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CREDIT CONTROL BY THE FEDERAL RESERVE SYSTEU

There are five principal meens by which credit control mey be exer-
cised in the Federal Reserve System. .These are:

Discount Rates

Open Market Operetions
Direct Action

Reserve Requirements
Hargin Recuirements

Discount Rates

Under the original terms of the Federal Reserve ict two principel
instruments of credit control were used. One of these was the discount
rate; the other was the rete on bills, or as they sre cslled in the /ict,
"hcceptances". The Act specifically provided that ecch Federal RNeserve
bank "establish from time to time, subject to review end determinetion
of the Board of Governors of the Federsl Reserve System, rrtes of dis-
count to be charged by the Federal Reserve bank for each class of paper,
which shall be fixed with e view of azccommodating commerce end business".
To this the Banking fict of 1935 adcded the provision that such restes shall
be established "every fourteen dayvs, or oftener if deemed necessary by
the Board". This does not mean that the rates hove to be changed every
time, but that they must be regulerly end frequently reviewed. The Re-
serve banks usually take the initiative in eny action on rates.

The discount retes of the Federsl Reserve banks rre usuzlly some-
where between bill rates, which zre usuezlly lower, and othcr short-term
rates in the open market, which are usuaslly higher. . They zre £lso lowver
than retes which benks charge their customers for loans. They differ,
therefore, from the discount rete of foreign central banks, such 25 the
Bank of Ingland, for example, whose discount rete is higher then the
market rate. Since the Federal Reserve bank discount rete is lower than
the rates charged by member benks it has usuelly been possible {or nember
banks to borrow from the Reserve bank and relend st @ profit. It hes
not been the practice for them to do so, however, probably btecesuse trey
are averse to hazving borrowings show up in their published stetements.
Consecuently, member banks as & usual thing borrow of the Reserve brnk
only vhen they have to in order to replenish their reserves and svoid the
penalty for deficiencies in their reserve accounts.

Although each Federal Reserve bank's rate is determined lergely with
reference to local conditions, it is importent, of couree, not to fix
rotes at any one Reserve bank without reference to the conditions to
which other Reserve banks ere subject. The member banks in one district
cannot go to the Federsl Reserve bank of another district, but neverthe-
less if rediscount rates in one district were noticeably lowver then in
another it would be possible for funds to find their wey through indirect
channels (such as correspondent benks, for example) from the district
where rates were low to the district where rates were high. Conseguently,



general conditions as well es local have to be taken into account in de-
termining what the rediscount rate will be and what changes should be
made.

The Federal Peserve Act formerly limited the classes of paper which
Federal Reserve benks could discount for member banks, on the principle
that a definite preference should be maintained for short-term credit
based on self-licuidating commercial trenssctions. The Reserve banks
were, therefore, given the power to discount only short-term self-
liguidating commercial paper, that is notes, drafts, bills of exchange
and bankers' acceptances arising out of commercial, industrial and agri-
cultursl trensactions, and to make advances to member banks on their
promissory notes backed by paper . .eligible for discount or purchese or
backed by United States Government obligations. It was a nerrowly de-
fined classification. Advances on a wide range of other assets which
made up en importent part of the total earning assets of benks were not
authorized. These included advances on securities other then those of
the United States Government, on real estzte loans, snd on other loens
of considerable importance in the portfolios of banks.

As a result of many developments in our financial organization,
paper which qualified for torrowing from the Reserve baonks has consti-
tuted a constantly decreasing proportion of the total assets of member
banks ever since the System was established. In 1929 it was only esbout
twelve percent of total loans and investments of such banks, end in
193/ it was but eight percent. Consecuently, in 1931 and 1932 vhen the
great licuidation occurred, many banks with assets which were good but
technically ineligible for borrowing at Reserve banks, were obliged to
dump them on a felling merket, suffering severe loss thereby &nd con-
tributing to the deflation in values, or to close their doors.

The new banking act increases the powers of the Federal Reserve
banks so that they may meet this situation. It authorizes the Reserve
banks to make advences to member banks for periods not exceeding four
months on any security satisfactory to the Reserve bhank, at o rete of
interest et least one-half of one percent above the highest discount
rate in effect at the particular Reserve bank. This emendment modifies
and makes permanent the emergency legislation which was passed in 1932.

In addition to the foregoing general powers of discount and pur-
chase the Federal Reserve banks heve special powers with respect to
loans to commerce and industry for working capital purposes. These
powers are grented by Section 13b of the Lct. Under this section the
Reserve banks are authorized to discount loans mede by member benks and
other financing institutions to established industrial end commercial
businesses for the purpose of supplying working capital.

These changes made by recent legislation enlarge very greetly the
kind of credit which the Federeal Reserve banks may deal in directly,
and give the Reserve banks greater freedom of action in meeting require-
ments of the money market.

Open Market Operations

In addition to the discount rate and the bill rate, two other im-
portant means of credit control have been developed from Reserve System



experience, although they were not specifically contemplated in the
original Federal Reserve Act. These are open market opersztions end
direct action. Open market operations consist of the purchase znd scle
by Reserve banks of certain classes of securities, chiefly Government
obligations. They heve the effect of increasing or decreasing the
supply of credit available in the money market es o whole. They do not
leave control of the money market dependent upon the voluntary sctlon

of member banks in ceeling funds for the replenishment of their recerves,
but give to the Federal Reserve banks the initiative in influencing the
market. By selling securities the Reserve banks withdraw funds frcm the
merket and less credit becomes available. By purchasing securities they
put funds into the market end tend to ecase credit conditions. If secvri-
ties are sold they must be psid for, and in the process of peying for
them the reserves of member banks are diminished, for every payment
means a debit sooner or later to- some member bank's reserve account.

If the program is carried far enough the member banks will be forced to
restrict their extensions of credit or dispose of some of their assets
to the Federal Reserve banks either by sale or rediscount in order teo
replenish their reserves. Vhen this happoens, the wmember banks have been
forced by the initiative of the Reserve benks to teke asction whicn they
would otherwice not have had to teke. If, on the contrary, market condi-
tions ore such that member banks have gone into debt to the Federal Re-
gserve banks in order %o replenish depleted reserves, the Federcl Reserve
banks mey relieve the situction and the tlghiness which exists in the
money merket generally by buying securities on a large scele. The funds
which they release in payment for the securities which they buy flow one
way or another into the reserve accounts of the member benks and enoble
the latter to pay off their obligations. If the purchases continne
beyond this point, they createc excess reserves vhich it is likely the
member benks will try to put to some use,

By selling securities, therefore, the Federal Reserve benks mey en-
able themselves to give en effectiveness to & discount rete which it
would not have otherwise until such time es market conditions hed stif-
fened &nd individuzl banks were forced by those conditions to go to the
Reserve bunks for funds. Open market operations, therefore, enable the
Reserve banks to accelerate correctlive action. They sre especlally
useful in view of the tradition which mekes banks refrein as much s
nogsible from borroving from the Federsl Reserve benks. If member bLenks
felt no inhibitions ahout being in debt, end built up their reserves by
borrowings so that they might meke more losns, they woculd more generslly
be cmenable to control through the discount rete. As it is, hwever,
the discount rate must depend for ruch of its effectiveness upon open

merket operstions.

The powers of the Reserve banks to buy and sell securities in the
open market were grented in general terms in the originel Federasl Reserve
hct, but et the time were not generelly considered to be of very grect
importence. It was not until 1922 that open merket operations were con-
ducted on a large enough scale to cffect the money merket. The first
operations were carried on by the Federal Reserve benks independently of
one another, but it wns soon found thet action hrd to be coordineted,
for otherwise the banks would be buying or selling in competition with
one another and following different, snd perhaps conflicting, policies.
Consequently, a committee representing several of the reserve bsnks was
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formed for the ourpose of coordinating their operctions. About the

seme time the opurpose of the operations wes clarified. Tor some time
there had been o tendency to sllow purchases end sales to be influenced
by the objective of profit, but it was eventuclly reclized thet such en
obiective wes in conflict with thet of modercting e given condition oi
the —oney market, #nd must, therefore, be subordinsted or even sbrndoned.
This is in linc with the general policy of centrel benks in conducting
open market oneretions; they do so cuite definitely with the 1dea of
correcting credit conditions end not for the purpose of meking earnings.

The Benking fLct of 1923 gave specific recognition to open inerket
operations znd esteblished a Federal Ozen ierket Coamittee of twelve
members, one representing each’ Federcl Reserve hrnk, to trke the plece.
of the Tormer non-statutory committee. At the same time' the low adopted
substentially the statement of purpose which had elresdy governed open
market operctions. The stetute provides that open market operations
tsholl be governed with a view to sccommodnting commerce end business
and with regard to their bearing upon the general crecdit situstion of
the country."

The Banking Lct of 1935 made further change by provicding thet the
Federal Onen tlerket Cormittee should comprise the members of the Boord
of Governors of the Federal Reserve System and five representestives
chosen by the twelve Federesl Reserve banks. The lrw #lso mekes the deci-
sions of this committee obligstory upon the Federcl Fe<erve bonks end
provides that the record of the comnittee's actiong shsll be included
in the ennuel renrort of the Board submitted to Congress. Thus tn
activity vhich was berely recognized in the originsl Federcl Reserve
Act, end vhich wes gredually develoned in the process of cdainistrstion
of the System, hes come to be emphesized in the lav rs one of the Sys-
tem's nost important activities.

Direct fction

I nlso nentioned direct action as e mesns of credit control., Di-
rect action means individual effort by the Federsl Peserve beniks to
discourcge credit policies of given member banks i given civcumstences.
For the correction of specific conditions, it is to be regulcrly resorted
to by the Reserve banks in their relstions vith member bhenks. Opportun-
ity for it occurs on vsrious occesions, but particularly when the member
bank is being exeiined, end vhen it is seeking to rediscount some of 1ts
seper. In this sense, direct action ie lergely en laaividuel meteer end
the form teken by it in eny cese may heve 1ittle or no reference to gen-
ersl credit conditions. It nmay elso have reference either to regioncl
or countrvy wide conditions, hovever, and mey then be resorted to for
the urpose of enforcing generel credit policy. The power to exercise
direct action against member banks lies pertly with the Federal Reserve
benks snd partly with the Board of Governors.

The effectiveness of direct ection wes specifically strengthened
by the Penling Act of 1933 in severcl particulers. Vhen it sppeers
thet undue use of bank credit is being mzde for the purpose of speculs-
tion in securities, real estate, or commoci1ties, or for eny other pur-
pose inconsistent with sound credit conditions, the fects should be
renorted by the Federal Reserve banks to the Bocra of Governors of tne



Federal Reserve System. The Boerd may in its discretion suspend rny
menber bank making such use of credit from recourse to credit fecilities
of the System. Furthermore, authority has been given to the Bozrd to .
remove from office any officer or director of & member benk whe hes vio-
lated the law governing the bank's operation or who hes persisted in
unsafe end unsound prectices in conducting the benk's business. The
Board also has power to limit for ezch Federal Reserve district the in-
dividual bank capital and surplus which mey ve represented by losns
secured by stock or bond collateral.

It is to be presumed that these specisl powers will not often have
to be used, in view of other broad powers designed for coutrol of c ~=dit
conditions, but in principle they are nevertheless significent, for
they indicate that the law definitely contemplates the exercise of con-
siderable responsibility by the Federal Reserve banks end the Bosrd.

Power to Chenge Reserve Recuirements

Recent legislation hasg also established two other new forns of
general credit control vhich previously did not exist. The first of
these is the nower glven the Board to change the reserve requireuents
imposed upon nember banks by the statute. For most banks the reculre-
nent is end has been for yecrs that they heve reserves on deposit with
the Federal Reserve bank equcl to at least 7 percent of their demand
deposits, and 3 percent-of their time deposits. The powsr to zlter
these reserve recuirements was first given the Board by en amendment
to the Federsl Reserve ict iay 12, 1933, but under limitetions vhich
were later removed by the Banking fAct of 1935. The Boerd is now asuthor-
ized to change the reserve reauirements "in order to prevent injurious
credit expansion or contraction", but it is not permltted to lower them
below the present recuirements nor increase them to more then twice the
present recuirements. The effect of reising them, which is the only
action that could now be taken, because the reserves are now at the
point of legal requirement, would be to decresse the lending power of
member banks ond consecuently the available credit. The effect of sub-
sequently lowering them would be, of course, to enlarge the lending
pover and the emount of aveileble credit. This meens of credit centrol
is one of the most powerful and direct thet the lew hes bestowed.

Margin Reguirements

The second nev form of general credit control recently authorized
pertains to margin accounts and losns made for the purpose of purchasing
or carrying listed securities. Authority for the Board to issue regula-
tions in this field wes granted by the Securities Exchenge ict of 193..
This grant of authority was in line with various provisions of the Fed-
eral Reserve Act, such as I have alreedy referred to, simed at restrict-
ing the use of credit for speculetive purposes. In the language of the
Securities [xchange Act, the authority it bestows is to be exercigced
with the object of preventing "the excessive use of credit for the pur-
chase or carrying of securities". The standard esteblished in the Act
and adopted by the Board as an initiel regulation limits the loens which
a broker or dealer may make on a security to whichever is higher of the
two following ratios:

(a) Fifty-five percent of the current market price of the



security, or

(b) One hundred percent of the lowest market price of the secur-
ity since July 1, 1933, but not more than seventy-five percent of the
current market price.

This standard permitted the extension of credit up to seventy-five
per cent of current market value on securities that had made little or
no advance from the lows of recent years, and up to fifty-five percent
on securities that had mede considerable advance. The Board, however,
was given authority to alter this initial standerd, making it either
higher or lower as conditions might werrant, and it has recently changer
the fifty-five ver cent limitation to forty-five per cent. The reason
for this action was realization of the possibility that recent increases
of stock merket values might lead to such excesses as the law sought to
prevent.

The determination of margin requirements is designed to exert a
restraining influence on speculative trading. By imposing higher margin
requirements on securities that have had a rapid rise, credit is made
less freely aveilable for trading in speculative stocks. A limitation
is also imposed on the extent to which speculative profits on securities
can be used as mergins for further speculation, & practice that is known

as pyramiding.

The power of the Board to raise margin requirements provides an
instrument for controlling the demand for credit from speculators in
the stock market without restricting the supply 2vai1lable for other bor-
rowers. It differs from other means of credit control in the. 1t ai-
fects directly the demand for credit rcther than the available supply
or cost.. Through the use of this instrument it may be possible for the
Board to exert a restraining influence on the use of credit for speculs-
tion in the stock market before it has reached a stage at which the
general business and credit situation is unfavorably affected. The use
of the instrument exercises a restraint on speculation without limiting
the supply or raising the cost of credit to agriculture, trade, and

industry.

The Securities Exchange Act specifically exempts from its provi-
sions all obligations of the United Stotes Government, of any state,
municipal, or other political subdivision, and of agencies or instru-
mentalities of a State or local government. Additionol exemptions of

a similar nature are provided for.

Brokers and securities dealers subject to the Act are not permitted
by the Act to borrow from banks which ere not members of the Federal Re-
serve System, unless such banks agree to comply with the same conditions
relating to the use of credit to finance transactions in securities es
are imposed on member banks.

The foregoing provisions governing the credit activities of brokers
and dealers are covered in Regulation T of the Board of Governors.

Insofar as banks are concerned, the Board's authority relates to
loans made for the purpose of purchasing or carrying securities regis-
tered on national securities exchanges. It does not apply, therefore,



to loans made solely for industrial, agricultural, or commercial pur-
poses, regardless of the question whether these loans are secured or
unsecured, and, if secured, regardless of the character of the collctersl,
The determining fector is the purpose of the loan and not the nzture of
the security offered. 'If a loan is made for the purpose of purchasing
or carrying securities registerad on a national securities exchenge, it
comes under this section of the act; if it is made for eny other pur-
pose —- industrial, sgricultural, or commercizl -- then it is exempt.

It is also exempt if it is secured by certain types of collstersl other
than stocits, such as bonds and government obligations. In zenaral, the
law, insofar as it epplies to control over banks, is intended to prevent
the banks from being used for the purpose of circumventing the margin
requirements prescribed for loans extended by brokers to their custom-
ers, ana to prevent undue expansion of benk credit in the securities

markets.

The law imposes upon the Board no duties in connection with super-
vision of stock exchanges or prevention of undesireble practices amoug
members of such exchanges. Responsibility for these mstters resis unon

-

the Securities and Lxchenge Commission.

Conclusion - Limitation on leans of Credit Control

Although the five meens I have discussed by vhich credit control
may be exercised - discount retes, onen merket operations, direct action,
reserve requirenents, and margin requirements - appezr to be very com-
prehensive and powerful, it would be a mistake to convey the impression
that a perfect control of credit will be effected through them. In the
first place, their epplication cannot be mecharicel ncr governed by
simple unvarying rules. Credit and economic relationships ere extremely
intricate, and the circumstences under which the need for action arises
ere always to some extent different and special. Let me mention 2 few
things that complicate the task of credit control.

In the first place, if there were a clear connection between given
extensions of credit end the uses to which the credit ic ultiuetely put,
the control of credit would be simplified. This connection was formerly
essumed to exist and to afford an imnortent meens of control. The
thought was that the Reserve bank could shut off speculesticn by refus-
ing to discount the notes of speculators. That, of course, is fer from
the facts. A bank may borrow from the reserve bank on bills of lading
covering the sale of merchandise and zt the same moment it may buy the
mortgage of a men who is speculating in industri~l stocks. The e:xten-
sion of credit on tills of lading was specifically favored bty the orig-
inal Federal Reserve fLct, yet in such an instasnce as I mention, it might
malke possible a speculative activity directly opposed to the purposes
of the Act.

Mnother important fact is thet more thsn half the banks of the
United States are not members of the Federul Reserve System. The sys-
tem has consequently only a partizl end indirect influence on their

credit activities.

For another thing, there is eslways the important consideration
that United States Treasury activities must be teken into account.



These have to do in pert with the operations of the Exchenge Stebiliza-
tion Fund and the issue of circulating media, e.g., colns, silver cer-
tificetes, and United States notes; end in part with the public debt,
and the government's receipts end expenditures. These operations in-
volve such large sums and so intimately affect the benking and credit
situstion that Federal Reserve policy and Treasury policy must always
be coordinated with one another.

Finelly there ere conditions that arisge not only outside the Sys-
tem, but outside the country, and yet affect the domestic banking situ-
ation powerfully. There is, for exsmple, the recent great movement of
gold to the United Stetes from ebroad - a movement that, in the last two-
years has added over three billion dollers to the reserves of member
banks.

These factors, among others, necessarily limit end modify the exer-
cise of credit control.




