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Lince the Veder:l Tiosarvo Nanls were esiablished, and, in reccnt yoars in
incrcasin~ quaniity, the reports of the System have been so complete and have do-
:Jcribed the operations in such detail that studen?s ot bwnf’, require bhardly more
than the officiel rcports to gain a fairly camplete kmowledse of the business con-
ducted by tho Systcm.

Yven thoso vho havo not studicd this literciure understand tlhat the
Reservo P.:mké hoid tho banl:ine reserves of the country; that they discount popor
for thetr member banks; that they invest in bills or benkers:seccptoncos ord in the
securities of the United States Goverrment; that thoy icsue and redecem the princie
pal currency of the ccuntry and distridute the metallic money .coined by the mints;
that they collect checks and practically all other types of instruments of payment
for their members; = effect the sottlement of the do:nest}..é exchenges; and, in their
cepacity as fiscal agents of the Treasury, dorrow all the money reguired for the
Treasury's operations; handle the Government debt; receive on deposit the reven=
ues; and pay checks dramm by the disdbursing officers.

It is ixportant that this business be visualized as to volume as well as
chgracter. Bearing 1u mind that the Federal Reserve Bank of llew York does about
40% of the bdusiness of the whole System, its transactions for the ten months of this
year were briefly as follows: It held an average of $1,150,000,000 of reserves,
practically all rolds diécounted 46,000 pieces of paper aggresating ,‘;5,200,000.009
for its members; purchased 81,005 acceptances fd jtself and for other Reserve Banks
and for member banks end foreirm banks egeregating 1,150,000,000; end for account
of all Reserve and other banks and of the Government and foreign banks purchased and
s0ld $2,400,000,000 of Government and other securities; it counted and handled
315,000,000 pieces of paper currency aggregating §2,000,000,000 and handled a daily
average of 20 tons of coin; collected 118,300,000 checks, notes, drafts, coupons end
other negotiabdble instmments aggregating $51,000,000,000; and effected payments by
telerxraph, over the 15,000 miles of telesraph wires which the System now operates,
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ecoresating (17,600,000,000, Its transactions for.the Treésury as the Govermment's
Qiscal arent wore of too great a2 volume and variety to express briefly in figures.

] These figures are recounted for the xmrpbse of emphasizing the charecter
end extent of the contact of the Reserve System with the credit and currency opera-:
ticns of tlhe ccuntry end, concemuently, the sirnificance of the functions which the
Rescrve Danks exei*gise..

As to the Systea's policics end the purposes vhieh ;nspired them, there is
ncw an extensive litereture in the shape of critical books, magazine articles and
public sddrezees. It werld be btut repstition for me to go over ground so fully dis-
cussed by so many competent students and critics. '

There is, however, one function of the Reserve Sysfm the importance of
vwhich cannot be over-emphosized end which I have dotermined to discuss tonight be=

" cause it is, in fact, the heart of the System upon which the operation of every
o?her part depends. I refer to the entirely new element which was superimposed up-
on our banking System in 1914 by the esteblishment of the Reserve Banks, which were
given the power to 1alluence or to reculate or to control the volume of credit.
Every other function exercised by the Reserve Banks sinks'into insignificance along
side of the far reaching importance of this major function.

Wiithout rerard to the views which you may e;xtertain as to the various
theories in regard to the purchasing power of money, or what may be more populerly
described as the quantity theory of money, there is hardly aﬁyono who is familiar
with these matters who will not agree that no influence upon prices is so great in
’tho long run as is the influence of considerable changes in the quantity of money, =
by which I mean not only metal coins and paper money,. but bank deposits upon which
checks may be drawn. The Ileserve Act did in fact, vhether by conscious design of

" its authors, or not, bring cbout an almost revolutionary change in three importent
particulers in bank eredit which way in turn have had an important relationm to
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pricess (1) The Act oripinally reduced the reserve requiremenis of the national
[;hnks, and, subseguently in 1917, rcduced then ajaine Lhe effect ol this was to
moke roserve money more officient in that it vas permitted to sustain a larger vol-
une of lozns and doposits than previously had been permitteds (2) By conferring
the so-c21123 ¢learine house functions upon the Rescrve Lanks, it spreded up the
vhole Systca of paynents;  checks are collcctéd and paid more prouptly; the course
of currency shipuents throughout the country has been greatly shortened and currency
pacses more prouptly to points of redcmptiion; and the couniry-wide elearing house,
knovn as the Gold Scttleicnt Fund, opcrated on the basis of daily telegraph settlo=
ments, has greatly shortened the length of time required to effeet settlement of
the entire domestic exchanges of the country. (35 But the most irportant change,
as I have stated, is that conferring the power upon the Resorve Bamks to actually
permit or influence changes in the volume of money which serves as bank reserves
or eirculates as currancy. My thesis, therefore, is addressed solely to this quos-
tion of the resulation of the volume of eredit and to make clear what a change has
taken plece because of the granting of this power.
Let me refresh your momory as to how credit matters oﬁeratad prior to

1914: Practically all of the commercial banks and trust companies of the country
were subjcct to various statutory limits as to the minimum amounts of cash and re-
' deposited roserve which they were required to carry. Except by legislative change
in resorve requirements, there was no possibility of increasing the supply of re-
serve money beyond vhat arose through gold production or gold imports, neither
could the supply of reserve monoy be contracted unless rold was exported. So it may
be penerally stated that the total rescrves of all the banks was incapadble of con-
traction except by paying it out to the public or exporting it; and equally incap-
able of expansion unlessrcdeposite@ by the public or unless gold flowed into the
country from abroad or was produced from the mines, Bear in mind I say total and

not percentage. This had serious conssquences in its relation to that nysterious
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pliencrienon wiich is now Loing so corcfully investisatcd ead which wo ¢all the busi-
noess (or, as I would prefcr to call it, the credit) cycle. At one extreme of the
gclo the rescrves of the banks rerulorly becamc irraireds Tith deficient bank reo-
scrves we wore liable to sce rates for "speculative" money advance to 100% or even
moro at tiwos, cnd the charge for credit to merchants and manufacturers becane a
severe burdon upon production and distribvution. In sueh a situation elmost any per-
cuscion cap would siart on explosions In 1890-5 daficient rovenucs of the Government
and en unfaveceble trade balance vwhieh resulted in gold exports, coming at a time

when there was agitation for & change in our monetary laws led to great uncasiness.

The roserves of the Now York Clearins House banks showed shertapmes from §

to & o Feor @zveloped that the Treasury would not have sufficient gold

to meet its oblirations and £innlly the erash came on (date) resulting
in tho Now York banks, and Lanks gencrally throughout the country, suspending cur
rency payments; very lergely suspending cash settlements botween themselves for
chocks sent for collection not only through the loeal Clearing House dbut throughout
the country. At that time a total of & Clearing House loan certifie-

- cates were iasucde
‘Much the same thing hoppened in 1907, whenm, after a pearicd of deficient

banking reserves running from $ t> 3 the extended condi-

tion of a number of New York City banks caused alarm and genoral suspensions of like
character to those ol the early 900's throughout the country. Csll money loaned as
hirh as ___ %3 currency went to ____% premium; and the domestic exchanges again
wore frozeon.

Then arnin at the other extrome of the cyecle, aftor a period of liquida-
tion, surplus resorves poured into the money centers. After this same liquidation
in the early 90's the New Yurk Clearingz Yiouse banks at one time showed surplus
resorves of $ « And beer in mind that at that time the total re-

quired resorves of the New York Clearins Pouse banks were but % of what they

now are. Lioney then loaned at less than 1%. And the same occurrence was witnessed )
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after the ligulidalion of 1707 shon tho surplus roserves of the New Yorle City =

Clearing House banks rose o ’ .

Wnile under the conditions first described, every bank was seeking to
withdraw lcans, under the conditions last described, the banks were forceing money
into the r>rxct. ilonocy would bezcma almost unloznible and the temptation to the
speonloter and his Kind w2s extreze. I, personally, rocall making loans on the
Nea York Stock Exchanzoe at 5/4 of Y.

These extreme credit conditions arcse becauce tﬁcre was no stfatch.

Yhen the puriod of surplus reserves arose funds poured into the speculative mar-
kots. Vhen ihe period of doficient roserves arrived all the banks sought to con-
tract their loans to meke good their roserves .emdye witneossed the extremes of
speculation and of business embarrassment. Thoro was noither control of the vol-
ume of credit, nor modoratinz influence as to rates. of interest. And, finally,
there was no control over the movenents of gold in and out of the country. I re-
"call the Governor of the Bank of Encland tellins me in 1016 that one of the most
nmenacing influences on their reserve position was the possibility of a gold nove-
ment to America or from Lmerica as @ result of our erratic money market, vhich no
influence that they could exert was capable of staming; of thelr regarding our
so~called free gold market as ome of the worst menaces to tho stability of their
own credit position.

I have refreshed your m;mory as to the conditions which prevailed undesr
the 0ld System in oxder to bring out in contrast the extent b which.it differs
from present conditions. As things are Do, vhen a period of business expansion
arrives, whether it be ean annual and scasoral one, or vhether it be due to a series
of favorabdble crops at home &nd btad harvests abrond, = in other words whether it de
the short cycle of seasons or the long cyclo of periods of years, = such expansion,
whatever its cause, cun now be easily financed because of the power of the Federal
Reserve System to furnish the required reserve money as needed gnd thereby parmit
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the mombher banks in turn :mgl in larrer volumo to increase thoir lowas and distowiis,
Ond. correspondinaly, their denonits. . '
Bub now we coa3 to oro or two grave fallacics in resaed to the Rcser;:e
Systans I fear there are many people vho still hold to tho notion that eome mys-
terious intlviace or nrocess will operate when this enlarced volume of.credit is no
Tougey nooled o Lund 14 il by ;:z;‘;’:-.mad,, uithout a3y corpulsion or porsuasion, cone
placeatly to walk back to tizé Reserve Dank end surrendor itself for cancellation,
And poesivbly cunother fallacy still prsvails awons those who delicve that because of
certain very croacting requiremonts of the Federal Reserve Act, and tho repulations
of the Rescrve Board, as to tho type of loan which tho Reserve Banks moy make, oF
tho charascter of the paper which they may discount, tlnt there is soms control excre
¢ised by the Reserve System as to the uses to which the credit eso extended by the
Reserve Banks shall be applied by the borrowinz wmember bonk. Practical experience
in the operation of the Reserve System seems to have disclosed sonething of impore
tance as to the way credit is extcnded; as to the way that eredit 1s retired when
it 1s no lonzer needed; and as to the 1mposaib111t§ of control of the use that
shall be made of it while it is in existence, |
First as to the extension of credit, which may be described as normal or
seasonal or nocwssary and legitimate. Practically the only motive which inpels a
memder bank to borrow from thé Rpserve Bank is to make good an existing, or ex-
pected, impairment of its reserve. I think you may accopt my statement that this
is true, but let me nive one 1llusiration, Every momber bank 1s required by law
to maintain a cortain minimxm rescrve on deposit with its Resorve Bonk axd iIf it
fails to cdo so it is subject to an interest peusltiy upcn the amount of the irpair-
nmont consideorably hisher them the recular rate of discount of the Resuvrve Bank,
This reserve in somo cities 1s fisured as a weekly average and in the rest of the
country as the avarage of a fortnight, Ivory memder bank mst report its reserve
position and submit to penalty if the average is impaired. Now, in practice, the
way this works is very simple, and I shall use the case of a lerge New York City
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bank to fllusirate: L.iwly in tho mornin~ it sends its exchanges throp@ tho
(ouring Tiouse aud, &8s the rciultd, it has to pay out recerve moncy or réceiveev sure
plns rescrve money according to uicther it is debtor or creditore Throughout tﬁe
day it has deposits made and withdrawn; 4t mokes new loans and has old loans re-
paid; 1t buys ond sells scowritics; and foreirn exchanze and furnishes currency
to cusioicorse 4And as ilhe rc:zul'a of theso aad o‘ﬁher txonsactions, at saae hour of
the day the member banic mist moke up whut it calls its'pocition.” If its reserve
has become irpaired as the result of the day's busincss it borrovs from us to make
rood its reccervee If the doyts transact’:lons glve rise to a surplus reserve with us,
tho proper thinz for the manber bank to do would dbe to at once repay any funds which
it had already borrowed from the Reserve Bank, @lthough it may not 4o so0. The chences
are that if it does not do so it will be becouse it has an opportunity to employ the
funds in some more profitable way than in paying off tho Reserve Bank, = that is to
say it can lend the money at & higher rate than the rate which it pays us i‘apon its
loan, nsmely our discount rate. |
You will observe tiat in every case, and practically every day, the member

bank, in gauging its reserve position, must of necessity determine whether it shall
borrow, and if so how much, or whether it shall repay borrowings already made, and
if so how much, and the alternative to borrowingar repaying is either withdrawing
loans from the market in soms form, if it 1s. short, or making additional lcans, if
it 1s over, without recourse to the Reserve Bank in either case. Now, in the long
run, it is my belic! that the greatest influence upon the mamber bank in adjusting

| its daily position 18 the influence of profit or loss; +that vhile it may reguiarly
borrow to make pood impaired reserves, it will recpay its borrowings at tho earliest
possible momont unless the inducement of profit leads it to continue borrowing and -
to employ any surplus that arises in fresh loans. It may, therefore, be safely
stated that as business expands for seasonal reasons or for any other reason, member
banks will borrow from the Resarve Banks to make gocd deficient reserves caused by
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the expwusion of their lcans, provided tkc rate at thie Rezcrve zank ;s ot so high
:f_“;s to nake that borrowinsy too costly. t, on the other hand, if borroﬁing a‘l.; the
Reserve Bunk is profitable beyond & certain point, tlLore will be strong tczptaﬁon
to use surplus reserves when they ﬁr;se for the making of additional loans rather
than for rcpaying tke Necsrve Doak,

I shall discuss tl}o qucstj.on of raio ecairol later, but I wish first to
ermhasize this imporu;m: fact: Practically all borrco7ing by member banks from the
Reserve Banks is ox post facto. The condition vhich gave rise to the need for bor-
rowinz hod alrcady como into existence before the application to dorrow from the
Rescrvo Bank vas made, and exporience has shovn tnt large borrowings in New York
City have in the past usually becn explained by the member bank as caused by the
borroving operation of the Treasury, by‘ seasonal demands, but more frequently be=-
cause of the withdrowal of deposits. '

Now as to the limitations which the Federal Reserve Act seeks tc; impose as
to the character of paper vhich a Reserve Bank may discount. Y%hen am bank's
reserve balance is ixiz;oaired, it borrows to make it good, and it is quite impossible
to dotermine to what particular purpose the money so borrowed may have been applied.
It 1s simply the net reserve deffciency caused by a great mass of transactions. The
borrowing member bank selects the peper which it brings to the Reserve Bank for dis-
count not with rezard to the rate which it bears, but with regard to various elements
of convsnience, that is the denomination of the paper, its maturity, whether it is in
form to bo oasily and inexpensively delivered physically to the Reserve Bank or not,
and it mokes little difference to the borrowing bank what transactions may have caused
the impairmcnt of its rcserve, because the paper which it discounts with the Reserve
B-z;zk may have no relation vhatever to the impairment that has arisen. To specify -
more exactly, because this is an important point, suppose a member dbank's reserve
became impaired solely because on a given day it had made a mumber of loans om the
stock exchange; it micht then come to us with commercial paper which it hed
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éiceounted tivo noaths befurs cnd vhich kad no relatica thulevor to ths_ transeeticrs
of the day; &nd with the I;roceeds of the discount mke rocd the 1m;.>ai'ment.‘ If it
wos the dosirm of tho cuthors of the Federal Roserve Act to prevent these funds £o
advanced by Federal Rés-erve Ranks from beinr lcaned on the stock exchance or to non-
menber state Lanks or In any other type of irnelirible lean, the;e would be only one
e 0 provent the funds hoine so uacd, and tInt is by rreventin~ the member banks
frem pakiag ey foelisidlo Joans vhatooover, or deny it loans if it had. And, in
mét, during the peak of the poricd of cipansion I believe tho emount of paper which
had been discounted with the Federal Reserve DRanks equalled only about 14% of the
loans and discounts of th2 nmather barits. The rember banks undoubtedly had a very
much larger emount of elizidle paper thon indicated by this small percentare, but,
beyond that, a great mass of ineligible loans, and surely it cannot be claimed that
the provisions of the Act, which specify so exactly wkat paper is eligibdle, can pos-
sibly have exercised any influence upon the epplication of the proceeds 6f these |
loans by the nmembaorr banks.

I have enlarged upon this point so as o bring out this fact: - that the
expansicn of the loan aceount of the Federal Rescrve Banks, which as you knovmr-
nishes the foundation for a much greater expansion of loans and deposits of the
commercial bank:s. can be dbrought about as the result of any expansion in the banking
position of the countiry, no m:ittf:r what may be its cause. The eligible paper we
discount is simply the vehicle throush which the credit of the Reserve System is
convoyed to the members. But the definition of elipgibility does not effect the
slightest control over the use to which the procceds are applied.

| Coinsy a step further, this mcans thot the Reserve Banks will be subject
to danands upon then, expressed to be sure in the form of eligible paper but which.
may have had thelr origin in sny sort of expansive developmgnt, stock speculation,
real estate speculation, crop moving, building operation, foreign bond issues, or .

anything else. Such an influence can arise throush the borrowings not only of the
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'United States Governmment in the rarket, but, indirectly, through borrowincs of all
f::inds siich have the effect of inpuiring rescrves.
) Now going still one step further, let me emphasize the contrast betweon
the conditions which prevailed in the o0ld System and those which have now ariscn.
I have pointced out how, in the extremos of tho trade cycle wo hove on the one hand
irpaircd rescrves and very hich interest rates and on the other hand surplus rescrves
and very low interést ratese That condition has now quite disappeareds In actual
operation, vhen the reserves of the mczbor dbanks bscome 1mpa1£od they promptly bore
row and they do not have to scrcomble around amons their customers or on the stock
exchenge to call loans so as to make good the impairment. So, on the other hangd,
when they have surplus rescrves they are gencrally inclined to repay what they may
have already borrowed fram us rather than make new loans, provided, of course, our
rates are properly adjusted to market rates, and they will continue to do so unless
an from the Reserve Bank becomes so profitable as to be a temptation.
llow you will observe that under the o0ld System we experienced these periods
o: rescrve deficlency and extremely high rates for money and reseorve surpluses and
extremely low rates for money, but under the present System all that has changed.
Broadly speaking, there is no surplus reserve in the hands of the banks, whether
members of the System or not. _ Yhen business ea:pana:lfm or new loans cause iwmpaired
resorves the member banks borrow from us; when surplus reserves arise for one reason
or another, they repay to us. The consequence of this is, of course, that we have
no such cxiraordinarily hich or low interest rates as sometimes obtained, The funds
’ flow in and out of the Roserve Bank day by day as sort of a leveling off process,
80 to speak. Now in a banking System where 10,000 banks, which represent over 55%
of the banking deposits of the country, have convenient access to a source of bore
rowing such as the Reserve Banks, what are the possibvilities that this borrowing
may pet beyond controli that the volume of credit may become dangerouély enlarged
and that in consequonce we may be guilty of furnishing credit which might only re-
Digitized for F 98 g in marking up priceg without any increase in production, with all of the
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lnjustices wkich are sure to result?

%ho chances cf sueh a derelepmeant ean only be uvnderstcod if one is
fc:nil}.ar with credit conditions in allparts of the country. They could well be
expressed in the form: of o map upon which current local rates of inicrest throuche
out the country vordd be expressed as raope are sheded to indicote rountain ranges
and their peckse It vould be faund thet over o lurgo pixt ol the ccull, coneld-
croble poriions of'thke middle west, and generally throughout the Rocky Liountain
recion interest rotes are not enly hich, but in mary cases as'high as 125, Mot
only do the vsury laws of some stetes pernit banks to lend money as high as 104 or
125, but in proctice a very large number of the sxmaller berks throughout the coun-
try in stotes chich permit hizh rates moke practically ell of treir léans at rates
ranging all the way from 8% to 12%, and there are many banks that charge even
higher rates by various round about methods. Dut the rate difficulty beccmes more
acute when it 1s realized that even within one Federal Reserve district of large
area like Xansas City or San Franciseo, there may be cections vhere retes as high
as 123 ere cherged, Tut, on the contrary, in the momey centers, especially in ths

. ¢1ty vhere the Reserve RBank is located, the raies may be little if sny hirher than
those prevailing in New York City.

Bearing in mind, horv:fever, that a member bank may be impelled to borrow
not only because deposits are withdrawn but equally because it has made loans, in
all of thosc soctions where the loaning rate 1s much higher than the Reserve Bank
rate the torptation will naturnlly be ever present to expand lcans indefinitely so
long as the Reserve Benk is in a position to lend. This situation, vhich prevails
in some parts of the country, is quite different from that in New York City, where
the vast bulk of bank loans are made at a feirly uniform rate and vhere it is pos-
sible for the Reserve Dank, by an adjustment of its rate, to exert some restraint

~upon the extent to which its members borrow from it.
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Deforrins until lator eny furilier diccuzsion of methods of control of
Oorrowin.g, which means control of tho voltﬁae of credit, lot me now relcr to what
appears to mo to bo the most perplexing difficulty in the exercise of such con-
trol as may be possible throush tho discount rate. It is a condition which has
aricen &s @ rocult of tho war and it is cpprogriate to introiuce this part of the
discussion by quoting from the report rinds by ‘tho Britich Counitteo on Currcacy aad
Foreign Lachange, frequently called ths Cunlifle report, @as follows:

"7hencver before tiio war the benk's reserves were being
dcpleted, the rate of discount was raised. This, as we have al-=

rcady explained, by rezctins unon tho rates for wmoney geancrally,

ected es a chesk wkick opsrated in tivo woyse On tho one hand,

raiscd monecy rates tonded dircetly to atitract cold by lessening

the duiands for lczns for busciness purpocos, they tended to check

oxponditurcs and so to lower prices in this country, with the re-

sult that irports were dlscouraged and exporis encoursged, and

the exchanges thereby turned in owr favor. Unless this twofold

check is kopt in working order tho tholo currcnecy system will be

imperilled. To mzaintain the connection between a gold drain and

a rise in the rate of discount is essential.”

Vericus influences were set in motion by the war vhich have resulted in
our receiving over §2,000,000,000, in gold in excess of what we held befare the
war started, giving us now a total gold stock of about $3,800,000,000 of which
noarly £3,100,000,000 is held by the Reserve Banks, This is roughly a billion and
threo-quarters in excess of what the minimm iegal reserve requirements of the
Federal Reserve Act would now require us to hold against our present deposit and
note liabilities, Undor the provisions of the Federal Reserve Act as originally
pasced by Conoress, the Federal Reserve Banks, when all of the reserves had been

paic¢ in, would have had a loaning power of roughly & . With

this encimous mass of gold now in our honds, we have a lending power &% present
in excess of the billion and one-quarter of loans and investments now made of

roughly $ « Had there been no war there would have been no

disturdbance to the fareirn exchanges. Wit)i the foreign exchanges fluctuating
within the gold shipping points any considerable expansion ot" eredit in this
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country which caused prices to shorply cdvance would very probably have been
{pnalized by a8 gold capert moveosnte With tho cxchunses as they now aro, that
is with the dollar at a premium practically ihe world ovcr, gold cannot be ex=-
ported, certainly not in large quantity except after such & period of expansion
and risinz p;:ices in this country as would catail a veritable orgsy of speculationg .
such a debzuch im eredit, in fact, as would ac..wu U0 purilicing poucy of the
dollor pro~ressively first possibly to tlie lu.cl of tﬁo currencies of the ncutral
countries, thza to storling, then to the franc, otcs 4And this brings mo tq the
point which is of such importance to the mansreonent of the Resecrve System,

Befare the war, &s is se;t out in the Cunliffe rcport, 8 large gold ex-
port movercnt was the visible end convineing evidence, not only to the management
of the bank of issue, but to the country generally, that the bank rate must be
raised, To be sure other conditions thon a gold movanent could well justify ine
creasing the rate of discount of the dank of 1ssu§. but a large gold export move-
.ﬁent, sich, for instance, as we suffered in the- early 90's, which even impaired the
eold reservos of the GCovermment of the United States, would require little argu~

_ ment or explanation to convince the ccuntry that the bank of issue must take steps
to protect the gold reserve.

As we are now situat.ed, it is true vhat we may from time to time lese.
amall =mmounts of gold to those cesuntries where the currency has not beem greatly
depreciateds Fe have recently shipped sane gold to Cenads and 1% was & naturel
movement becsuse the Janadian exchanre had gone to & premjum end dollars to &
discount as the result of a large loan which the Cenadion Covermment floated 4n
this couniry. And from time to time the currcnts of trade and the dbalence of
interaational payments may indesd result in small unbunta of our excessive gold
holdings bVeing withdrawn, but, with the currcncies or most of the trading ond
benking nations of the world eo much depreciated below ours == ranging from 107
in the case of sterling to the vanishing point in the case of Germnny, Ausiria
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and Russig === 1t scoms altorcther unlikely fh:xt any considerchlo cmount of our

Qurplua rold will be taken frua us. Other than such & Cobauch of - expansion as I

have deseribed, the only possibilities of early losses in gold that I can see
wc2ld bo tlhrcu-h rodiezl elenres in the nonotary laws of those nations whose cur=
reacios wre greutly dsprcoicted, implyins, of course, the balaneins of their
covorrmatal revrmuons and oxpendituros.

In the absonco of the possibility, I may say evon tho rcuote possibile
ity, of any such movcuent and in the face of the conditions which I have described
as to intcrest rates in different sections of tho country, shat should be the poliecy
of the Fcﬂ.orzh. Reserve System in oxercising this function which is of such suprame
frportance of resulating or influencing the vélmne of credit.

This brings us in fact to those important questions of policy 4in which '
human judcment pleys so large @& part. Various suzrestions as to the policy of the
Reserve System have been advanced by eritics and students. They all seem to leald

‘back to the iwo methods of regulation of credit volume which are, after all, fun-

' damental. One may be @escribed as the exercise of discretion by each Reserve Penk
as to the amount which it is willing ar vhich it thinks wise to lend to borrowing
members. The other is the exercise of such influence o cocntrol as is possibdle
through the fixing of the discount rate. It might at first seem that these two
methods of rerulation were in conflict with each other, but they are in fact both
necessary and complementory; bdboth have adv;;ntagea and limitations,

In a renoral vay it is my opinion, although others may diffexr from me,
that, so lon~ as presont conditionsexist, rate resulation will operate effec:b:lvoly
in the long run as to the groat mass of American benk credit, that is as to those
banks vhich hold the principal empunt of deposits and loans, provided the rates
ére wisely established by all of the Reserve Danks, and especially by those Reserve
Banks which are located in the lerger cities of the east. It is in those centers
that interest rates are lowest anl most stable and where the i-ange is narrowest
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betweon minimm and maximum retes; bdut in the sections of the country norec roicte

_‘rom the money centers, where interest rates are higher, as was carlicr deserited,
the exercise of & wise discretion by the menagement of the Resaorve Bank is irpera-
tive, otherwise the facilities of the Reserve System might be abused by member
banks borrowing excessively for profit.

Let mo describe some of the difticuit:les'of exereising discurciione ircsy,
the discretion, as I have earlier described, must be exercised ex post facto. The
transactions giving rise to impaired reserves by the borrowing mcmbers have alrcady
occurred when the dorrowine from the Reserve Bank is desired. Applying discretion
to the borrowings of members under these circumstances really meams that 2ll one
can do 1s to scold them, If the funds are not advanced to make good the rescrve,
then indoed the reserve balance is used by the member just the samo only the penalty
rate 18 hicher. In the course of time that bank would restore its resorve bocause
the law would prevent its paying dividonds or making new loans until it is restoved.
'1“hat type of scolding, however, gcnerally causes mtatién.

A sccond aifficulty is geogrephical. How can discretion be exercised im
the case of opplications for ioans by member banks so remote that even the mail
takes four days one vay? ‘

A third aifficulty arises es to the basis upon which discretion shall be
exercised. Vho is to judze as tb whether the trmctibm which cause the reserve
impairment were justified or unjustified? A loss of deposits, theoretically, would
always Justify borrowing, but if the impairment arises because of loans made how is
a Judgnment possidle as to any one loan without Judging equally of all loans mede by a
member bonk? '

Fourth, even aséuming that such Juderment were possidble, who shall say how
mch each member bank shall be pormitted to l;orror without exceedins the bounds of
prudenco? Is it fair to assume thﬁt a member dank should liquidate once a year, or
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twice a year, so that its borrowing requirc, wids tav srmoiil enly, o chould we
Gc‘imlt that a cortain enount of boyrowin~ frem the I?csc:we Brals 2y be permancnt?
Soction 4 of the Act provides that a Recserve Tuzk ghall "cxiend t0 cach memder benk
such discounts, advance:cnts and accomnodations as way be safely and roasonably made
th due rc~2rd for the cleixms and derands of other neabdber bonks.® }.tuch‘ aifficulty

vill bo ¢x; ..::i.e:accd by Vo vands mueovng of o e distriet in maldr~ these nico
coedcicns un {0 143 oua dictriet nxalors condy, Lub, crieading this to all tho mon-
ezcas of the tuilvo Ressrve Ianze, with tho 10,000 mexhers with which the:,f st dcal,
it would indced oppear to be impossible to exercisc such. diseretion with uxﬁvewsal .
Justices InCeed it may well be that in the abscues of a Dranch Banking System the
FTedearal Roserve Systcm will bo tho vehicle for furnishing a certein anount of credit
pemaanently 1o those remote sections of the cauntry whore interest rates axre high
and where liqnuid capitel is deficient, '

A fifth aifficulty appears to arise as to the rezulation of the total
.émognt of credit for the vhole banking system, as distinguished from the total .
which any one mcmber msy be allowed to borrow. Obviously the twelve Reserve Banks
cannot wor;: out such a nice mathenoatical arrangenent of credit as would serve the
requiremnents of .all the banking Syatén and work smoothly, because these requirements
vary greatly at differsnt seasons of the year and in different sections,

A sixth difficulty is at once obvicus were the System to sssume responsi-
bility for declining loans to mamders which made it nocessary for those members to
docline loans to custcmers.. It has always scered to me that the primary responsi-
bility for any loan made by a bank to its customer sghould rest with the officers .
and direotors of that bank and tkat the Rescrvo Bank should never assume that
responsibility nor be willing to accept the consequonces of exercising ite.

And-a scventh and last difficulty, although this may not indesed be all
of them, 18 one which I regard as more aeri.oua then any of the others, = the exar-
cise of powars conferrod by the Reserve Act upon the Reserve Banks by this rule
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of personal diccrciion, I feoar, would acg'olqp incvilably in time & burcauciatic
attitude of mind on the part of the manacors of the Reserve Banks which would be
Q Qntortmnte indood for tho wolfare of the whole bankine System. Power excites ap-
potite for rioxe poucrs ©inkors in tim would rcuol and the public would rebdel,
¥ow, on the othor Land, 1t munt bo ald 14icd that 4 & nambor bank is adlo
to 1can all of 4t furds ot A0 o et 127, ond 1€ it i povin~ s hirh es 55 inter-
oot vroa its Copeuite, o0l hes the opsosiunity to diccomt pupor at its Roserve Bonk
at £ 1/5% tho t tion to maks tho additional profit Ly enlarring its businces
and discounting freely cannot well be escaped. Nor can t.he Reserve Bank charge
thot momber bonk a rato vhich rould opcrate as a rostraint to its borrowins without
chor-ins a 1liko rote to monbor banks in its om cily or in tho nmomey contres of its
district vhich would put the resowrces of the Roscrve Dank entirely beyond the reach
of most, 1f not all, of the large bonks of the dist riet. Therefore, hovever, dife
ficult may be tho exercise of discretion, in scme Reserve districts that would appear
for the present to be the only means of exercising a regulatory influence,
‘ On the other hand, let us see how the rate will operates I think ome
should look upon tho crcdit structure of tho country as an inverted pyramid at the
base of which is a foundation of bricks of gold which enjoy the peculiar power of
sustaining each ﬁs ovm proportion of the enti:e inverted pyramid, Those hricks
of pold are the bank reserves h‘elsl by the Rescrve Bank. If ome brick is taken out
of the base, the saries ol sionos resting upon it, representing the volume of credit
sustainod by that reserve brick, must, inevitably, come down. And if a brick is
added, by so much the pyranid is very shortly enlargeds If the Reserve Bank rate
is 80 low as to be an induccment to borrowins additional tiers of bricks will de
1nid at the foundation and . the pyramid will be by so much onlexged; and the re-
verse is equa;lly true if the rate does not induee borrowing, - the size of the
pyramid may be kept unchangod, or even roducoa.
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4 rate eontrol of. 11:c volwne of crc2it hua a variety of odyantar~us. Cne
;:’.xs that it is dcsocratice IV ¢, ;1103 to 2ll «like anl it rovires l:lt‘élo, '1f'uny.
expostulation and rqmpnstrance t0 make it cifuctives IT rwust bo adiitted t};':.t. an
advonce in tho diccount rates by the Reservo Daniis will not necessarily influcnce
prooptly ihe untain pexics of hish interost rateos in como sectionse But 1 rather
doubt wheillier 4t is noce.siry ihat i¥ siowld do £o. Jlthouth mod capublo of sta-
tictical ouoport, I think the statemont mey be hezuréed from past oxperience that a
rate vaich is effoetive in checkdine borrovin~ in the icney ceaters, or oven in re-
@oiny berroming, will indirectly be an influenco in all sections of the coumtry.
It certainly has tho effcet of vhat I misht doceribo os "drivins borrowers back
homee" It is customory for many concerns wWhich do a lorge busiroess to borrow in
the cheopest money markets, no matter where their offices and business 2y bo locat-
od, If licu York, for instance, should advonce discount rates and member banks in
turn advanced rates to their customers, a certain rumber of these oute=of-town bore
rowers would go to their local banks for their loans if the rates th.erco are satis-
factc;ry go as to onably the borrover to pay off in New York. This proceas I bolieve
would be found, could it be amalyzod, to be many times repeated, so that the effect
of rate changes in the twelvo Reserve eities is not confined alone to thgae cities
but extends throughout the country. '

Another point frcqu;:ntly overlooked in rerord to tho effect of the rate is
duo to lack of understanding of the way in which torrowing from the Reserve Bank
oririnatcs, = that is throush impairod rescrves. Ivery bank knows about what its
loanable funds cost it on tho avorase and ahout what it receives on all of the monoy
which 1t is loaninse It knows about what its oxpenscesand overhead amount to and the
diffcronce 1s its profit. Whcn a bank's reserve becomes impaired so that it mmst -
borrow, 1t docos not pick out a particular pioce of paper which it has discounted at
@ higher rate. of interest and them redissount that paper at the Reserve Bank rate
and figure that it is making a profit, but it is much more liadble to sce whether
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the borrowing from the Reserve Bank at the Reserve Bank rate involves in point of

~fact an absolute loss, or whether it may not be less expansive to reduce loané or

N

‘sell investments and avoid borrowing;. Expressing it difforently, the rate at

vhich a Reserve Bank iends to its member bank has no particuler relation to the

rate which 3 member bank receives on any of its transactions, but it has a relation

to thoe averase of cll 1ates recoived by the member bank and the averasme cost of mll
of 'its loanable funds, And' from this I have slways concluded what I firmly believe
to be tho fact, that & Reserve Eank rate in ordér to be effective in restraining un-
due borrowing, decs rot nocessarily need to be a penalty rate, that is to say a rate
fixed eo hirh that there will bo no @ifferential in favor of the borrowing bank on
any paper which 1t may have taken from its customers, even tho highest rate paper,
But an effective rate will likely bo somewhers within the range between the average
cost of all its loanable funds, including overhead, and the averase that it re_zceivea
upon &ll of its caraming ansets, with due allowzance, of course, for loss 6i‘ interast
on reserves.

The chief advantage of rate control, however, 1s in the way it serves nore
definitely to regulate tho total volumo of credit as distinguished from the total
anrount of loans to any one individual member bank. I would regard the determination
of the smount t¢ bs loaned to an individual nember bank as &8 credit matter to be
determined just as ony loan wéu],_d be dotermined by any bank to any customer. But,
on the other hand, I would rerurd the rate policy of the Federal Reserve System as
a national credit policy more directly related te regulating the volume of credit
in the country so as to maintain stalle credit conditions,

Finally, however, we must recognize that there are maony people who believe
that;. more money, and cheap méney, means prosperity and happiness. To those people
an advance of discount rates may at times be difﬁ’eult to explain. It is on that
ascount that the absence of natural mmeﬁa of gold is most unfortunate; amd it
1s for that rosson, os well as for meny others, that the world will be better off
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by & propt return to the rold standard and free rold payments, | L

Permit me now to rake & bricf resume of this long @r.o.cat: Lic chervc
Banks have boen riven the powor to croate reserve balances and to a larse extent
t0o rcrulate tho volums of credit. That volume of ¢redit expands in response to ex
poct faeto torre-in~ by menber Lunkss tiae mass of tholr transsetions ¢oucing the
borroTing kavin~ already czevrred, there is no nicuns by vhich the Rescerve lanik can
‘control tho uso wiiich ic n22c of the funds which it loans o iis nestors. Credit
80 borroved fran tho Rescrvo Donks is lecos likely to rotura for cancellation whon
no leaser leocitinmately roquired if discount rates are too low, and ; hich discount
rato will operate to induco its roturn. %ho present banking Sysicm has created a
citvation viiere there is no surplus of baxking rescrves in tho country, and where
there ic not likely to be a dcficiency. The -roaJ. rescrve baronoter is the reserve
perconsare of the Rescrve Bankse Tho impulse which will lcad the Reserve.Systen
to chanro rates must for the prosent largely oarise from general cond@t:lons, and it
cannot be cxpecied that the impulse to advance rates will be given by gold exports
for a lons time to comes Therefore, the resulation of the volume of credit which
is the chief function of the Reserve System rmst be effected by a combination of
rate chances and due caution as to members' borrowings.

The Federal Reserve System has alwvays impressed me as being essentisally
a social institution, It is not a super-Government, it 1s simply the creature of C
Congress, brought into being in response to a pﬁblic dcmande It was not created
only to serve the bari.:cr, the farmer, the manufacturer, nor the mer;:htmt, nor the
Treasury of the United States, It was brought into beinz to sorve thom all, Its
guiding influcnce is not profit, Practically all its receipts over expensecs go
to the Governmecnt. Tor some the scrvice it performs is direct, for others it is
indircct, but is not less definite nor any less inmportant. It needs and esks that
it Ye given tﬁe benefit of intelligent study and enlightoned criticism. Its

future depends upon its owm good behaviour and upon its success in winning and
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