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Speech idelivered before
Annual Convention of lMaryland Bankers Agsociation

Atlantic City, New Jersey
May 22, 1936

THE FEDERAL RESERVE SYSTEM AND THE BAIKING ACT OF 1935

As I was on ry vay here from Washington yesterday afternoon and was
turning over in my mind wnat I should be saying to you today, it oc-
curced to me that I shouvld by all means say something about the richness
and diversity of the State of Maryland, which I was crossing. Cutting
across the stete in a northeasterly direction through Baltimore toward
Philadelphia, I had on my right hand a part of the state that I under-
3tana is devoted largely to the production of tobacco and of tomatoes
for canning. That part of the state also includes Chesapeake Bay with
its shipping and its production of sea food. It includes the Lastern
Shore with its fertile vegetable farms. It includes also the city of
Baltimore, with its important shipping, manufacturing, and distributing
activities.

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

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

This monetary function that you tankers perform involves your coop-
eration with one another. The banks not only of your state but of the
country as a wvhole and even of the world coastitute a net work of credit
commections by means of waich tlie trade between different regions is
carrisd on. One of the most important steps ever taken in this country
in the way cf making this net work more effective was the establishment
of the TFederul Reserve Banks. These institubtions knit the banking busi-
ness of difrerent communities and regions closely together so that inter-
regional and inter-community payments and eixichanges can be smoothly ef-
fected. They help to bridge with credit the distances that separate
consumers fron producers, and tiie intervals of time that elapse between
production and concumption - between seed tiie and harvest - between the
fabrication of goods and their delivery.

Inctead of going into special phases of federal reserve policy, I
want to survey briefly but comprehensively the structure and functions of
the Federal Reserve System as a vhole. This means I must nention many
things already quite familiar to you; I trust you will understand that I



6L

do so not because I underestimate your knowledze of the System, but be-
cause I want to fill in the whole picture.

The Federal Reserve iAct, which in 1913 estnblished the Federal Re-
serve Banks, is one of the most important pieces of finangial legislation
ever passed in this country. It represented the decision reaciied after
many years of dissatisfaction with our banking and currency facilities,
brought to a head by the panic of 1907; after a thorough study of btanking
here and abroad by a National Monetary Commission established by Congress
in 1908; and after long and earnest public discussions of banking reform
over a periol of twenty years or more. Since 1913, on the basis of actual
experionce and in response to new developments, nuuerous amendments Lave
been made to the original Federnl Reserve Act. DIuring the depression
changes were made by the Glass-Steagall Act of 1932, the Emergency Banking
Act, the Banking Act of 1933, the Gold Reserve Act of 1934, and other
acts. The nost recent as well as the most important of these is the Act
approved August 23, 1935.

Federal Reserve banks

The work of the System may be considered first from the point of view
of the Federal Reserve bunks in their relations with the banking institu-
tions of the country, and then frenm the point of view of the broader re-
sponsibilities for credit policy which core under tile central organization
in Washington, now knovn, under thc Banking Act of 1935, as tie Board of
Governors of the Federal leserve System.

The location of the Federal Resecrve banks was not determined by Con-
grecs, but by the Secret.ry cf the Treasury, the Secretary of Agriculture,
and the Comptroiler of the Currency acting as the Reserve Barl Organiza-
tion Committee. To this Committee Congress deiegated the autuority to
designate not less than eight nor more than twelve resevrve cities and to
divide the continental United States into a corresponding number of re-
serve districts. These districts, according to the law, were to be
apoorbvioned with due. regard to the convenience and custemary course of
business. They may be readjusted by the Board of Governors of the Fed-
ercl Reserve System. In addition to the twelve reserve banks there are
now in all twenty-five branches and two agencies. The rederal Reserve
Bank of Richnond has branches in Baltimore and Charlotte.

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

About forty percent of the banks in the country now belong to the
Federal Reserve System and these banks account for about seventy percent
of the country's bankinz resources. About 35 percent of the banks in
Maryland are members of the Federal Reserve System, &nd they hold about
50 percent of the bankin~ business in the state. 1In the United States
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as a vhole the member banks include 5,386 national banks and 1,001 State
banks and trust companies. The State banking institutions which are
8till outside the System are for the most part small. There are abcut
9,000 non-members; about 1,400 of them have deposits of less than
$100,000, and wbout 2,600 have deposits of less than {250,000,

Under provisions of the Banking Act of 1935 State non-member banl:s,
with certain exceptions, having average deposits of ¢1,000,000 or over,
must become members of the System after July 1, 1942 or loce the right
of having tleir deposits insured with the Federal Deposit Insurance
Corporation.

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

Holding member banl: reserves

One of the purvoses of the Fedcral Reserve Act was to provide in-
stitutions vhich would hold the reserves of the nation's banking system.
Before the establishuent of the Federal Reserve System, ilational banks
vere required to keep part of their reserves in their own vaults and
part on deposit in other banks, usually metropolitan banks. Banks in
the central reserve cities, however, of which there were then three, llew
Yorl:, Chicazo and St. Louis, had to hold all their reserves in cash.
Uhen there was a general and heavy denend for funds, especially at crop
moving times, for example, and country banks everyvhere drew down their
balances with their city correspondents, a situation was developed in
which a currency and credit crisis of greater or less magnitude night
readily occur. Country banks then had difficulty in getting money from
the city banits, and the public in turn had difficulty in getting money
from the country banks and from the city banks as well.

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

The required reserves vary with the type of deposit and the class of
of bank. Banks in central reserve cities, which now are only New York

and Chicago, are required by law to maintain reserves equal to thirteen
percent of demand deposits, thatis, denosits which can be withdrawn
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without advance notice., For exmple, if:.a customer of a New York bank bor-
rows $1,000, his deposit balance is credited with.$1,000 and the bank 1n
turn must provide for 130 of reserve deposit at the Federal Reserve Bank
of New York, unless prior to the loan it already had excess reserves of
that amount or more. Banks in so-called reserve. cities, of which there
are about sixty, are required to maintain reserves of ten percent against
demand deposits, and all other vanks are required to maintain reserves of
seven percent, HReserves of three percent against time deposits are re-
quired to be maintained by all banks, Member bank reserve balances on
deposit with the twelve Reserve banks amount now to over $5,000,000,000.
Because of unusual conditions, the total of these balances is 'about twice

as much as the banks are required to have,

Loans to member banks

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

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

As a result of many developments in our financial organization, paper
vhich qualified for borrowing. from the Reserve banks has constituted a con-
stantly decreasing proportion of the total assets of member banks ever since
the System was established. 1In 1929 it was only about twelve percent of
total loans and investments of such banks, and in 193} it was but eight per-
cent. Consequently, in 1931 and 1932 vhen the great liquidation occurred,
many banks with assets which were good but technically ineligible for bor-
rowing at Reserve banks, were obliged either to dump them on a falling mar-
ket, suffer severe loss and contribute to the deflation-in values or to
close their doors.

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

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

As of May 13, the Federal Reserve Bank of Richmond had received 594
applications for working capital loans aggregating $2l,000,000, Of these,
199, aggregating $11,000,000, had been approved. The Reserve bank's out-
standing advances on that date were $L.200,000 and at the same time it
had commitments outstanding for another $2,u4C0,000,

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

Currency issued by Reserve banks

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

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

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

The function of supnlying elastic currency is important, but it is
less important than the lending power, because currency does not play a
major role in present-day business transactions. About. ninety percent of
our business is conducted by the use of checks. Currency is used, for ex-
ample, for purchases at retail stores and filling stations, for car fare,
and for payrolls, but such uses account for only ahout ten percent:of the
total monetary transactions in the country. Such fluctuations in the de-
rmand for currency as appear regularly on pay days, during the period of
Christmas shopping, and near holidays, are met completely by the machinery
provided by the Federal Reserve Act.

Other activities of Resegye baqu

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

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

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

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

Central control of credit policy

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

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

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

Board of Governors of the Federal Reserve System

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

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

Discount rates

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

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

Reserve requirements

The Board of Governors also has the power to change the reserve re-
quirements of member banks, The volume of credit which any member bank
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may extend is limited by the amount of reserves which are required by law
to be maintained against its deposit liabilities, An increase in the re-
serve requirements reduces and a decrease increases the potential volume
of member bank credit. Consequently the power to change reserve require-
ments gives the Board an important means of controlling the general volume
of credit, Formerly this power conld be exercised only in the event of an
emergency. arising out of credit expansion and then oniy with the approval
of the President of the United States., Under the new act these conditions
are -omitted, The power is to be exercised in order to prevent injurious
credit -expansion or contraction, provided that reserve requirements may
not be reduced below the present requirements specified in the law nor in-
creased to more than twice the amount of these Xgal requirements.

Open-market operations

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

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

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

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

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

Other work of the Board

The Board of Governors has a variety of other duties which tie in
el



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

Information bearing on credit policy

It has always been a part of the System's work to watch credit trends
and to develop a better general understanding of the facts bearing upon
credit policy. Information bearing on banking conditions throughout the
country and on production, employment, trade and prices, has been regu-
larly collected. 1In its monthly publication, the Federal Reserve Bul=-
letin, and in its Annual Reports, the Board has undertaken from the be-
ginning to give the public a comprehensive view of current banking and
financial developments at home and abroad and also to furnish detailed
information on conditions of banks throughout the country and on the
business situation, Each of the Federal Reserve banks also publishes a
monthly review of the business and banking conditions in its district.,

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

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

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

2. The Board is given authority to waive in vhole or in part the
statutory requirements relating to the admission of State members to the
Federal Reserve System, if such waiver is necessary to facilitate the ad-
mission of any State bank which is required to become a member in 1942 in
order to be an insured bank or to continue to have its deposits insured.

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

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

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

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

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

8. Federal Reserve bank discount rates are required to be established
every fourteen days, or oftener if deecmed necessary by the Baard,

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

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

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

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

Second there are the provisions that broaden the classes of member bank




13

assets eligible as security for loans from Reserve banks, and encourage
local banks to meet a wider range of credit needs in their communities.

It must be recognized, however, that if the System is to achieve as
much as we all hope, it will need more than these new provisions, It
will need the cooperation of business men, bankers, and the general pub
lic, For that reason I appreciate the opportunity I have had of discus
sing with you the System's powers and purposes.



