service in Congress from
which T so recently resigned. I came to Wash-
ington as a member of the 63rd Congress in
1913, the year of the passage of the Federal
Reserve Act, and was assigned to the Banking
and Currency Committee. Among the members
of the committee at that time was the late Wm.
G. Brown, Representative of the 2nd West Vir-
ginia district, always an advocate of sound
banking policies, one of the men upon whom
Hon. Carter Glass, then Chairman, always re-
lied. Mr. Sutherland, now one of your Sena-
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tors, was also among the friends of my first year
in Congress, and later I came to know other
members of the delegation. Recently, during
the year of my chairmanship of the Committee
on Banking and Currency, one of the members
of that committee upon whom I could always
rely for support of sound policies was the Rep-
resentative of your own city, Hon. Leonard S.
Echols. Speaking of other members of the West
Virginia delegation in Congress, I might inter-
ject right here a description of the very delight-
ful trip I took to the Hawaiian Islands in 1917
with George Bowers, who was Mr. Brown’s suc-
cessor in the 2nd district. Such a description
would be much more interesting than any talk I
can give you on banking. I might also say some-
thing about the splendid apples Bowers grows
and about West Virginia’s apples in general.
I come from an apple growing country up on
the Hudson River and the subject is mighty
tempting, but won’t do at this time.

West Virginia has done her part not only in
the passage of the Federal Reserve Act, but in
its development by recent amendment, and I
think the Reserve System has been of great
advantage to the industries and to the banks of
West Virginia. Governor Harding has assured
me that I would find the members of the West
Virginia Bankers’ Association a fine lot of men,
strong supporters of the Federal Reserve Sys-
tem, and including very few if any knockers. I
am sure he is right, from the kindly and hospi-
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table reception you have given me and from
what I have heard in your meetings. West Vir-
ginia, with the exception of the Panhandle
counties, belongs to the 5th or Richmond Fed-
eral Reserve District and is so divided that
some of its banks look to the Reserve Bank at
Richmond for their rediscounts and others to
the branch at Baltimore. From these sources
the banks of West Virginia on September 3rd
had obtained loans of $1,599,213.75. You are,
I should judge, not over extended and have
been curtailing non-essential credits as much
as you could so as to conserve credit for the
encouragement of essential productive enter-
prise in farm, mine and factory. Few, if any,
of your banks show excessive borrowings from
the Reserve Bank, and if the Richmond Reserve
Bank is having some trouble keeping credit
within safe limits, little of its trouble comes
from West Virginia,

Without the Federal Reserve System, or
some similar central banking system, I think we
shall all agree, the war could not have been
financed on a gold basis, and the System has
very properly been described as a wonderful
success. It has been ably administered, but we
must not forget that the System is still on trial.
It has never yet had a chance to function nor-
mally and has only within the past year begun
to be a determining influence in the stabilization
or regulation of credit. The war thrust upon it
enormous business, of a kind not contemplated

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



Digitized for FRASER

http://fraser.stlouisfed.

when the Act was passed—a business based not
upon self-liquidating commercial paper, but
upon Government bonds, and at rates abnor-
mally low considering the demand. As the
Board’s last report says: ‘“‘In order that the
member banks might carry the burden of undi-
gested Government securities, they were obliged
to rediscount with the Federal Reserve Banks,
and in order that such rediscounting should not
involve them in heavy loss, it was essential that
as long as the banks were lending to bond sub-
scribers at coupon rates the rediscount rate
should be related to the bond rates. The redis-
count rates of the Federal Reserve Banks, there-
fore, instead of being higher than the market
rates, as in theory and normal practice they
should have been, were made lower than the
market rates.”” This enforced departure from
sound banking principles necessarily led to
enormous expansion of credit—or inflation, if
you prefer that term, and the problem has been
ever since how to get away from it. Of course
it is entirely contrary to the principles on which
the Federal Reserve Act was founded to make
loans on bonds, even if Government bonds, at
lower rates than on commercial paper, yet in
some districts we are still doing it. And indi-
rectly we are issuing currency based upon these
bonds, though that was one of the very things
the Federal Reserve Act was expected to put a
stop to. As much as was said in Congress and
out, while the Federal Reserve Bills were under
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discussion, about providing an elastic currenc
which would expand and contraect in accordance
with the demands of business as about any other
feature of the bill, and the currency contem-
plated in the Act was to be issued only upon the
rediscounting of short-time paper growing out
of actual business transactions, paper that was
expected to be self-liquidating when the trans-
actions were completed by the sale of goods.
The whole scheme was upset by the flood of
Government securities, and furthermore Central
Banking principles and practice being unfamil-
iar to most of our business men and bankers,
a great many people got the idea that Federal
Reserve Bank rates should be permanently
lower than market rates, so as to make redis-
counting attractive and profitable to the mem-
ber banks and so as to make the borrowing of
money for any and all purposes easier, and
many also got the idea that Liberty bonds should
be carried indefinitely at the coupon rates. It
is not necessary for me to say to an andience of
bankers that if the Federal Reserve System
should be conducted in accordance with such
ideas the final result would be a erash such as
we have never had before in the history of the
country. The System contains the possibilities
of enormous expansion of credit, as the war
financing has demonstrated. It remains to be
seen whether it can be brought back to sound
normal conditions gradually and without pro-
ducing any serious hardship.
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We are now almost at the peak of the demand
for credit and currency caused by the movement
of crops, and it is easy to see that the situation
might have been serious had there not been a
general increase of Reserve Bank rates begin-
ning about a year ago. There was some grumb-
ling over the increase of rates on ‘‘war paper,’’
but it had to be made and in due time should
go further, in my opinion, so that there should
be at least no preference shown to bond secured
paper. The great issues of Liberty bonds are
gradually being digested, going into the hands
of investors who intend to hold them, and there
has been a gradual reduction of loans on ‘‘war
paper.”’ Apparently about $16,000,000,000 of
Liberty bonds and Vietory notes have been
actually paid for and are out of the banks-—a
really stupendous achievement, which we would
not have thought possible a few years ago. The
Comptroller brought this fact out in an address
before the Maine Bankers’ Association in June.
According to his figures there remained less
than two billions of these securities in the Na-
tional Banks, counting bonds on which the banks
were making loans and bonds owned by the
banks, and he estimated about an equal amount
in the State Banks and Trust Companies.
Splendid as the showing of saving and absorp-
tion of Liberty bonds. has been, however, it must
be realized that the four billions left in the
banks, together with the Treasury certificates,
still cause a very serious displacement of credit,
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which can only be made good by continued
steady saving and investment on the part of the
people. The high record of bills discounted
based on Government obligations by the 800
reporting member banks was made in June,
1919, $1,438,000,000, and the high mark for the
present year was made on January 2nd, when
these banks had loaned $1,289,000,000. The low
mark was August 20th, when these loans to in-
dividual borrowers on Government paper had
declined to $959,000,000, a decrease for this year
of $330,000,000. If all banks were included, I
suppose the decrease would probably be twice
that figure, or about $600,000,000, showing what
seems to me very gratifying progress in the
payment for bonds. Some part of the decline
must be due to the reduction of the outstanding
Treasury certificates, but certificates were
largely held by the banks themselves until their
interest rates were raised, and I suppose have
not entered very largely into collateral for
loans to individual borrowers from the banks.
Federal Reserve rediscounts, based on war
paper, reached their high mark on May 16, 1919,
at $1,863,476,000 during the Vietory Loan Cam-
paign. On June 18, 1920, these war paper re-
discounts had been reduced to $1,231,841,000, or
$631,000,000 less. Since June 18th there has
been some natural increase due doubtless to the
increased demand for credit as the harvest pro-
gressed and the crop moving season advanced.
The remarkable thing is that the reduction in
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war loans has been very ‘much more than made
up n increased loans on commercial paper. A
year ago September 5th, the Reserve Bank re-
discounts on commercial paper were only $212,-
185,000, about one-eighth of the loans on war
paper, which then stood at $1,635,233,000. On
September 3rd, 1920, the commercial paper re-
discounts had advanced to $1,412,035,000, or
nearly seven times as large as last year at this
time, and more than $79,000,000 greater than
the redisecounts on war paper, though the latter
had increased more than $100,000,000 from the
low mark of $1,231,841,000 of June 18th to
$1,332,892,000. Commercial paper rediscounts
passed the war paper bills in the Reserve Banks
for the first time on July 30th, when they
reached $1,250,613,000 against $1,241,017,000
war paper bills. They seesawed afterwards for
a few weeks, but the commercial bills seem now
to have taken the lead permanently. It should
be added that the recent increase of a hundred
million in war paper loans is probably also to
be considered chiefly commercial—honds merely
being used as convenient collateral.

The enormous expansion of commercial loans
during 1920 was not predicted by financial writ-
ers or economists, so far as I am aware. Most
of those who in 1918 and 1919 attempted to
forecast the development of the Federal Re-
serve System thought that rediscounting would
diminish as the Liberty bonds were paid for
and absorbed. Certainly no one expected that
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the commercial loans of the Federal Reserve
Banks would be seven times greater in the fall
of 1920 than they were at the corresponding
period of 1919.

On the whole, however, the policies of the
Federal Reserve Board and of the Federal Re-
serve Banks seem to be working well. In the
face of an enormous and unprecedented demand
for commercial credit, the reserves have held
pretty steady with only slight declines week by
week. There appears to be credit enough for
all legitimate demands without encroaching on
the legal reserves, but no surplus for specula-
tion, or for profiteering, or for holding any
unusual amount of harvested crops from the
market. Though the percentage of decrease of
reserves each week has been in tenths, there has
been a steady decrease each week since July
23rd. It should be remembered that the Re-
serve Banks of the crop moving sections are
being sustained today chiefly by help from the
Boston and Cleveland Reserve Banks. New
York has helped until recently, and Philadel-
phia and San Francisco still are helping some
through purchases of acceptances from the
West and South. The Boston Reserve Bank is
charging its own member banks 7 per cent for
rediscounts of commercial paper and is loan-
ing its surplus to Western and Southern Re-
serve Banks, which make most of their redis-
counts to member banks at 6 per cent. That
doesn’t seem quite right. In accordance with
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strict business principles, or with economie
principles, if you like that term, the rates ought
to be highest where the demand is greatest.
Boston’s surplus of credit comes partly from
dull business, textile plants closed down, ete,
and there is naturally some grumbling at its
high rediscount rate maintained at present
largely for the benefit of the rest of the country.
It should not be forgotten that the regional re-
serve system is not exactly the same as a Cen-
tral Reserve Bank with branches. When con-
sidering the present situation, furthermore, it
is well to bear in mind that as a result of the
high (7 per cent) Reserve Bank rate in New
York and of curtailment of loans for specula-
tion the stock market is absorbing a billion dol-
lars less credit than last fall, and that billion
dollars is now in use financing the movement of
crops, and financing production generally. Se-
curities, including Liberty bonds, are at a very
low point—the only things in the country that
are really cheap, judged by pre-war standards.

Fallz’ng Prices

As I have said, some of the surplus of credit
in Boston which is now helping Federal Reserve
Banks in the West and South results from dull
business in manufacturing lines, and the same
18 true of Cleveland and Philadelphia, and to
some degree also of other districts where there
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is much manufacturing. There is evidence that
we have entered upon a period of readjustment
of values. The people have rebelled against
the ever mounting prices and have so dimin-
ished demand for many articles, particularly
clothing and shoes, that some factories have
been compelled to close or run on part time for
lack of orders for the time being. This has
been charged as due to restriction of credit, but
I think there is evidence that the movement is
deeper and more widespread. There has been
a decrease of prices all over the world to some
extent. It began, I think, with the collapse of
the silk market in Japan in the winter and early
spring. The big drop in raw silk was naturally
followed by a drop in wool and in leather, and
the movement spread from one thing to an-
other. Cotton, though a somewhat shorter
crop than usual, naturally came in line for a
drop following wool and we hear cries fromn the
rubber and automobile industries and from
some others. Sugar and coffee have gone
down, and the pressure on the breakfast table
has perceptibly relaxed. All this I believe is
in accordance with economic laws. How far
the price recessions will go remains to be seen.
A lower range of prices will ease up the credit
situation considerably, but will at the same
time perhaps increase grumbling and ecriticism.
We have all complained of high prices and of
the high cost of living and have charged infla-
tion, profiteering, ctc., but we all like to see
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somebody else’s prices go down. When the
prices of things we ourselves sell or produce
also go down—why, that’s all wrong. We can’t
sell them below the cost of production, don’t
you know! People like to find a ‘‘goat’’ some-
where to blame when things go against them,
and some of them, perhaps naturally enough,
turn their criticisms against the Federal Re-
serve Board or the Federal Reserve Banks.
The war taught people to look to the Govern-
ment for everything and nowadays when a man
can’t ‘“hock’’ his last winter’s overcoat for as
much as he thinks it ought to bring, he writes
to the Federal Reserve Board and says it is
outrageous that money is so tight.

Criticisms of the
Federal! Reserve Board

There are several classes of crities of the
Federal Reserve Board, some of whom know
something about banking and about economic
laws and some of whom do not. Perhaps they
may be divided roughly into three classes. One
class wants lower rates-—cheap money—regard-
less of economic laws, or the reserve require-
ments of the Federal Reserve Act; another
class declares that rates were not advanced
quickly enough after the war financing was
finished, and are not yet high enough to control
credit fully; a third class just criticises on gen-
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eral principles, perhaps mostly for political
effect.

This third class 1s not troubled by any par-
ticular regard for consistency or for laws of any
kind. The same persons have declared that
enormous inflation has been promoted by the
Board and has been the cause of high prices—
pointing to the great volume of outstanding
Federal Reserve notes—and then when prices
began to fall they declared that the Board was
stifling business by refusing credit for produec-
tion and causing deflation. The chief stock in
trade, however, of the third class of critics is
the charge of ‘‘profiteering.’”” They point to
the fact that the net earnings of the Federal
Reserve Banks, the excess of earnings over cur-
rent expenses, for the half year ended June 30th
totaled $68,583,111, or at the yearly rate of
151.2 per cent on an average paid-in capital of
$91,165,000, and that they made 92 per cent in
the corresponding period last year. Well, if
you ean ‘‘profiteer’’ by having your rates or
your prices too low, and when practically all
your profits go to the Government as a fran-
chise tax, there may be something in the charge.
The Reserve Banks before the war were not
making their dividends, as a rule, and one mem-
ber bank up in my old Congressional Distriet
charged off its reserve bank stock to profit and
loss, and said it was no good as an investment.
Profits were forced on the Reserve Banks by
the war, and have been made at rates lower
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than good banking practice would have dictated
—rates which attracted business instead of
stabilizing credit.

It is proper in this connection that I should
call attention to the very extraordinary nature
of the Federal Reserve Banks considered as
corporations. The stockholders are the mem-
ber banks, but those member banks not only
subscribed the capital, on which the Reserve
Banks began operations, but furnish all the
deposits from which loans are made. Suppose
the stockholders of one of your banks were the
only depositors, how would you reckon the prof-
its of the institution? The Richmond Reserve
Bank during the first half of the fiscal year
made a profit of $2,610,000, or 113.6 per cent
based on its paid-in capital alone—which aver-
aged $4,622,000 during the six months ending
June 30th. Based on capital and surplus, $12,-
689,000, its current net earnings were at the
rate of 41.4 per cent. Based on its capital and
reserve balances—and these reserve balances
were all furnished by the stockholders—the
earnings were at the rate of only 8.1 per cent,
or based on combined paid-in capital, surplus
and reserve balances, the rate was 7.2 per cent
—not such a very impressive figure, but higher
than the average rate for the whole 12 Reserve
Banks, which was 6.4 per cent. On either of the
last two bases of reckoning the highest percent-
ages were made by the Philadelphia and At-
lanta Reserve Banks.
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You will perhaps say that if the Richmond
Reserve Bank makes 8.1 per cent on its capital
and reserve balances—which you furnish—you
ought to have a larger return than 6 per cent
on the capital, but this brings up a question
which I shall not discuss today. I introduced
a bill in the last session of Congress that would
have allowed extra dividends of not to exceed
three per cent from Reserve Banks that had
accumulated the full 100 per cent reserve, but I
should add that my position as a member of
Congress on such measures must not be under-
stood as necessarily indicating my position as
a member of the Federal Reserve Board. You
remember that Salmon P. Chase as Secretary
of the Treasury issued greenbacks which later
as Chief Justice of the Supreme Court he de-
clared unconstitutional. It is very important
that there should be no motive for running the
Reserve Banks for the purpose of making a
profit. An extra dividend bill, if passed, should
be carefully safeguarded. Lower rates than
those at present prevailing would probably
bring larger profits by attracting more busi-
ness, but the Reserve Banks have the custody
of your reserves—of the reserves of the banks
of the country, and those reserves must be con-
served if the System is to be managed with
safety. There must be no inducement for the
expansion of credit merely for the sake of
profit.

The first class of critics of the Federal Re-
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serve Board mentioned above deserves soimne
attention as well as the last class—the class
that wants cheap money, regardless of laws,
economic or statutory. A very well known
United States Senator has recently contributed
an article to an industrial journal, published in
Baltimore, in which he urges that the Reserve
Bank rates should be lowered to where they
were before the war, or at least during the war.
In one part of the article he says that the policy
of the Board has had the effect of ‘‘breaking
down the price of securities’’—which is tanta-
mount to saying that speculation in Wall Street
has been checked—in another place he says
that ‘‘there is no sense whatever in retiring
credits which are employed in production.’’
Well, obviously, if you should open the flood
gates of credit for speculation the price of se-
curities would advance, but such an advance at
this time would absorb credit needed in moving
the crops and in productive enterprises. The
policy of the Board has been throughout to
conserve credit for production and orderly mar-
keting. Reserve Bank rates must be fixed with
the purpose of maintaining safe reserves—the
reserves required by law—otherwise we should
have such inflation and speculation as could end
only in disaster. The Senator urges Chambers
of Commerce throughout the country to pass
resolutions in favor of lower rates. Chambers
of Commerce are composed of business men and
bankers and it will be interesting to see what
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response they make. They are not as a rule
inflationists and I shall be surprised if they do
not recognize the necessity of the application
of sound principles—of maintaining sound con-
ditions of credit. They know that the banks
bhave been meeting all demands for credit for
sound productive enterprise, and have been cur-
tailing credit only for speculation or for non-
essentials. They know that with reserves lower
than they should be, and with loans outstanding
far greater than ever before in the history of
the country there has been no ‘‘retirement of
credits which are employed in production,’’
where conditions were sound.

Personally, I can’t help having some doubt
whether all has been done that could be done to
curtail speculative and other unnecessary cred-
its. The enormous expansion of all bank loans
since the end of the war and the fact, already
stated, that Federal Reserve Bank loans on
commercial paper have increased nearly seven
fold in a year, or about $1,300,000,000, makes it
hard to believe that all that additional credit
can possibly be used in useful productive enter-
prise. Certainly there is no evidence of re-
striction, in these figures, but strong evidence
to the contrary.

The total loans of the Federal Reserve Banks
are at their highest now—higher than at any
time during the war, the highest in the history
of the System. All previous records of ‘‘total
bills on hand’’ were passed in the statement of
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August 27th, and again on September 3rd, and
on September 10th. They passed three billion
dollars for the first time on the 3rd. The fig-
ures are so high, in fact, that they seem to con-
stitute strong prima facie evidence of undue
expansion.

This brings me to some consideration of the
criticisms of the second class of critics men-
tioned above, critics who include some of the
leading students of economics and a few of the
leading bankers of the country. They maintain
that the rates of the Reserve Banks were not
advanced soon enough after the war, and some
of them maintain that they are not yet high
enough in all distriets to give the necessary
check to dangerous expansion. I am personally
of the opinion that these criticisms are useful.
The hindsight of these college professors and
bankers is often better than their foresight, and
like the rest of us, they frequently find it easier
to point out mistakes long after they occur than
at the time. Their criticisms often fail also to
take into consideration practical difficulties, but
on the whole, as an abstract proposition, I agree
with them that conditions would probably be
better today, if the check to expansion had been
started by a somewhat earlier increase of rates
after the war. I agree with them also that
Reserve Bank rates should be higher than they
are today in some of the districts where the de-
mand for credit is greatest and where legal
rates of interest are 7, 8, and even 10 per cent,
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as in the 6th Federal Reserve District, and in
several others. Practical difficulties, however,
have to be considered. Some people, and some
banks, got themselves pretty badly overloaded
with Liberty bonds through patriotic motives,
and must be given more time to work out. The
habits engendered during the war can not be
thrown off at once, and people must be given
time to understand what the purposes of the
Federal Reserve System are and what the
principles are which must guide it. If we can
succeed in keeping the reserves of the System
within safe limits without again raising rates,
it may be better to do so.

One thing I want to say as a new member of
the Federal Reserve Board, though I am sure
it is not necessary to say it to this audience.
There is absolutely no politics in the adminis-
tration of the affairs of the Board. I was in
close touch with the Board for considerably
more than a year as Chairman of the Commit-
tee on Banking and Currency of the House of
Representatives and in frequent consultation
with Governor Harding with regard to pro-
posed amendments to the Federal Reserve Act.
You do not need to be told that I am a Repub-
lican and that I should have scented partisan-
ship long ago if there had been any. If the
time ever comes when the Federal Reserve
Board yields to partisan pressure and fixes its
policies with relation to their influence on elec-
tions, rather than the security and soundness
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of the banking system of the country—then
there will be danger ahead. I do not believe
such a time ever will come. I do not believe
the policies of the System today would be ap-
preciably different if Mr. Hughes had been
elected President four years ago instead of Mr.
Wilson.

The Federal Reserve Act may not be 100 per
cent perfect, but it works well and needs only
such minor amendments as suggest themselves
from its administration from time to time. No
changes will be made in its main features for
many years, if ever, in my opinion, unless So-
cialists or some other radical or destructive
party should gain control of the country—which

I don’t expect will happen in my time or in
yours.
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