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The general purposes of the Federal Reserve System are well defined
in the title of the iederal Reserve Act, which was passed in 1913 and
approved on December 23 of that ycar. The full title of this Act reads
as follows:

"in Asct to provide for the establishment of Federal
Reserve Banks, to furnish an elastic currency, to
aftord means of rediscounting commercial paper, to
establish 2 more effective supervision of barking

in the United States, and for other purposes. "

The two principle functions mentioned in the title of the act arc thus to
furnish an elastic currency and to afford means of rediscountin- commer-
cilal paper. Both of these purposes clearly indicate that the Federal
Reserve System is intended primarily to supply short-term credit, because
clastic currency must necessarily be based on current transactions, and

the rediscounting of "cormercial paper means the extencion of credit on
paper arising out of the current needs of production or distridbution in
agriculture, industry ond trade. Both functions, thereforec, indicate that
the Federal Leservgais a commercial bankings system organized to finance
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current short term operations, as distinguished from the Farm loan Cysten
AVErE

and the Intommediate Credit Banks, which .are orgenized foxr the purposc of

providing longer term crecdite "he limitations upon the character and

maturity ot the paper elisible for discount by the Reserve Zanks, tacrefore,

arise from the fundamental purposes for which the system was crcated..

L.

IMELIBERSHIP. For purpdses of Reserve 3amking the United States i8 divided



into twelve districts, each district having a Federal Reserve Bank, vwhich
in many rcspects is entirely independent of the other Reserve 3anks and

of the Federal Reserve Board. All the national banks in a district
belong to the Federal Reserve System and rmust subscribe as thelr share

to the bank's capital an amount equal to six per cent (Gﬂ) of their own
capi tal ard surplus, three per cent (3 of which rust be pald in cash

at the time the menborship is acquired; the remainder being subject to
call. Banks havin: state charters arc permitted to join the Federal
Reserve System if they so deslre and if their capital and the character

of their business are such as to make them eligpible for meubership. Upon
joining the System they are required to subscribe to the capital stock

of the Reserve Bark on the same ratio as national banks. State banks
which Join the System retain all their charter privileges so far 2s they
arc not in conflict with the Federal Reserve act and Ctate banis may
withdraw from merbership at any time upon six months' notice. “he Federal
Resorve System, therefore, is ovned by its member banks who are the stock-
nolders and no part of the wstock belongs to the Government. It is not a
Governmental institution, but a co-operative enterprise of baniers ovned

and largely controlled by thert.

ORGANIZATION. me fcderal Reserve Banks are administered by a Board of
nine (9) Directors divided into three classes: Class "A" Directors are
selected from amon; leading bamkers in the district; Class "3" Directors
represent commercial, industrial, and agsricultural interests in the -
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district, omd Class "C" Dircctors are appointed by the, sorrcznrzeTrn Class



nA" and Class MB" Directors are clected by the Momber Banks, the Covernment
appointing only one-tnird of the Directors. For the purpose of sclecting
Class "A" and Class "B" Directors the baniks in each Federal Reserve
District are divided into three groups, consisting respectively of large,
medium and small banks, each class having in the aggregate an equal number
of votes. mhis insures the Federal Reserve Banks from being controlled
largely by the big banks as they would be if the votes were in proportion
to resources, or by small banxs as would be the case if every member bank
had one vote regardless of its size. Thils plan assures the bvanks of a
directorate representative of the business interests and of the various
classes of banks in the district.

re federal Reserve Board consists of eight members, the Secretary
0of the Treasury and the Comptroller of the Currency ex~officio, and six
other members appointed by the President of the United States and con-
firmed by the Eenate. "In selecting the six appointive members of the
Federal Reserve Board, not more than one of whom snall be seleccted from
any one Federal Reserve District, the President shall have duc regard
to a fair represcntation of the financial, agricultural, industrial, and
cormercial interests, and geosrapnical divisions of the country." So
that the Federal Rescrve Board 1s a body of men selected from various
parts of the United States who are representative ot the various activities
of the country, and to thesc men is entrusted the function of welding the
twelve rezional Reserve Banks into one System which is operatgd on con-
sistent principles and can be depended upon for united action vhen
emergency arises.

There is o clear distinction between the Federal Reserve Banks and
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, when, in reality, it is the action of the
{Federal Reserve Bank, and vica versa. As the Federal Reserve Banxs
are held resvonsible for their capital stock, and as the business of
banking varies in different sections of the country, Congsress deemed

it advisable to make each iederal Reserve Bank a separate corporation

and defined the limits of a bank's corporate powers in the act, while
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it left to the ederal Reserve Board the,establisleent or broad
A

questions of policy in order that the banks mipht zunction harmoniously
as a unit and rally to the aid of each other in times of special

stress or combine thelr force in case of a national emergency.

PULCTIONS OF SHE BAIXS. The chief functions of the Fedoral Reserve

Banks may be briefly described as follows: {A) Rediscounting for llember
Banks. vhen a menber bank finds that its customers are In nced of more
eredit than it is able to give them on the basis of 1ts own resources,
it can turn to the Iederal Reserve Bank and rediscount with it some of
the paper upon vhich it has made loans to 1ts customers. This paper,
however, in order to be eligible under the'law/éustﬁpriée out of an
actual transaction conmnected with the production or distritution of
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cormodities. money-obtai nodTrom therFederal Reserve--sanks-siuall-not
fee wsed for speculation; for permanent investment, or for carrying
stocks and bonds, cxcept obligations of the United States Governmente

So that the Federal Reserve Banks' opecrations are specifically intended

to serve currcnt credit nceds. Another limitation upon the paper,
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having the same general purpose, is In connection with the length of time
for which Reserve Banks are permitted to discount paper. For ordinary

commercial and industrial paper the maturity is limited to 90 days and for

agricultural paner to nine (9) months. e reason that asricultural paper

is nllowed lonser maturity 1s that asricultural owerations ccnerally require

a lonrer time for their commletion than do cormercial and industrial onera-

tions. .fThere 1s iIn this no devarture from the principle that Reserve Bank
credit st be cmployecd to finance short-term current operations rather than
long~term enterprises. In extending credit to thelr members the Reserve
Banks are guided by their Boards of Directors and by loan coummittees appointed
by Directors who have complete discretion in the matter under the law. In
rediscounting paper or obtaining advances from the Federal Reserve Banks,
the Lember Banks deal only with the Federal Reserve Banizs and the Federal
Reserve Board cannot interfere so long as they act within the law. The
Federal Rescrve Moard cannot require sny Federal Ileserve 3ank to make any
loan or rediscount any paper nor can it require any rederal Nescrve Zank

to refusc any loan or to refuse to rediscount any paper which Is eligible

for rediscount.

(B) The.rederal Reserve Banks are authorized t0 1ssue Federal Rescrve Notes
in exchenge for gold or for paper ellsible for discount. Throush this power
of note issuc thc Reserve Banks are able to supply the llemver Bamizs with liquid
currency that a2llows them to meet every legitimate demand of the district for
additlonal credit beyond the banks' own resources. If I might presume to give
you a clear picture of this idea in practice I would assume that z given com-
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magddw has an actual need for additional credit. The need is anparent by the

request {for loans at the local bank. The bank, in order to mecet the necds

of 1ts customer, turns to the Reserve D ol trd
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Say .»100,000 from its Federal Reserve 3ank by rediscounting some of
its eligible paper. "he Federal Reserve 3ank needing additional funds to
take care of the needs of its licmber Banks, pledges this 100,000 of re-
discounted paper with the Pederal Reserve Agent and obtains +100,000

in Federal Reserve notes, which 1t pays over to its licmber 3ank for the
paper rediscounted by it. . The llember Bank lends or pays out this £100,000
of Federal Reserve notes in its community, and thus they are putb into cir-
culation and the total volwme of currency in circulation incrcased or
nexpanded" in the amount of 3100,000.  ‘hen the rediscounted paper pledged
as security for the Federal Reserve notes matures and is pald off, the
Federal Reserve Bank must either substitute other collateral (eligible
paper or gold) or retire thec notes. If the credlt nceds of the cormmunity
have decreascd in the meantime, the notes probably will have been returned
to the Federal Reserve Bank, either through its liember 3Banks or through
other rederal Rescerve Benks, and it will retire them. Possibly some of
them will be paid to the Pederal Reserve Bank in payment for the very
paper winich 1t had pledged as collateral for their issuance, and tneir
retirement will be practically automnatice Yhen the underlying cormercial
paper is pold off and the Federal Rescrve notes are rotired the total value
of currency in circulation will have becn decreased or ngontracted" 100,000.
In this way the total voluae of Federal Reserve note currency autonatically
expands and contracts to accomnodate the changing necds of commerce, industry
and agriculture. 4 Federal Reserve 3Bank cannot get Federal Reserve notes
without putting up 100ﬁ cornmercizal or azricultural paper Or gold itself as
security, and when the volwae of available commerclal or agricultural paper

decreases i% must elther retire the currency or put up gold as securl ty,
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If I have mado myself clear you have in your mind a picture of how
the elastic currcncy of the Fedcral Roserve works in practice. Tou have
seen (1st) waere the necessity for 1t originated out in the district; (2nd)
how the Member Bank acquired it by offering eligible paper of its customers
equal to 1005 as security; (2rd) how the moncy went into general circulatlon
through the channcls of trade and industry; (4th) how the currency is retired
automatically when the credit needs of the cormuni ty no longer require 1ts
circulation.

The Reserve Banks have no power to issue notes except in exchange for
gold or eligible paperw. They cannot create currency out of nothing. The
need for thc notes must arise out of the actual requirements of the comrmmnity.

The Federal Resecrve liotes are first liens on the assets of




the Reserve Banks and are also obligations of the United Etates
Government. They are redeemable in gold at the Yreasury of the
United States and in gold or lawiul money at any Heserve 3Dank, and
a 40 per cent minimum gold reserve rust always be maintained zagainst
them.

In the early periods of the system, the use of Federal Reserve
Notes as additional currency credit was not gencrally resored to

in times of increased demand or necessity for additionnl credit,

but as the Veorld Var continued and finally involved America the demand
for currency with vhich to carry on and adequately finance the business
needs on account of the great inflation in prices, the demand increased
very rapidly. On January lst, 1917, just before we went into the

war, the outstanding Federal Reserve notes amounted to 17,588,100,

On January 1lst, 1918, the amount was ;1,350,764,225.

On Januery lst, 1919, the amount had increased to .)2,859,643,920.

On January 1lst, 1920, this amount had increased to ¢3,295,789,145.

And on becember 23rd, 1920, it reached its peak of .3,404,931,000

in actual circulation.

Cince that date the tendency in the main has been dovwnward and on

A
November 28th, 1923, stood at 2,246,000,000.

”

The high discount rate of six per cen (6%) effected by the
P19
Reserve Banks in January and February was undoubtedly to be taken
¥

as a vaerniung that expansion was reaching a high point and having its
effect on legal reserves which were declining, with the thougnt,

undoudbtedly, that this high rate of discount would have the effect of

slowing down the dewmand for money. On the contrary - and to the



Surprise and astonishment of all, past experiences and practices reversed
themselves and the demend for money began to increase. Farly in June

the rate was increased in’five of the Reserve Banks to % without any
apparant effect upon the demand for money which reaghed its high point

in December, 1920, when the total smount of Reserve notes issued and in
circulation totaled - $3,404,931,000.

The statement made by a former Comptroller of the Currency to the
effect that the largest amount the National Banks of the country had ever
borrowed in one year prior to 1913 through rediscdunts and billspayable
was - $100,000,000 brings most forcibly to our attention the almost
incomprehensible figures to which the country's credit had been expanded
since the inauguration of the Federal Reserve System.

The discount rates of the System have varied greatly at different times
Howover, when we recall the conditions through which the country has passed
since the System was established in 1914, it does not aprear in any sense
unjustifieds In view of the abnormal conditioms resulting fram the World
Vor with its attendant inflation, so natural to carrying on war ectivities,
the Post-{ar period whon every line of productionm was moro or less over-
stirulated together with the tendency 4o extravagance ond speculation and
addod theroto, the further obligation of the Federal Reserve System to act
as Fiscal Agents for the Govermment in financing the war which required the
floating of over $20,000,000,000 of Bonds together with a large amount

of short time govermment obligations, it quite naturally was to be expected
that discount rates should or would vary quite materially.

The discount rate of six per cent (6%) was established with the
System in 1914. Between 1914 and January, 1920, the rate varied but
noever again reached 64 until the latter part of Januury, 1920, and later
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in 1930, went to 7% in Boston, New York, Chicago and Jriirensccadm )
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&) The Federal Leserve Banks hold all the lawful rescrves of the Licmber
Banks, that is, nothing that a liember Bank holds, not even gold or other

cash in its vaults, counts as reserve by lew, except the amounts held on
deposit with the Federal Reserve 3Bank. The concentration of reserves and
maxing them available at any point within the System, and at any time, has
made it possible to reduce reserve requirements and at the same time renders
banking much safer throughout the country. The Reserve Act has reduced

the requirements for reserves on demand deposits from twenty-five per cent (284
in reserve citics to ten per cent (lOﬂ), and on time deposits from twenty-Live
per cent (25%) to threec per cent (3%); and in country benks the reduction has
been from fifteen per cent (15%) to seven per cent (7 on demand deposits and
from tifteen to threc per cent-(ﬁﬂ) or time deposits.

mere 1s no doubt that the rederal Reserve System throush its reserve
policy is rendering the country a great service Iin meintainin: the integrity
of deposit reserves, and in pooliny these reserves in order thot they may de
available in %ime of need to the liewber 3enks and to any other tunction of the
Systen.

Onc of the preatest deficiencies in the old bankine syotem prior to the
enactment of the Federal Reserve act, was the gystem of maintaining bank
resorves consisting partly of cash in vault and partly of talances with
correspondent banits vhich in turn carried part of their rescrves in the f{orm
of balances with other banks which were permitted to lend a largze part of
such rescrve deposits to their customers so that the ultimate rcserves of the
country were invested in loans whlch might not be collectidle in the time of
need. ind the preatest deficiency in our present banking system results from

the contimuance of this very same practice by banks vhich are not members of

the Federal Rescrve System. A reserve intended
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0 protect the depositors of a bank vhich conslsts largely of loans

to the patrons of the correspondent banks cannot in its Linal analysis
be considered any more of a reserve than the notes in the portfolio of
the original bank and it cannot compare as a deposit protection to the

Fr & /"7' R
reserves held in the system)which rmust always be protected by a gzold

reserve oi not less than thirty-five (35%5) and in addition having the
advantage of beiny available for ucsoe at any point of emergency.

Yac history of past financisl panics which have caused so ruch trouble
and worry to banxers and depositors jmetitmzmsess will show in practically
every instancc that the reserves which were Intended as a protection to

as a consequence

depositors, had in nearly every case, been dissipated an&%rescrve orotection

was not aveilable in the time ol neecd. This camnot happen under Federal

N8 S
Reserve Banking.

(D) In zddition to clemring intra-district checis the Federal Reserve
System nas set up a machinery by wiich balances bet.een districts can be
scttled by book entries without the shipment of cash. This is done throuzn
tne gold settleacnt fund in Vashington held in custody by the Federsl
Reserve Board. Hach reserve barc has placed with the Reserve Board a part
0of its reserves and whenever onc rescrve bamt wishies to transfer funds

to another it does so by wirinz to the Board to meke an eprropriate entry on
the books of the gold settlement fund. The Board daily notifics cach

ts to its account and of tae anount

$do

Reserve Bank of tiic total debits and cred
4f pold it owned at the end of the previous day's busines~. fPhis plan

has done sway with cxchanze charges for drarfts within the country; has

eliminated much time lost and exwense incurred in the snimment of currency



and has made dbusiness dealings between different perts of the country more
expeditious and economical.

Zali LGS,
Par. 55 - Section 7.

"After all necessary expcnsec of a Federal Reserve

Bankk have been paid or provided for, the stocicholders

shall be entitled to receive an annual dividend of

six per centwn on the paid-in captial stock, which

dividend shall ve cumilative. ATrter the aforesaid

dividend claim: have becn {ully met, the net earnings

shall be peid to the United BStotes as a franchise tax

excent that the whole of such net carnings, including

those for the year ending December 31, 1918, snall be

paid into a2 surnlus fund until it shall amount to

100 per centum of the subscribed capitel stock of

such bank, and that therecafter 10 per centum of such net

earnings shall be noid into the surplus.
The plan for providing a surplus equal to 100% of the subscribed capital was
not a part of the original Act bub came as an amendment in llarch 1919. At
thls time the Federal Reserve Banks with the exception of the Federal Reserve

A ,

Benk of Dalls, Wexas, have a reserve of not less than 100% built up out
net earnings. e last statement asto net earnings and their distribution
was as follows for the Systemn:

Dividends paideceeeecseasy 87,355,200,

Transferred to surpius... 218,369,549,

Franchlse tax to Govte... 185,387,941.
Under this systen of a fixed dividend, the incentive for earning unusually
lerge orofits  is leysgely removed. The earnings of the Reserve Banks & largel
governed by the volwne of credit needs of the country and necessorily vill vary
in accordance wita the volume of business.

During the years wnen the Reserve Bmks were handling the governmental

Var Finance activities 1920-21, the Rescrve Banks paid the Government

()5

+w1204000,000; in 1922 they paid about .310,000,000. Tae neccssity of meeting
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all overhead expenseof the Federal Reserve System including the expense
of the Federal Reserve Board at Vashimgton, is a direct obligation of the
Rescrve Banks,as the Government 1s under no expense for or on account of the
Federal Reserve System or any of its Dbranches. The surplus which the
Banks accwnulate belongs to the Government in case the bank or vanks should
be liquidated. The member banks under the law can under no circumstances
receive more than the return of their capltal end six per cent {(6/5) interest
on thelr investment.

I hope I have made this point clcar to vou. The earnings in this
institution to its stockholders can in no cvent exceed six percent (6%). The
earnings during the years America was actually engaged in the war was very
heavy on account of the large volume of Govermment financing that was cleared
throush the Reserve System,and in additlion thereto, the accrued profit that
raturally accrued to the system through the large volume of note issues and
rediscounting nccessary to care for the increasefvolumc of business that on
account of high prices necess-rily required a greater velume of credit in
order to function. Observations of the past few months as to the tendency
of income would lead one to the conclusion that under normal conditions the
problem of the future will be how to meect the overhead expeunses of the
system, rather than one of curtailment of net carnings.

fo o into minute detail of the operation fo the Federal Reserve
System would take a great deal of time znd in the end would no doubt leave
you go confused as to querie, wiat is it all about. I have crdeavored to
give you a clear picture of the fundamental principles and how they operatey

1st As tu the purpose of the ict

ond As to the membership of banks in the system

€3
H
o

The orcanization fo the twelve original banks

Ath As to the class of paper eligible for rediscount
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Hti. The power of no e issue.

6the he method of note issue.

7the The wurpose of the rediscount rate.

8the T"he reserves and how the Act changed the legal

requirements.
Sl Eire—par —YevtItmentiund.

94
Distribution of Xarningse.
If I might ask your {urther indulgence without encroaching too largely
upon the time of others, it would be for the purpose of commenting briefly on
the Zystem both from the standpoint of its chortcomings as well as 1ts advantages

as I have come to understand £t during the past few months experiencese.

14
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Iany complaints have come to me especially from the Iilddle Vest with
respect to the hign interest rates prevailing in many States. The remedy for
the criticism whicn 1n many instances 1s warrented rmst come from the
hands of the legislators of those states where exorbitant rates arc exacted.
ifany, if not all, states have an established maximum legal rate and the custom
in the States 15 to adont it as the curreat rate for loans. The rcmedy is -
the State; as the vederal Reserve 3ozrd has no power to controlsd~

The federal DNeserve Banks at this time have a uniform discount rate of
4 per cent. “he rate is the same to all banks in the Cystem. Lo discrimin-
tion is permitted in the cstablished rate of the Federal Reserve Zanx as
azainst any of 1ts members. e rate to the borrower, however, in any
Stotes, appears to be very much in excess of the reserve rate and in some
instances, the soread botween the Federal Reserve rate and the legal rate
is so wide that it tends to encourasze vaniks in borrowing from the rederal
Reserve and loaning o its customers for the profit that can be made on the
spread. where the oractice is tollowed of loaning money at maximua lezal

e
rates as fixed by State laws, naturally follows thzat a low redcral Rescrve

rate could have no bearinf on the ratespsid by the customer of the bank,

as they are governed by the State Law.



It mast be said, howsver, in falrness to tho banker that the practice
of holding cloanely to a maxirum legal state rato does not appear to be the
general rule as there are many evidences in different parts of the country
that money is loaned on o Yory gmall margin, while, in othars the criti-
ciome made are Justifiad as the sproad appeare to be too wide.

The prirciple underlying the Foderal Reserve System iz not one that
encourages profiteering by momber banks. ‘‘ne evident intent of Ccngress
was that the Federal Reserve Bank should be rogarded as an inatitution
to be used in times of emargency, or to reat seasonal requirements for
additional credit and firance whenever local banks were unable to do so
out of their own resourcos.

It is not inconceivable that the custom of follcowing legal state rates
as a gulde for current rates, may have contributed largely to the expansion
in our credits that doveloped so repidly in 1919 and 1920. The avident
intont of the Foderal Rsgerve Board in increasing the rate to 6% in Jamuary,
1920, waa to warn the country of the dangers that would follow if the
sxpangion of crodit continued, as the reserves, at that time, irdicated &
rather matorial reduction in the ratio. But, ‘contrary to al) pracoedent
or expectation, the reverso of what was hoped for happened, as the increaso
in the rate did not lessen the demand for credit. And a fow montks later
the rate was raissd to 7% in four banks of the System; ovidently, with the
samo intent and purposs in mind. Here again tre increase in the rate was
without immeodiate results as the expansion continuod for goveral mdnths
following; and it might not be an unrecasonabla deduction to infer that the
borrowers in the country (tro Middle yilest and South wero hoavy borrewers)
ware not fully informed of tho serious oxpansion that was taking P

throughout the country and could not be disturbed by eny ircroase in ths



discount rates they were and had been paying, the maximum state rate which
could not have the offect of acting as a note of warning as the rate was not
unusual. It did, however, serve as a warning to the benkers of ths country.
They were men of experience who knew that this great increase in the Fedoral
Reserve rate had for its purpoae but one object and that was: to, in some
mannar, effect a slowing down in the domand for credit. Thls warning should
have been hoeded, snd in all probability, was to asoma oxtent; but in many
instances tho natural prudence and caution that was to be expected from
the congsrvativo banking clsas was either submergsd in their desire for
profits; or the situation had gone beyond their control.

The record shows that the Federal Reserve System was quite gsnerally
used by the mamber banks for rediscounting paper after Amsrica entered
the war and later on member banks discounted very sextensively for non-member
banks, In the Mississippi Valley, where production ig heavy and the market-
ing of farm commodities,including live stock, assumes large rroportions, there
18 a groat nocessity for heavy fipancing throughout seasonable portions of
the yoar. This is espocially true where co-operative marketing has developed
to the point where it is handling the larger portion of farm products of that
area, The Middle VWest section was a heavy borrower throughout the yoars of
1919 and 1920 which at itas height becama very embarrassing to some members of
tho Federal Resorva Sy stem. The records of membership disclose the fact that
not over one-third of the banks in tho Miassissippl Valley waere members of tho
Foderal Reserve System and that many of those that were mexbars of the Fed-
aral Reserve Systsm were not discounting any pager, consequently, wors giving
no extra service to the cormunity beyond their own resourcos.

In Thn Seventh District, which 1is served by the Chlcago Fedoral Reserve
Bank, showed thut on December 30th, 1920, that bank had a memdbership of 1421

banks in the district; %58 of which were gtate banks and 1063 wero national



banks. There may have been some slight increaszs in the mambersghip at this
date, but the records will show that since the 1923 Amendment to the Act
there are 3074 eligible banks in the Seventh District. The high point for
loans in this district was reached in October, 1920, and on that date there
was a total of 813 banka borrowing and located in the following states of
the District: Illinois - 175; Indiana « 103; Iowa - 369; Michigan - 104;
and Wieconaoin - 64 thus we have at the time of emergency only 813 out of
approximately a total of 2000 eligible banka in the district that were en-
deavoring to bs of amervice to the district at a time of national emergency
auch as prevailed in 1920. Thie lack of membership contributed greatly to
the embarrassment of the discounting banks and curtailsd very materially the
offorts of the Regserve Bank to serve tho district. The disinclination of
the country banks to become members of the system worked a hardship on such
banky as attempted to serve the country in that they wsre obliged to redis-
count or borrow to such an extent that their condition scon became over-
extended and dangerous. The practice of country banks functiioning through
correspondent city barks has grown enormously and it is not unusual for
city banks to zet as correspondent for hundreds of individual country banks,
And in order to retain the country bank accounts;‘/@he city banks pledge
thamselves to come to the financial aid of the country banks in times of
need, aad, in ordor to do so, often find it necessary to borrow vory heavily
from the Federal Reserve Banksin «m amountswholly out of all proportion to
i*> capital and surplus.

Under the old system of national barking, banks were permitted to
rediscount to the amount of their capital stock and surplus; under present

conditions the regerve banks have fixed the basic line for borrowing member
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benks at considerably beyond that point. To illustrate, teke a hypothstical
case - The basic line in most cases would be 2% times its capital, or $1,500,000,
a bank with a capitalization of six hundred thousand dollars. Its individual
deposits total seven million dollars. ($7,000,000). This bank borrewed from
the Fedoral Reserve Bunk of its district Four and One-half Million Dollars
($4,500,000), or seven times its capital. Common sense and ordinary dbusiness
prudence would cause any man in this audlence to inquire as to how the Di-
rectors in a bank of that kind could Justify thie condition. Whilse the 1il-
lustration is not en actual picture of any bank, it is typlcal from the stand-
point of Reserve and Capital to its rediscount liabilitles. To illustrate
further, suppose this bank had, approximately, two hundred country banks as
clients. Vould 1t not have been the better part of wisdcm for those two
hundred country banks to have joined the System and place\their institutions
in a position t%&ake their louns direct with the Federal Reserve Bank and by
30 doing avoid the additional charge to the corrsspondent bank and allowed
thias chargo to ‘accrus to the benefit of borrowar, vwhich ia itself would have
beon a substuntial saving, when considersd in the light of the large volume
of rodiscounting necogsary in this country. Thes 1liabllity to ths Federal
Resarve Bank would have besn no greater than it was to the clty bank, and the
local bank would have been in a much better poalilon to serve its customara
according to their nesds and the nesds of the commnity.

The incentive of the borrower should bs to undertale to procure hia
nacessary loanas at the very lowest rate and hig bank should bs willing to-
offor every facility that would enable him to do so. It should ba ths pur-

no3e of tho locsl bank to reach as directly and cheuaply as poasible the



fountain-head of 1ts emsrgency resources and this can be done through a
membership in the Fedsral Ressrve Systam.

There are, as I view it, many obstacles to overcoms before the member-
ahip ih the system will reach the point that will enabls every community to
get the moat dirsct benofit, Some non-member banks, in many instancea, have
not reachod the point where they cun ses any advantage in being a momber,
Others ars not memwbers because of reasons that apply only to the material
side of the businssas - profits. It is perfectly natural that eny banking
institution should be alive to the necenaity of earning dividends on its
capltal, but the necoasity for giving service and protection to its patrons
1s a prarequiasiteo to earnings. When the customars of a bank have knowledge
that their doposits are protectsd by a resarve that cannot be dissipatsd,
1t becomes more of an asset to the bank than could possibly accrue to it
from on the small raserve now requirsd.

Tho most gorious drawback to the Federal Regsorve System at this
momant 1s the attitude of muny of our people toward the Fedoral Reserve
Board and the Federal Resarve Banks. It is regraettable that the businescs
and farming interests and borrowing public genorally have not beon taken
into a more Intimate confidence and more fully informod on the objects, pur-
posag and intent of this system, in order that they might intelligently under-
atand its functions and cowprehend its effectiveness. The majority of let-
tera I recelve indicate very clearly that the Fedoral Reserve Systom in its
policles and functions is not understood and many poople ars wholly unin-
formed or misinformed as to its objscta. If wa were dealing with an or-
dinary pleco cf logislation or gsomg academic problem the matter would right

itszlf becausas it would have the support of the intaerestzd claszes who

would gee that it was properly presontad, here we havs a corporation -
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semi-public in its nature (by reason of governmental supervision). It
is probably the most powerful and at the same time, the most far-recaching
in its function of any system that the vorld has cver xnown, and, in a
word, it is least understood. I, personally, can lay no claim to any
great amount of superior knowledge of the System but 1t can be understood
and should be understood by all the people the best of information tnat can
be had as well as the widest distridbution of same. " I have no thousht of
going; into a discussion over the charge so often made thnt the iederal
Reserve Board nad arbitrarily ordered deflation. I deem 1t uy duty,
hovever, to leave witn you the information I have on the subject wiaich 1
obtained largelitrom the records of the Reserve Board and without going
into details, I will say that I find no record in the official minutes.
of the Board vherc an order was promulgated or acted upon in any menner.
I have repcatedly had assurance {rom two members who were members of the
Doard in 1920 that no action of any kind having for its object a demand
for liquidation, was ever token.

he Conference of liay 18, 1920, which meny pcople claim was cailed
for the purpose of demanding liquidatioxn, was onc of the conferences which
are held cach year in accordance with the provisions of the Reserve Act,
and, in order that you might have the full text of the Coniercnce at first
hand and be able to study it at your leisure, I have browht cvery avail~
able copy with me and same can be had at the Cecretary's table.

It would e well to kecp always in mind the thought that the Federal
Reserve llembers are only human and subject to human limitations, experience

proves that hwnanity is prone to err. There is no doubt but what the



Federal Reserve Board made mistakes; the Iederal Reserve Banks have made
mistakess the bankers of the country make mistazkes; business men make
mistakes and farmers are not irmune from mistakes. No one vho had %o do
with those eventful times and conditions can claim absolute immnity from
blame. what the attitude of the individuzl Rescrve Banks was during those
eventful days is uniknowvn to,manye. What the lenmbeér Bank% demanded from its
customers, I have no way Of*kﬂﬂﬁﬁ?ﬁd‘“hat the corresypondent city bhank
demanded of the local country benk will probably never be made public.

“hat the country bank told its customer can only be imagined. TUhat the
status of the borrower was and vhother his loan was essential or non-essential,
he alone must be the judgee But, in the course of time the nistory of our
age will be recorded. 0 a great extent it will be a repetition of the
exveriences of war periods that our country has passed throush since its
existence as a nation. We have been told of the experiences of the -
revolutionary period and the disastrous conditions that followed the war.

The history of the war of 1812 recordx the same identical cxperience and
the same after-war disastrous effectse. In 1857 the agitation and subsequent
leiislation which disorganized the United States Bank brought about a national
calamity.

following the @ivi].nhr we had the usual period of contraction and the
record of our o n time will show that the ages had not been avle to teach the
Americaypeople how to proilt by oxperience and that they have not come to an
appreciation of the disaster they would encounter in the post-war years of

the YWorld Var and vhich are now known to have been the most disastrous that

inerica has ever cxperienced.
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That something out of the ordinary must have added incentive to
the deflation in commodity prices in 1920 seems reasonable to believe.
Personally, I have had mony men of ungquestionadle integrity assure me that
arvitrary demands were made for linuidation and that liquidation to them
meant bankruptcy. I hope that those vho have had such an experience will
speak up and tell how and by whom and under what circwnstances, he was
required to liquidate in order that full respdnsibility for any unjust
deflation could be established. Tothing can come from any furtiacr agitation
on the subject except as it serves as the means oi enadling us to create such
safe-guards as will obviate and prevent such disastrous results.
Ly statement as to what was saild and who sald it and vhen and vhere,
will always be a subject for discussion without a solution as to vho was
at fault unless those wno had such experience will speak up and tell vhat
hanpened. The Federal Reserve System is recognized as an established
institution and its value to the country in times of emcrgency and financial
need is escimowledged even by its enemies. What it is the last word in
finance and credit and that it has functioned cofficiently in every instance
is not our contention. Ilany sugsestions arc offered from time to time and
many amendments have been made by Congress in order to increzse the
efficiency cof the System to the borrowing publice. ErmgestionsimvT RIS0
—uzde _thatefho-Hyaten~suouldr bo~sortirided-in-ite-practionl-cperation
for the-needsg~cr-agricultire-and -tz 00T out
o find s atloted.-Lor-uhat-nurpose. It is entirely probable that additional
changes willkccn: to the System(EQAtimc ond these will be largely based
upon the knowledge we bhave gnined from our past cxperiences.

0 one who has been privileged to observe the onerations of the
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Federal Reserve System in practice and compare it with the financial
machinery of other nations, there comes the thought that the mind that con-
ceived the idea wrs that of a genius. t not only has stood the test of
the world war which involved the most scvere credit strain that nistory
has ever known, but also brought our country to a financial position far
above that of the other nations engaged in. the conflict.

I hold that the first essential neceseary to the maintenance of a
successful credit and currency system is a loyalty of its members that will
command the confldence oi the pecople with whom they deal.

The Federal Reserve Board at Washington and the Directors of the
Gifferent Federal Reserve Baxnks do not deal directly with the punlic, con-

Lait-
sequently, have nothing dut indirect contact and second sceurse information
ac to what is actually transpiring. “his is unfortunate in one respect
in that it does not give the rfederal Reserve 3zord or the Directors ol the
Federal Reserve Banks the personal contact with neople of tac cowtry that
is necessary to o thorough understanding and more intimate Imowledze of
conditions at first nand. e inability or neglect of the lember Banks
to mnlke clear to its customers on every occasion the rcasons for the benk's
inability to meet requests for credit has created a situntion that will be
years in the undoing.

In order bhat this statement might not be misinterpreted or that the
inpression mi ht go forth that it was a personal feeling and wore or loss
prejudicial, I waunt to quote you verbvatim what a very prominent benker of
Chicago has said on this subject in a speech delivered at Atlantic City,

in September, 1923, to the assembled delegates of the american Benkers'
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"evertheless, the harm done by the publicity given to

the conditions of those enjzased in agriculture is almost
irmeasurable and all of us are to some extent responsibdle,
because in come way most of us have contributed to the
farmers' feeling that he is not so rmch the victim of the
circumstances of his own industry, as of the machinations

of all clements of business, finance and govermzent.

"s:g5 bankers, we contributed to this fecling when ve scurht
%0 blame our demand upon the farmer for pnyment(af)the"““*“
cruel activities of the Federal Reserve Bank and the Federal
Rescerve Board. Our cowardly action in failing to tell our
farmer friends the truth, which was that we had losned too
much money and were hard up and needed to collect rather
than that we were being mede to ¢o s0 by some govermment
asency, is vearing alundant frult today, and vie nave shead
of us 2 tremendous task to correct the false impression for

<

which we are resvonsible."

If the System cannot heve the most loyal support and hearty co-oneration
of its members, it will be daifficult, indeed, to hope for a permanent con-

g ot . . .
tinuance = 1tc successe. Its efficiency will always depend upon the manner
in which the bonks as well as the public support it. It is recognized by
many as the institution in ZAmerica that is to act at 21l times as a barometer

of finance snd credit and its efficicncy in serving the people will always

depend upon the mannerz. in which all of the agricultural and business interest



P
of the country are willing to be guided by its warningse.

, In conclusion, I, personally, cen see nothing in the present credit
situation that in any way appears alarming. The country a2s a wiole
appears to be in an casier situation financially than a year ago.

dgriculture, on the whole, has made substantial progress tovard
[« WA NS SO

recovery and while there is=a reasonSfor the optimistic feeling over the
rartial return of a more prosperous condition, the situation is not one
to warrant the fammer in indulging in any extraordinary cxtravagance,. es—

metiringdn--the mituation-indicates-thn t.ogriculture.-i s-reduc ingoits-pay-
ts.-for:money -borrowed-o1n capital=investment accownt. “hat there has
A4
been a large amount of liquidation on the part of the farmer is conceded,
el
It _ epted as-eaming-aliozedhien from profits on current ,

Ve

the mortgage indebtedness on farms has been .lew—alsx ingreased

operations as

during the process of liquidation that has been going onjaz;d EhS thought

that tks farmers nave to some extent reduced, loans made for current
obli{;ations\ by increasing mortgage indebtedness on farms.is literally

true in many cases, and until that problem has been met and nermanently
T Gy ap Agant v
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adjusted, agriculture \WWW,\ post-war readjustments benls.
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