In days of antiquity, the common method of finmncing & war was by
peans of the treaswe chest. lonarchs scounmlated large sums of momey in peace
to be expended im war. The historian ¥cCulloch tells us that the Athenimns
amgseed upward of 10,000 talents, or sbout §l1,000,000, in the interval between
the Persisn and Peloponnesian Vars, snd the Spartans imitated thelr exsaple.

The viches which fell into the hands of Aloxxndey the Great came largely from
the war chosts of the Sast stored since the age of Cyrus, and Alexander’s
successors, the Ptolemies, are supposed $0 have collected the equivalent of
noarly $200,000,000.

e Romgns accumilated war treasure, both under the comonwslth and
under the empire. It was a frequent practice during the b iddle /iges, and
persisted in oven more modern times. Frederick II of Prussia recelved £,700,000
thalers, the equivalent of $6,000,000, from his father vhen he case to the throme,
and, despite his constant warrving, left his successor a fund of 70,000,000 thalers.*

This wethod of treasure chest financing was possible in times when war-
fare was comparatively ilnexpensive. Amies, t0 a large extent, wers sustalned
and pald by plunder of the conquered. Arms and other equipage cost little compared
with the cowplicated mechinery of moiern times, and frequently were furnished by the
soldiers thonssives OF the nobllity who commanded them. People sSill largely
agricuitural cowid go to war between sced time and harvest without serious loss of
income or decseuse in the productive power of the country.

Bw iuvention of gunpowier and otler vastly lmproved wospons worked a
great change. 350 rgpidly did the cost of wr grow that Adsm Smith was led to

write in 1776 that it was "commonly computed that not more than one-hundredth

* Adams -~ Public Debts.
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part of the inhabitants of any country csn be employed as soldiers without ruin
to the country that pays the expenses of the service." MNr. Framcis 7., Hirst, in
his “Political omomy of Var,"” remarks that "it is striking proof of the growth
of wealth and of sclentific orgmnization for wmr that in spite of sn enommous
addition to the cost of mumitions and amo since 1776 both Framce and Cormany
in 1914 were able 50 lang to maintain ot the front or in reserve over ome~teuth
of their population.”

Yar has becone o contest of workshops as well as of smuies, and of
mothods of conserving end directing the whole emergios of a people in the pursult
of victory. Lxpenses have mounted to the point vhere any amticipatory hoards of
money now would look ridiculously swall. The total wrld stock of =ometary gold
is estinated at about §8,000,000,000, and the expenditures of the United States in
the World Var, including $l10,000,000,000 of loans to the Allisd Natioms, werc more
than three tles this wwunt. The United Kingion's expenditures during the six
fiscal years ended b arch 31, 1920, were over bll, 000,000,000, or larger thar the
total expenditures for the two and a quarter centuries preceding 1914. *

e true war reseorve of the present day is e high, wll balsnced produstive
capacity, and a peoples’ willingness t0 consume less than is prodwed. The country
possessing such a reserve, if its methods of war finsnce are sound, msy drew wpon it
in much the sane wy as the ancient kings drew upon their troasure chasbers.

I sald, "If its methods of war finance are sound.” Unfortunately, history
is far more replete with glaring examples of unsound war finsmcing snd thelir disastrous
results thon with examples of sound financing. The most constantly recurring error
into which finance ministers of all ages have fallen has beem that of debasement of
currencye In ancient and mediseval times 1t took the form of clipping colms or other-

wise reducing their bullion value, snd in modern times the still more dsngerous fom

* Bankers' Trust Company - Mnglish Public Finance.




of irredeemable paper HONeSye
With the exaple before us of the disordered comdltioms resultlag from

paper money Inflatiom in Mussic and clseshere in Central Nurope, fow persons
would advocute & deliberate course of currency debasseeut. It is not that which
wo have 0 guard aguinst. But peper ilsswues have sn insidious way of begimning om
a caupapratively maall :nd spparently honddeass scals, and of grosing irresistibly
until they envelope mnd overuhelu.

The first losue of the famons -~ or one might say infgous - French
asslignats was four hundred miilion livries, a lavge swn for those days, dut omall
compared with the flood of susceeding lssues. indrew D. Yhite tells ws im his
interesting histozy of the assigaats that withiu five wonths the first four
handred nililons hai been spent, the Goverment wue again in distress, anl people
Mmcutqmelmrognothrmm Vith sech succeeding
issue, prives, in torw of the depreciating cwrrensy, rose higher, thus cresting a
dengnd for move issues. The vicious elwle comtimwed wniil it ended im the ultimate
wrtilosmioss of the assignats, and the complete scunomic and finanmclial prostration
of Franoe.

e other olassic example of history was our own Continental curremcys. It
bogan dth the lsgue of {¥,000,000, mthorized on June 22, 1775, - u begimning, says
ome historian, "as huble and insignificent, at the outset, ss the Genis of Arabian
tales, v & srall bottle at first sufficed %o hold, but whe, freed from his ise
prizomcent, swllisd into proportions so vast as to enfeld both land and sea." *

As the nscessitiecs of Congress contimwed, further issues were made, accompsnied
alwys by a grodng unwillingness on the part of the people to sccept them on &
parity with coln. All efforts to malntain their value by resolutions or severe

penaliies were useless. Ghopkeeopers took down thelr signs and closed thelr places

* Poor = komoy, 1ts Laws and Histoxy
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rather than tuke the momoy at its face value. By the cluse of 1779, the original
modest §$3,000,000 had growm to mearly $242,000,000, and its value had fallem to 40
%0 1¢ It later fell to below 600 to 1, and was funded by Hamiltom at a rate of
100 so 1.

Yar financing by paper momey is like an attack on the sy from behind.
The Contimental currency nearly beat ws in the Revolution. 7The Dritish regoried
it as one of their stromgest allies. e ivericen Gemersl Ecbougsl , writing from
Pookskill to Ueperal Reed, sald, "The enemy is confident our currascy will fall us,
...-lm.m:mmu-rormmtm.mmmxan-u
tholr nllegliance. He is now counterfeiting another emission, which will soon e out." *
The use of irredecuable "greenbasks” during the Civil Var is estinmated to have in-
creased the cost by nearly $600,000,000,** due to the fact that the Governwent had
00 sseept poy for 186 binds in the depsesisted mensy, Mot Jey interest and peinetped
in gold.

History fumishes one notsble exwmple of a country fighting a long end
exhsusting war on sound momey, und one all the more imteresting for purposes of
contrast in that 1ts oppoments resortad to pspere For ninetoon years,- or nearly
five times as loag as Gemany held out in the late war, - Napoleom fought practically
the civilized world, and never once wakened from the determination exprossed in a -
letter to one of his ministers, that "whille 1 live I will mever resort to irredocns
able paper momey.” Under this polioy, and notwithstinding the lemgth and severity
of the struggle, France cormanded all the gold she needed, snd supported hor armies
in the field. The tribute levied on conguered nations was sn importmat factor in
making it possible o maintain gold pgrents, but is far from being a complete
explanatione Other conguering nations have all too frequently beem unsble to resist
the lure of paper lssuese The policy lald down by Napoloon smst recelve major credit,

* Poor - komey, Its Laws and History
** Hy - Outlines of Rconomics
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Bven after invasion and defeat at Vaterloo, there wae no scute finamclal distress,
and complete recovery was rapid.

In contrast with this comparative financisl tranguillity, Englemi, on an
irredeemable paper basis, was severely shaken. The imsediate effect of the suspension
of cash payrments in 1797 was not wnfavorable. BSut without the autocmatic check pro-
vided by redewption requirements, the fatal facility to over issue began to get in
its worke The exchanges turned against ingland., Paper deprecliated until the promium
oa gold in 1813 touched nearly 30 per cemte ©he country endured all the hardships of
a fluotuating currency, culminating in 16814, 16815, and 1816 in sericas economic dise-
tress and anprecedented bankruptoye. Not until 1821, or 24 years after the flirst
saspension, was the country prepared to reaume specie payuents.

These exmsples serve o0 iliustrate the vast possibilities for help or ham
which rovolve about the flumcial plan upon whick a war is conducted. These possibili-
ties grow in magnitude as the oxponse of war lncreases. They make it emphatic that a
woll Shought oul plan for mobillizing and orgauising tie finantial resources of the
country must be am essential part of any military prograse.

In oprder to gt a clear ldsa of the task before the modern flnamce ministry,
let us reduwe the prodlem of war finance to its sicplest terms. Lot us supposs that
#@ are chiefs of some cormunistic soclety wielrein all deposit thelir sarplus production
in a coson warchouse for the benofit of all, and that wo are casrged w#ith the duty
of marshalling the walth of that society for defense agninst a threatened attack.
There Luemdigtoly Lecomes necessary an entire reorganiszation of the economic life of
the groupe All men of military uge who can be Spared are withdram for service in
the amuy. Tais means wore Intensive eifort om the part of those o remain at home.

The same, -~ and probably a larger, - production of food snd clothing will be required,

plus munitions and other equipage, and thore will be fewer to do it. 70 meet these




requiresents, wo probably will first speed up our productive mgohinery by patriotic
sppoals to those already at work. Next, weo will recmit as additional workers old
pen and large muwbers of women. Lastly, as people leamn to do without lwxuries and
pany things previously comsidered mecessitles, we begin the abandonwent of non-
essential industries and diversion of energy thus released to the prosscution of the
wsle In such a commmity, there is no0 gquestion of taxes or of logns. Rach individual
cuntributes froely his legbor and skill in the best interests of all, and receives his
return in the scoring comon security and prosperity.

Cur wodern methods of war finance are more complex, but they rest fimsglly
upon the sme baslis, - nawly, a mobilization of productive power in thw aivantage
of the state. Ve do not roguirs that farmers and manufacturers shall turn a certaln
proportion of their output into a vast common storehouse from whlch tis Coverment
ngy withdraw wheat, corn, automoblles, munitions, clothing, etc., dbut we 4o reguire
that they shall tum over a certain part of their lmcome. B8y this soquisition of
purchasing pownr, tho Government obtains that control over labor and commodities
that it enjoyed more directly under the comsmmistic plan veferred to.

It 1z tie problem, then, of the finance minister to tap and divert to the
uses of the stata, hy taxation or borroving, as large & part of the natlonal ingcome
a8 possible without lmpalring the processes of production. In an ldeal state, it is
conceivable that the citimens might tum over to their governsent, through taxes or
loan sudscriptionz, enocugh surplus capital to weet fully the wer expenses. Stagssring
as thase expeniitures are, they are, after all, no sore than the value of the curreamt
production which they are intended to controle For the population of the modern state
to tum over to the governrent the mmd portion of its lmcome would be deing in

effect the sawe thing that the wembers of a commnistic society 4did shen they con=

tributed wore directly their lsbor and the products of thelr labor to the common defense.




" .

um—muwomuaummumc.m
task of the fingnce minister would be comparatively simple. He would be little
more than an exal ted bookkeeper, charged with collecting funds from the profits of
maﬂ"m:b-hnkhhhuqnmmmmtum.
Undor such a system, war could be carried on indefinitely, 50 fur as the problem
of finmwe alone would be concerned, with imweasursbly less of the disturbarce o
wiges, prices, and gemeral living costs that is now 50 vivid in our minds.

As & matter of fact, however, there are limits to the extent to shich the
eivil population may be oxpocted to deny itself effectively and devote its- saviags
to the support of a ware Patriotism will permit a very material increase in taxa-
tion and stismulate a large investsent of savings in govermsent securities, dut if
the war is long and exhansting there comes a tive vhen the receipts from tuese
sources fall below expenditures. Leantise, the requirements of the war continue
lmperative, and the amy and navy sust be supplied at ull costs. Under pressure
of this mocossity, the goverment recognizes thot its problem is mo ionger the
maintenance of strictly sound financlal methods, but has Lecoms in the nature of
a choloe of the least of evilse It is at this junoture that the temptation to
issue irredeemshle paper momey is likaly to prove most alluring. vhile this is the
worst of all pussible steps, the conssquences of waich we heve alresdy considered,
it ie woll to bear In mind always that all wethods of balacing a deficit other
tham by the savings of the people sre evil, snd Justificd omly by the suprese
mecessity for viotoxys It is departure from this principal that canses sost of
the economic hardshlp wrought by the ware

During our om mnr with Germany, the flow of Government securities cane
too rapidly to be absorbed entirely by current savings. 7his was sotwithstianding
the faot that our people pressnted an inspliring exssple of a nation whole-heartedly
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united in support of the cosmon effort. 1 need not remind you of the cheerfulness
with shich, on the vhole, Americans submitted to commodity ratiomning, price fixing,
and other regulatory measures, as well as voluntarily limiting thesselves, in order
that our energies and resources might be devoted more completely to the prosecution
of the ware. From the greatest mamufscturing establishwents down to the humblest
homes the response was most gratifyinge The truth of the matter is, howver, that
under our complex soclal system it is extreordinarily difficult for a people to

save currently and place at the disposal of their govenment the capital needed for
the prosecution of a great war. Utandards of living are more or less fixed, and are
less susceptible 0 change than in wmore primitive sccieties. Owr cconomic relation-
ships are intricate, and unier a system where concerns rust show a profit to exist,
the problem of the oxtent and manner of contribution to the state is & difficult
onee Finally, mobilisation of a people for war is to an luportant extent a matter
of publicity. In a vast country iike the United Utates, the luportance of sscrifices
and the extent of saorifices required are not borme upon all sections issediately
with the same force.

Consegquently, our Uovernment had to make up the deficit in receipts from
savings by resort to bank credit. You will recall that the Goverment after reguest-
ing the waximam investment of current savings in Liberty bonds, also asked investors
to anticipate their future savings and buy bonds on the partiasl payment plam. BEvery
offort wms made to encourage people t0 save and complete these payrents as soon as
possible, but many did not or could not pay rapldly, and the result was a contimmously
inoreasing amount of Liberty bonds belng carried on bank credit. In addition to this,
the Treoasury also borrowed large amounts on its short temm notes, as much &s 60 per

cent. of vhich at times were lodged in the bunks. Thus, we see that wvhat purchasing

powr the Govemment was uanable %o obtain by Stapping the savinge of the people, it

manufaotured through the creation of banmk credit. At first sight, this looks a good




doal 1ike ngnufsoturing paper "Continentals" or assignats, but the vast differemce
was that the credits and ocurrency w created were aslways, for amy legitimste pur~
pose, lLmwediately convertible into gold. This convertibility could be maintained
by reasom of the fact that for the first tize the countiy's gold reserve was
mobilized in a single reservoir, - the Federal loserve lystem, = instecd of being
scattered, as it was formerly, among thousands of individual bamks all over the
country. Such a centralization of reserves pemitted them to become the basis for
a much larger creation of credit and currency than would have been possible under
the old system.

Inubility of the civil population to limit its consumption sufficiently
0 release production fully for war purposcs means that both the Government amd
individuals become bidders for labor and goods in the opem market. As long as
labor is not fully exployed and factories are not rumning at capacity the effect
of this on prices is not marked. vhen, however, every msn has been put to work
and every wmill vheal is husaing, and increased demand can mo longer be matched by
incressed production, the effect of thls competitive bidding is siwply to rum uwp
prices and wages. HSach rise in the price and wage level creates a need for addition-
al purchasing power, which, when it ils supplied through the sedium of bamk credit,
tends to inflate prices, and wuges still further. ™his very process in itself pre-
vents full utilization of maxivum productive capscitye Prices and wages rise un~
evenly, - more in some lines than in others, - snd distortion of the mormal relatione
ships causes heavy dessnd and often speculation, asccompsmied by shortages, of the
comuodit les the prices of which are risinge It canses shifting about of lsbor from
ome position to mmother, discontent, and strikes. It disrupts the swooth workings
of Industry and oreates waste where the vital meed is for ecomomy. If the process
is continued, an sotual decresse in total production oftem ocours.
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In our own cuse, when w entered the war in 1917, our factories were
al ready over-driven. The warring Suropeen natioms hed bought heavily from us,
and thoy had sent us in payment a vast amount of gold which becase the basis of
an oven greater dowestic buying power. As our production could grow only graduslly,
the ineviteble result of this scoumlation of buying power was & rise in prices, which,
botween July, 1914, and our declaration of war, had smounted to 72 per cemt. When,
after that, our Goverment, amed partly by bank credit, became likewise a bidder
for men and goods, prices showed a further rise, which wp to the imistice smounted
to an additional 20 per cente BSefore the rising cimcle of prices and credits cane
to o halt in 1920, the level of prices had gone 172 per cemt. above the pre-war level.
The fdllowing table shows the percentage price rise in three periocds, -~ the periocd
before our entranwe into the war, the period of our participation, snd the pest-

Amnistice period. The index of prices is that of the Department of Labor.

July, 194 100 April, 1917 172 Hove, 1918 206
April 197 172 Nove., 1916 206 Fay, 19520 £72
( peak)
Increass 72 per cente 198 per cent. SZ por cent.

If it had beon possible for us as a nation to reduce our private comsumption
by the amount of the Government's needs, the competitive bidding and conseguent price
and credit inflation attributable to the war wuld have been avoided. There is
reflection of the highly conmendable effort made by our people in this directiom
in the fact that, notwithatanding the withdrswel of more then four million men from
industzy for the any awl navy, and the huge Govermsent expenditurms, the price rise
during our period of participation in the war wes relatively small.

Bearing, in nind, therefore, the neod for balaneing expenses out of savings,

80 far as possible, the finance minister will have a cholce as to which of three

courses is best calculated to bring sbout the desired results. These thres courses




are - taxation, borrowing, or a cumbinstion of tuxation and borrowinge

Yere it a practical possibility to finance a war entirely by taxatiom,
it probably would be advissble to do soe. Undoubtedly, a nation able so to do
would be in a strong position for rapid recovery at the comclusion of hostilities,
Theoretically, it is not impossible, for, as has been pointed out, the income
that is tawed is merely symbolic of the gouods vhich must be produced during the
period of the ware Under the commamistic reglue descridbed ull expenses were
defrayed by taxation in kind.

hob&otim.mtmnpmtum-lunnaomm
practical difficwlties that would arise in the lowying and eollection of the vast
smounts requlred. Vhere billions are needed an inoquable spportiomment of the
burden would be disastrous. It 1s not mecessary for us here to go deeply imto
problens of taxation, which comstitute in themselves a profound sciemcey but it
suffices to point out that taxes must be levied in proportion to the ability of
esch Saxpayor as well as all of the pecple t0 pey and that there is mo certaln
way of knowing very closely Just what this ability is. Under our present ecomomic
system founded on the prinoipal of profits, it is imevitsble that o0 heavy o rate
of taxation will discourage enterprise, and bo the resns of killing the gooss that
lays the golden eggse. As a uatter of fast, however, it is seldom nscessary to warn
a people against the dangers of too heavy a rate of taxation. The example of history
indicates that they are usually too ready to magnify its dangers, and find other
means of finsmcing, often ylelding %o the fatal attrsction of peper moneye.
| Directly opposed to a polley of fimsmcing by taxation is a polley of
financing as completely as possible by borrowing. Here, too, it way be said that
if the loan progras could be carried out ideally, ~ that is, &f the bonds could be
Saken up entirely out of suvings, and without resort to bank credit, - the plsm would

be sound, Not only that, but it probably would be the best method, though for a
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differant roason than the one conmonly advancede 1t is fallscious to asswe that
the flotation of loans and the creation of a public dobt enable & generation st war
to pass some of the destruction, which wo scetiies call the cost of war down to
future generations. e "cost" of war is pald to the last cent during the war in
the destruotion of capital that it entallse. Borrowing is shiply a device whereby
the cost 1s borme lmmediately by a comparstiive fow, and is redistributed later over
a wider area through the medium of taxntion for debt interest and redemptiom. The
advantages of the system would lie both in the fact that larger sums can be obtm
by offering an interest retum than by taxation, and in the fect that it contains
within itself some potentislity of a recouping of the war losses., If the post-war
taxes for debt service are levied properly and broagily, they constitute an enforced
saving on the part of the great body of the people which eventually will replemish
the capital fund.

Unfortunately, a program of financing exclusively by loans apparently ;
canmnot be carried cut ideally during a Srying war, and experience has showm the
attempt to be highly dangerous. It is altogeother %00 easy for the bonds to find
thelr way Iinto tie Danks and become the basis of ilnflation. Cur om history, which
has fumished 50 nay excellent exwples of how not $0 finsnce a wary does not fail
to presant a classlc exssple of the difﬂcu_luas resul ting {rou depending too much
on loanse Before the ocutbreak of the Var of 1612, Secretary of the Treasury Gallatin
had stated 1t as his opinion that "loans should be relied upon principally in case of
war,” * and his financlal progras contemplated the collection of curreat revenue omly
for the ordinary expenditures of the governmeni and for debt interest, and borrowing
for all the extraordinary expenses of ware Congress was still more reluctant to tax,

and declined 0 raise the rate suffickently to cover i.nieu:t on new debt and to offset
the reduction in customs revenue caused by the ware As & result, notwithstanding the

faot that prior to the war the credit of the Government had been high, the success of

* Bolles - Financial History of the United States.
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even the first loan had to be characterised by Gallatin as “more than doubtful.” *
¥ith each succeeding lssue, the terms honn wore disasdvantegeous, until by 1614

the public credit had fallem to extraordinarily low levels. Government bomds were
quoted at a heavy discount, and the Treasury, in order to get subseriptions to new
issuss, had to promise in some cases that the amounts subse sibed would be used solely
in defense of localitles furmnishing the momeye The dire extremity of the nationsl
finances was further indicated iIn the same year when an of fering of mearly §13,000,000
six por cent. public stock brought subscriptions for only §746,405, although the specie
price ranged as low as 66 to 65.

It is only fair to resark that invasion by the emery, the unpopularity of
the war with a large class of the pecple, and the fallure of Congress to recharter
the United Jtates Bank in i€ll, greatly intensified the difficulties of the war
programe he fallure of Gallatin's war pollcy, howsver, was still dve in large
measure to its erromeous principle, and contemporary critics did not hesitate to
place the blawe theree Both Secretaries Campbell and Dallas who succeeded Gallatin
adnitted its fallure, and recawsnded increcsed taxstion. In the words of Dallas,
tpn“hnmahdmt boen dus to "want of resources or want of integrity in the
nation,"” but “to Inadequacy of our gystem of taxatlon to fom a foundation of publiec
credit, and thes absonce from our system of the means which are bost adapted to antici-
pate, collect, and distribute the public rovenus." **

The German Finance i inister Dr. Helfferich’s declaration early inm the recent
war that additional taxes would be levied only for debt interest sounded singularly
1ike Gallatin's wossages. Gemany's adoption of this policy was probably due largely
to expectations of a short war and indesmitics, and when these expeotations were mot

realized the imevitable failure of the plan resulted. Gemany ended the war with

heavy issues of irredeemable paper, tie further mltiplicstion and effects of which

* Adsss - Public Debts
** Adams -~ Public Debts
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since the Amistice are familiar to all.

It is thus clear that our fimgnce minister in a2 serious or eritical or
lone war can rely neither solely upon taxation not solely upom borrowing. His
proper course lies in a combination of the two. ‘hat the proportion of dependemce
upon each should be is impossible to say definitely. It depends upon the circume~
stances of the ware. In gonoral, it may be said that every dollar that can be
collected by taxes should be s0 collected, and for the rest resort may be made to
borrowing. In case of a short war, 1t may be found possible to rely slmost wholly
upon taxation. Our war with Spuain, for instance, was financed largely by taxes, and
the debt lmcresse suountsd to only 200,000,000,

Experionce of past wars has shom that best results have been sccomplished
where a vigorous tax policy has beem purswed. A good exsmple was the Sritish financ-
ing of the Crimwesn Vare. "hen war broke out in 1654, Gladstons, vho was Chancellor
of the Exchequer, detemined to defray the expenses by taxes, and, 80 far as possible,
by direct taxose At the outset, Le secured a doubling of the income tax for six
months, and this was later extended to cover the period of the war snd a yoar after
peace. Indirect taxation was also increased. hile there was borrowing emough to
depress public credit somewhat, the range of consols the first year after the war
was 95 7/8 - 98 3/4, compared with 9 3/4 - 101 in the year before the war. The close
of the war was followed by a very rapld recovery in the country to prosperitye.

Pitt’s use of the income tax in meeting the cost of the Eagpoleonic Uar cost
i another illustration of what can be accomplished by a resolute Sax policy, even in
the face of a bad currency system. Up umtil 1796, the war was financed largely by
losns, and it was during this period that ingland got started on the rogd of irredecnm~
able papere Im 17968, Pitt carried sn income tax, which, however, due to defects in

the law did not become fully operative until 1606, During the following tem years

of the soverost struggle and oxhsustion of the war, vhen the country was suffering




from the offevts of earlier bad financiag methods, Greet Britain, with the ald of
this incowsn tax, accorplished the remarkable feat of ralsing more than enough
roverme to meet all civil and military expenditures, exclusive only of those having
to do with debt. The step, however, came too late to save Inglund from paying the
ponal ty for delay In instituting o sound policy by a period of sovere financlal
unsettlerents Reforring to the results of the tux, Cladstone gsaid in 1885, "Our
debt need not at this mowent have existed if there had beenm resolution enocugh to
submit to the income tax at sn earlier period.” *

Contrasting with Gladstons®s handl ing of the Crimean Var finances wsus
our dilatory tax policy in the Civil Yare Secretary Chase, like Gallatin, belleved
in loans, and under his aduinistration taxation was subordinated to borrowing mmd
paper money issues. year ago, when it was my privilege to discuss this sul jeot
before the ¥ar College, I quoted some figures from Professor H. C. Adams’ book,
"Public Debts,” vhich I would 1ike to present again, as they are highly 1lluminating.
They contrasted the recelpts of the Federal Governmemt during the Civil Ver from

rovenue with receipts from loans as followss

Xogr devenue Losns

1861 } 41,500,000 $ 23,700,000
1662 51,900,000 435,600,000
1863 112,600,000 596,600,000
1664 264,600,000 696,000,000
1866 333,700,000 864,600,000
1666 666,000,000 92,600,000

The se figures show clearly with shat reluctance the Federal Covernment
resorted 0 taxation. In the year after the war, rovenues from taxes were over
thirteon times the gmount of reveme from taxes in the fiest year of the war,

and gbout eleven times the revenue from taxes in the sscond yoar of the war.

Tae inevitable result of this weak policy, coupled with paper money issues,

* Hirat -~ Political Tconony of Uare
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was inflation, suspension of specie payrents, and coveerolal mnd flnancisal un-
sottlement from wiish it took fifteen years to recover.

Our financial program in the war with Cermany rested on a different
basise In the first fiscal year of the war w raised $4,176,000,000 by taxation,
compared with §10,700,000,000 by borrowing. Im the fiscal year ended Jume 30, 1919,
taxes brought in §$4,650,000,000, and logns §$12,000,000,000, The lessons of other
wars were not forgotten and from the outset our policy was to raise every dollar
possidble by taxation, to print no paper that would not be instantly redeesgbls in
gold, and to distribute the Govermmont securities to the greatest extent possible
without resort to bank credit.

It is now pretty conclusiwvely established that = properly conceived
financiasl prograe should be in sccordance with this policy. There still remains,
howver, on® more important problem for the finsnce minister to settle, snd that
is whethor the Govermment, in selling its securities, shall pemit the rate of
interest to be detemined wolly by the ordinary fomes of an open and unregulated
money market, or whether it shall adhere to a low rate policy, and depend for dis-
tribution partly upon keeping money rates low and partly upon sppeals to patriotisme
Our om plan during the mcent war inclined to the latter charscter, and probably mno
other phase of our financing has called forth more discussion pro smd con than this
one. The critics of this method have argued that msintensnce of chesp womey through
low discount rates at the Foderal Heserve danks tended to stimulate private emter-
prise unduly at a time when the full measure of the country's resources was needed
by the Govemment, and that in consequence of this competition what was saved in
interest was lost in the higher prices the Govermment had $0 pay for supplies. It
was further argued Shat the Govemment, by not offering its securitiss at a rate
which would make them attrsctive purely snd solely as sn investsent, hampered its

owm efforts to secure that maximum distribution outside of the bamks which we have
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I do mot wish to take sides here with regard to our war policy in tals
respect. Let me sisply point out, however, that hindsight is better tham foresight,
sud when the country was facing a war which promised to tax its resources very
soverely there was much to be said for carrying on borrowing operations as chesply
ae possible. It may be recalled, also, that al the tire there was a disposition
in some quarters to oriticlze sven the rates nwwed us too high. In fact, it is
probebly true that the great body of public sentiment gemerally favored a low rate
policye
: I have spoken thus far only of the gemersl principies of finamsing wars
I might go on to dlscuss in detail the problems which aries in spplying those
principles. Mistoxy is filled with interesting examples of thelr application mnd
our om recent experionce has given us a fund of mowledge which the finsuce wminister
of amy future war will do well to study. Bmny of the detalled problems are of a
technical nature and concern the Zinance minister rather than the soldler. Eany
problems are both military and finanoisl in thelr implications, as, for example,
the basis upon which war contracts should be let to assure a contimuous flow of
manitions to the points required, at the time required, under conditions of payment
conducive to the greastest possible economy. Om all of these problems thers should
be careful study, both on the part of the financisl department of the Goversment
and the war making departrents. The problems are not ones which cen be dealt with
adequately by smap Judgrent on the spur of the momemt. Careful advance plumning is
essentlal to sound war finmnce.

lmnm.unahc-xumuuum.nmmﬁunm
came to this country during the war for the purpose, among others, of buying a large
amount of amy supplies. I shall use tents to illustrate. Under imstrustioms from

their goverment, they advertised widely for bids, snd as & result set in motion
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inguiries for cloth and other materigls from & large mn;.oer of concerns taroughout
the country which, in turmm, sought to secure options on their needed materials before
quoting a price. OSuppose there were twelve firms submitting bids and securing such
options. It is clear that the effect of the original order was sl tiplied twelve
tines. PFurthemsore, concerns receiving these inquiries and giving options also felt
the need of covering their requiresents, and became themselves inquirers for supplies.
And 80 the effect of that tent order tended to spresd like ripples on the surfsce of
a ponde Vhen this sort of thing goes on iIn many lines, it can become an important
factor in price and wage inflation, and one quite spart from finsnoing sethods. In
such cage, the voluwe of oredit required to make the purchases is the result of the
inflated lovel of prices snd not the csuse of it. 1 use this exmmple to illustrate
the importance to the fimgnclial plan of proper wethods of buying. Iin other words,
bad buying, instanced in the case in point in excessive resort to cospetition, can
be in itself an Lwportant cause of inflatiom.

On the other hand, the finmsncizl plan, 1f improperly comcelved, will cause
inflation regardless of how soundly conducted the buyinge The lessom to be learned
is the necessity for close understanding and cooperation of all arms in the formula~
tion of a program which will result in the mobilization of resources with the greatest
possible efficiency. Our experience during the war showed it to be extracrdinarily
difficult to inventory plants in a prectical way scoording to thelr sultability for
handl ing different types of orders, but if a body of knowledge of this charscter could
be created, those charged with purchasing would be in & position to let thelr contracts
directly to concerns best fitted to take them, and It would be wmore possible to reduce
a8 much as desired that competitive bidding, which, as we have seen, has harsdul
potentialities.

All data which tend to make more complete a program for the production,

transportat ion, and storage of mnmitions and supplles, and t0 recognise the inter-
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dependence of this program with the finmcing, facilites the latter.

The amy in years past bad mede careful studies of the problems involved
in tralning large bodiss of men for combat. The results of these stuiles were showm
clearly in the expeditious snd efficient mamner in which our troops, after only three
to six wonths of imtemsive training, were sble to meet the most highly treined troops
of Burope om botter than an equal basis. The recent war, involving, as it did, more
than amy previous war, problems of organization of industry, taught to the world the
necesaity of preparing with nearly equal care for the industrial aspects of warfare.
Ye found that we needed more dopendable knowledge of the Mtlthldllom
msohine gums, artillory, und smsamition thet would be required. In soms cases, I a»
told that w¢ found wo had no blue prints of many of the samitions whick it was found
desiradle t0 mmpufscture. The entire munitions program 1 have also been told wms
held up for several months by delay in the mamufscture of those comparatively simple
wetal parts of chells known as adspters and boosters.

Just as #o found w noeded wmore adequate nowledge of the gquantities of
supplios and mumitions reguired, s0 it vas many months before any rel isble estimgte
could be made concerning the tonnage of shipping regquired to transport to Burope
the amy with its suppliese As & result, the provisiomn of ships in the sarly moaths
was inadequate, and supplies rushed to port were dwmed up there. There was no
adequate provision for storage of mmitions and supplies in the interior, and contracts
wore drawn In sowe cases without adequate provisions for sdjusting the flow of traffic
to the vessel tomnage avallable.

0 the extent that it will be found possible to prepare in sdvance for these
contingenciocs, the task of the finance minister will be facilitated., while, in the
last snalysis, he alone must assume responsibility for the finmmeisl conduct of war,
any provisions that can be made to insure the smooth snd expeditious production and

distribution of supplies will be of great ald in making hls progrem effective. There
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uye limits, of course, to tihe extent %o whiloh sdvence ostimates are possible. Tach
wer is 1ikely te involve ite own problems of tactios and etulpment that cammot de
foresean. One of the grestest difficulties in the wy of carrying forsand an adegquate
finaeo lad plon is the lmpossibllity of inowing evem sapproximtely how much money will
B secuired. A part of the wwertainty which exists on this score is ungvoidable and
arises Crom the chamces of wars A part, however, is susceptible of some reduction as
w perfact our machinery for planning tae industrial part of the war program.

For the aoldier and for the financlier there is a conson losson in the
experiences o tha past. It is the need for the careful preparstion of the entire
war plat as it concerns personnel, materisl, transportation, ond {insnce. The presemce
af this body of officers at the ar College conducted snder the susploes of the Yar

*isns Division of the Oenersl Maff is an evidencs that the amy =t least bas a full

apprec iation of the importance of this.
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CONFERENCE OF STATISTICS DEPARTMENT
May 6, 1921.

g enée of the Di «sss By Govermor Strong.

Mr, Snyder opened the meeting, saying: ™I am sure we are very much
flattered to have the Governor with us to-day, and I am sure he is going to say
some very interesting things, We are very much indebted that he should come."

(Governor Strong)
"I understand that there are much more important matters relating

to the organization of the bank coming up later this afternoon, at this present
meeting, and I am going to try and shorten my remarks toa point where they

will not interfefe with that important business, Mr. Smyder, Furthermore,

now that the time has come for any statements I am about to make I should say
that I am appearing here in fear and trembling, becguse Mr. Snyder and his

able assistants in his department put such a toplc before me as the influence
of the bank rate. I am always afraid I am going to match my theory with Mr,
Snyder's.

"The original company of thirteen, as I recall the figure, that
started the Federal Reserve Bank, are the only ones that can go back to the
days of our discussion of what rate was proper and would be satisfactory when
this bank was organized. The conditions that existed at that time were
those brought on by the outbreak of the war, We had called upon two agencies
in the United States to meet the great erisis in credit and currency. The
erisis in bank credit was met by issues in clearing house nnd loan certificates,
bearing interest. A vast amount of credit was manufactured through the
agency of clearing house issues, and that credit was bearing interest at from
6 to 7 per cent, and I think, in some cases, higher, In addition to that,

.org/
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credit was manufactured through the agency of the Aldrich-Vreeland Associa-
tion, which was organized under the ®Aldrich-Vreeland Act.® The existence
of that gbeat mass of eredit which was bearing various rates of interest
throughout the country determined our bamk rate. I think that the reserve
rates established were from 6 to 6 1/2 per cent, and the rate was high enough
go that it kept down heavy borrowing at a low rate, so that the first busi-
ness conducted by the Pederal Reserve Bank of New York at the rate level
which was established was trifling, and we were gradually able toreduce our
rates over quite a period, until finally, as I recall, we were buying bankers'
bills, -~ that is, acceptances — as low ag 2 § in the open market. We had,
in fact, a rate for that class of paper in New York that averaged fram 2 to
3 per cent at the same time that paper of similar character was selling in the
London market at from 2 1/2 to 3 per cent. The rate in the London market was
as low as it was because of the American mass of credit which was artificially
menufactured there, ‘

"In discussing the influence §f the bank rate, you have got to bear
in mind that the bank rate has no influence ualess you have got an account
on both sides, I you have no existing loans, you can't Hbring about con-
traction by an advance in rate.

A1l that we were interested in doing in the early days of the
Federal Reserve Bank was to earn a mere dividend of 6 per cent Ior the member
banks, after paying all ouf expemses, I might say in these days we had a
very distinet contrast in the charactsz of the relations of the Keserve banks
to what we have now. This is the great mongy market of the country where
dealings in short time paper especially cemntered. All of these bankers!
acceptances came to this market as a rule and opened up a market where the
short~time Municipal borrowings were generally negotiated and consequently we
had a peculiarly advantageous position in New York which enabled us to emtice

our funds. It resulted in an arrangement between the Reserve banks by which
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we divided up the various banks. I think it is no exaggeration to say that

this has worked out to better advantage than we had expected.

"] am not goiag to attempt to review the period of the war, when we
experienced all the difficulties of adjusting rates. It is a bif subject, and
it is full of controversy. Mr, Snyder gently suggested that that would be an
interesting thing to talk about, and I ducked it, In geheral, I think I am
safe in saying that we made about as many mistakes - I say "ye" for we were
simply one body after all, the Treasury and Beserve banks — as could be ex-
pected, but, on the whole, I think we made fewer mistakes than cur friends on
the other side of the water made, and certainly very fewer migtakes than the
enemy on the other side of the water made in financing the war, OSkipping that
peint, I want to come right down to the present snd what is taking place nowe.
I want to 1lladtrate this by giving a few of my observations:

"0n Nay 9, 1901, I happened teo be in the Stock Exchange, and on that
day, between 10 and 1 o'clock, we saw Northem Pacific stock advance to $1,000

a share and mongy lending at about 100 per cent, There had been previcusly no
such complete collapse of values in Wall Street as had occurred that day up teo

1 ofclock. Towards the middle of the day they sent word very frankly that

their boxes were emply and they could not send in more margins, Our loans got

so low that if we had attmmpied to liquidate them the proceeds of the cellateral
would have been insufficient to pay the face of the loan. In other words, if
very many of the loans had matured and the sale of the collateral took place,

it would have resulted in the complete collapse of Wall Stpeet. Later 2 plan

had resulted in the sale of Northern Pacific stock and Mr, Morgan and his asso-
ciates sent out word that they would not be unduly severe in the sending out of
margins, and later prims had risen to a point where the loans could be made

good and mongy was practically unlendable. \

"The point I am trying tobring out, in telling this sbory, iz that

org/
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it presents a picture of ‘a complete collapse of valuds which resulted in a con-
dition that meant insolvency. Money was over, and money got back to normal rates
all in a period of about five hours. In similar fashion, that is what happened in
the United States, and in fact the whole world in commodity values. Speculation
and extravagance worked out their own matural conclusion. There are those who say
that some desigh of man or men, or poseibly the reserve banks, by advancing rates,
had brought about this state of affairs. I do not believe it for a minute, and I
do not think most people do. In general, I would say that no man or men had the
power to stop that great wave of speculation, and no man or mem had the power to
stop the break which took place., Omn the other hand, I would say that certain poli-
cies might have been adopted so that it should not have reached its extreme limits.
"Bveryone now is satisfied that something must be done to stabilize the
values of goodsy, and they will be stabilized to some level. Certain houses that
retail goods, or certain houses that wholesale goods, or certain houses that manu-
facture goods, by reason of foresight or some other circumstancas that gave them a
more favorable posit ion than other competitors, may be out of debt and not have
large inventories, and are able now to buy and stock up with goods that are coming
along from producers, manufactured out of cheaper raw materials and by cheaper labor
than the goods and existing stocks which are being carried upon borrowed money. The
tendency among retail stores at present is to keep new goods and cheaper goods in
competition with high prices. It is foreing down the selling prices of the old
ones and there are some new levels taking place from it, The same thing is happer~
ing in bank credit. Put yourself in the position of any bank officer in this city
and see what happens in the daily trend of your busi.neés. At the end of the day he
may find that he has a surplus of reserves on deposit at the Federal Reserve Bank.
That surplus is the result of a great variety of transactions in the member banks,.
The member banks may have made some new loans. I may have loans out. The net
results of all these movementz may have had some bearing on his reserves. That is
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in its reserves willcome here to borrow. In fact, the number of banks that are
borrowing from us now is, I think, more than 100, As soon as a bank gets in that
position where it has a credit balance at the clearing house, then it has a choiece
of what to do with that credit balance; then it goes out to seek an investment,
and, under the conditions that exist to-day, it seeks the very best and safest
investments it can gete
" ®The banker is a little timid just now and he is willing to debit his

competitor for good commercial paper only. The influence of the lending bankers

. that are out of debt is the influence that will bring the market rate for monegy
down to or below our rate, That process continued indefinitely would, of course,
léquidate all of our loams., If the traditional policy of fixing the rates of the
Pederal Reserve Banks should prevail, I should presume we should always have our
rate a little bit above the market rate. Of course, we should always provide for
seasonal movements, or crop making, or withdrawals of gold from the United States,
or heavy borrowings. This process I describe is what is liquidating the loan
accounts in the reserve banks to a great extents, I want to come up to the point
of describing, or prognostigating, if you please, a little bit about the future.
Before referring to the future, I want to refer to amother important influence on
our rates and an important rate consideration in the Reserve bank,

"You know that every time the Treasury of the United States put;s out a
loan and places that loan, as it does, through the reserve banks and the member
banks, the first transaction is for the member bank to buy the certificate, to
make pgyment by eredit, and then, if they can do so, to sell the certificate to a
customer and to the public and make 2 profit on the deposdit. You can see that
if the member bank can't sell the certificate of indebtedness they can't make this
profit. It is the thing that did the damage in 1918-1920, and the policy of the
reserve banks and Treasury Department together should be designed to get the
largest amount of money that can be obtained for the Treasury's notes at the

lowest rates of interest and a2t the largest security to the public. You may say
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that the rate allowed by the Treasury must be sufficlently attractive to the
public to emable the public to buy them, but sufficiently unattractive to the
banks to make it unwise for the banks to retain them, and have every stimmlus
existing to sell these certificates to the public just as promptly as poesible.

"It has been necessary for the past three years to determine rates be-
tween the Treasury and the Reserve banks which will emable the Treasury to sue-
cessfully float its certificates, and at the same time to relieve the reserve
banks and its members of amy chance of loss. On the whole it is working now and
the certificate issues are almost immediately distributed to the public when they
are offered.

"I want to refer a little bit to the future, as to where we might land
if all of our loans were pald off and we had a huge bank building and a payroll,
and doing all sorts of things for nothing, with a great big expense account and
nothing coming in. I do not think that is going to happen right awsy, however,
as we have two billion dollars going to the reserve banks now., Let us assume that
the day is coming when the banks of the United States are now going to find it
necessary to borrow from usthe wgy they do. HNo banks like to borrow money. There
is not very much profit to them when they are paying 6 or 7 per cent.

fWe deal principally in the Federal Reserve Banks with three kinds of
credit instruments. One is commercial, paper, another government securities (the
government's long loans and certificates of indebtedness) and the third accep-
tances, which principally are drawn to represent importations of goods from Europe.

"When all the commercial paper gets out and a considerable part of the
borrowings on government securities are repaid, we will be able to put our rates
domn. From perscnal observations while I was abroad, and a comparison of banking
methods generally, unkess I am migaken, throjgh the influence of the Federal Re-
serve System, we could use this great reservois in finamcing great commodities

throughout the world,
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"For the first time in the history of the United States, we are in the
position of being a lending natied, instead of a borrowing nation. Europe for
years is going to be pressed for capital to rebuild her industries and to re-
establish France, and they are going to be burdened with enormous debts, and this
country has, in proportion to its wealth, a much smaller public debt than the
European nations. It has a great mass of fluid capital, which can be employed,

I hopo, and for the first time can compete with the commerce of the world in doing
a real banking business. I should suppose we now have $500,000,000 or $600,000,000
of bills representing international transactions and commodities. If we had
$2,500,000,000 the rate could be changed. I do not think I could do better than
read you a paragraph from a very able document that appears on that very matter,

a paragraph from the so-called "Cunliffe's Report." It is from a select committee
appointed to make a report on foreign exbhanges after the war, in London:

(At:this point Gove Strong read the paragraph referred to,

begioning with "The adverse condition of the exchanges was

due not merely to seasonal fluctuwations, but to circumstances

pointing t0 s..." and ending with the sentence: ®New enter-

prises were therefore postponed and the demand for construe-

tive materials and other goods was lessened.®)

"The point is this: that the Federal Reserve System, up to date, has
besen engaged in a purely domestic, local war operation. We have been financing
the war for ourselves, to a great extent. You can trace almpst the entire bor-
rowings of the Federal reserve bank directly to the war, The time is coming
when the American people will gradually repay this debt and the Federal Reserve
System will be f'ree of government borrowing and then we have got to take our
position in the world, and, unless I am very much migtaken, that will come as
the res;.lt of converting a very large amount of the paper which we now have in
our veult into this paper which old Rothschild described as "salt water paper,"
because it had crossed the oceen #@nd represented the payment for international
goods. But there is one thing that we must bear in mind in comnection with this,-
and Mr,. Snyder has notified me that he has three reservations - in comnection
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with this prognostigation. The reasons for this are these: I put the first
reason bgrond all others. The general feeling that I have observed throughout
various parts of the world is that the English bankes are safe banks te do
business with. lfvh_eq‘ second great reason is that they have built up the facili-
ties to do the business well, carefully, intelligently and promptly, and the
third influence is that London has had a great reservoir of fluid capital to
employ in this business. Now our condition at present comprises just those three
fundamental influences, We have our integrity, our character, and our ability, |
Just as good as that which is produced in the British Isles or slsewhere. I think,
in other words, that the character test can be met by American bankers just as
much as by any other bankers. Next we have got, or we should have in the near
future, that great surplus, fluid banking capital to employ in this kind of busi-
ness, One thing we have not got in the machinery. We have not got that great
net-work of pipes conmecting this reservoir. I{ takes years to create that. The
British bankers have been at it for some generations. We can, however, do it
promptly emough to place our reserves at the service of the world, and we have
got to try and do it the way the British have done it. We have got to tzy and
establish agencies here of any foreign banks that can come herec and also abread,
and to do business in our market and borrew meney. A bank would not be worth a
dent if it juet received money and did not lend it out. We should eancourage the
lending of money abroad and we should employ any agency we can goet hare to help
us along thig line,

"Mre Spyder, I puarantced to tire-this enthmsiastic audiemce in hsalf an
hour. I have no talked for nearly 45 minutes, Have you any points to make in

connection with this matter?

Mr, Spyder remarked, in reply: ™I am sure that, now that we have the
Governor heré, we would like to ask him some questions.™

- —— e -
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Mr, Case was called upon by Mr, Snyder, and remarked; "Why do you
pick on me? I do my picking with the Governor down-stairs. I am going to leave
him alone for the present. How about picking on Mr. Snyder?®

(Mr. Snyder)

"How can we becomes world bankers if we do not make money interest rates?
Is not that the great obstacle now to this country becoming world bankers?
England's rates aré always better than ours. That is the source of thelr great
strength.

(Governor Strong)
"Hhen I was in London I always used to say, with perfect good faith,

that I did not think there was very great danger of their losing their business
so long as the opportunity for the employmemt of capital in this country was as
great. I really think conditions have changed., I think they have changed be-
cause they are going to be put to it for capital for a time. I think so and I
guess you think so. Where they are going to lose is in the enormcus demand upon
them to pay debts, and it is going to tax their reserves to the utmost to pay
debts - to pay debts to this country and to pay the interest due this country.
They willtake some of our investment monsey, if we are willing to let them lave it,
at pretty high rates, and I frankly believe that this Federal Reserve System; by
a capable adjustment of rates, will lave plentf of reserves to compete with them,
to a reasonables degree, in financing at least our own i.mp;)rtant trades I have
real confidence that, with the resourcss we have here, we can get our share of any
foreign trade we go after.®
(Mr, Snyder)

"How can we get our rates down, so as to meet this competition and still

not have another big wave of inflatién? Do you see any praetical means, consider-
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(Govermor Strong)

"What I think I do see, Mr. Snyder, is this: that the development to
which I referred is not going to t:ke place over night, nor in a year, nor evem
five yecars possibly - nor even a longer period: I would be afraid of it if it
did. But I can see gradually creeping into our market here thome conditions
which would be most conveniently drawm for geographical reasons, because they
represent our import trade, Where it becomes a convenience, at a competing rate,
to do business in this market, I do not see any prospect of easier money in
Burope, do you? Think about thatli®

(Mr. Case)

"Well, Governor, London was the world's banking center before the war,
and all these bills, import and esport bills, were largely financed by London.
Isn't it a fact that the world war has upset that to such an extent that she
does not seek, at the prese t time, to do more than to look after her own import
and export financing, and is very glad to have diverbted to thismarket any import
and export transaction that properly belomgs here? She isi no position to
continually finance the world's business. She did before the war, We are getting

our machinery up to the point where we can compete for it mow.

(Governor Strong)

"What happened is this: they took inereasing comtrol of all the imports
and no one could properly import anything without a license and the great bulk of
the imports wére for account of British companies. All supplies and all things,
in fact, were required for the army and navy, as well as the civiec population. Now
the British Government paid cash, and the British treasury borrowings tock place
in ad.4nge, in London, of this mass of bills that otherwise would have been drawm

i to represent the imports of the civic population. The facilities to do business
still existed - like the Bank of Shanghai, and so on. The standards of civilization
are increasing ¥hm in the east. There is a greater consumption of goods, There is
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a greater amount of business to go arcund. We will do still more than we do now
through the foreign institutions of the world. Certainly, if it is possible to
develop some hundreds of millions of bills at the present time, we will continue ‘
to do it in the future.m ‘
(Mr+ Morgan)
"Do you think it would be in order to tell us what effect you think
the change in the discount rates in this countyy will have upon the movement of
gold‘f Do you think conditions are sufficiently normal now?"

(Govermor Strong)

*Your question is a little bit like the question where the State asked
the witness whether he is still beating his wife., I am assuming that the interest
rates will decline, We have reduced one of our rates a little bit. I do not
believe it is possible to answer that guestion, Mr. Morgan, except speculatively.
- Turning to Mr. Snyder =) Did you put him up to ask that?® (Laughter)
(Question)

Wiir, Snyder has possibly lost sight of the fact that we have two facil-
ities. We have a rediscount rate which is offered to various lines of business
which do not necessarily have to do with our foreign trade. We have our open
market purchase rate, We might keep our rediscount rate up to within a point
where it is now and this would emeble us to advance the business and still keep
in with other lines of domestic business?

(Governor Strong)

\ "That opens up a field of discussion. It emables me, first, to side-
step Shepard Morgan's questions. I think it is a mistake to assume that a special
rate on import bills is going tp be any check to inflation or expansion in this

country, because, &fer all, you can'k identify these dollars and insure that
Digitized for FRASER
http://fraser.stlouisfed.org/

Federal Reserve Bank of St. Louis



w 1B

they aré just below that type of tramsaction, and, even if you did, it would
release other dollars for empldyment in other directionss The fact is that,
according to my theory, what we dispense at the Reserve bank is credit. It is
not one kind of eredit, because it is exchanged for a commercial bill, or a
commercial note, or a banker's acceptance, or a government bond, but it is just
credit, and unless you meet that credit through this bank, it does not perform
its function, and it does not make any difference whether you gei it out wikh a
rake, or a hoe, or a spade, — it does its business just the same.s You can get
at these reserves of ours with any kind of an instrument you pleaze, By estab-
lishing this preferential rate we ape able to compete in a cerbtain line of busi-
ness, it is true.

"Well, Mr, Snyder, I have doubled my promlsed time and mow everybody
expects to leave at 5 o'clock, as thej have a dance on."
(ir, Snyder)

"] am sure we are extremely indebted to the Governor for coming here
and let us ask him questions and giving us such an illuminating prospect of
this country emtering the world war. Our best thanks Governory®

Mm_o_d-
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CONFERENCE OF STATISTICS DEPARTMENT

May 6, 1921.

SUBJECT: The influence of the Discount Rabe e..... By Governor Strong.

Mr. Snyder opened the meeting, saying: "I am sure we are very much
flattered to have the Governor with us to-day, and I am sure he is going to say
gsome very interesting things. We are very much indebted that he should come."
(Governor Strong)

"] understand that there are much more important matters relating
to the organization of the bank coming up later this afternoon, at this present
meeting, and I am going to try and shorten my remarks toa point where they 2
will not interfere with that important business, Mr. Snyder. Furthermore,
now that the time has come for any statements 1 am about to make I sﬁould say
that I am appearing here in fear and trembling, because lir. Suyder and his
able assistants in his department put such a topic before me as the influence
of the bank rate; I am always afraid I am going to match my theory with Mr.
Snyder's. '

=

"The original company of thirteen, as I recall the figure, that

LA™
\ started the Federal Reserve Bank, are the only ones that can go baqk to the

days of our discussion of what rate was proper and rould be satlsfactory when
this bank wus-organlaed. The condltlons that existed sat that time were ‘ |
those brough£ on- by the outbreak of the war. We had called upon two ageneies
in the United States to meet the great erisis in credit and currency. The
crigis in bank credit was met by issues ﬁf clearing house and loan certifiéaies,
bearing interest. ‘A vast amount of credit was menufactured through the

agency of clearing house issues, and that credit was bearing interest at from

6 to 7 per cent, and I think, in someVCaSes, higher. In addition to that,
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credit was manufactured through the agency of the Aldrich-Vreeland Associa-
tion, which was organized under the "Aldrich-Vreeland Act." The existence
of that gbeat mass of eredit which was bearing various rates of interest
throughout the country determined our bank rate. I think that the reserve
rates established were from 6 to 6 1/2 per cent, and the rate was high enough

. so that it kept down heavy borrowing at-a-tew-rabe, so that the first busi-
ness conducted by the Federal Reserve Bank of New York at the rate level
which was established was trifling, and we were gradually able torsduce §ur
rates over quite a period, until finally, as I reeall, we were buying bankers"
bills, - that is, acceptances - as low as 2 % in the open market. ¥We had,
.in faet; a rate for that class of paper in New York that averaéed from 2.,1:0
% per cent at the same time that paper of similar character was selling in the
London market at from 2 1/2 to 3 per cent. The rate in the London market was
as low as it was because of the American mass of credit which was {;rtificially
manufactured there.
"Tn discussing the influence of the bank rate, you have got to bear
in mind that the bank rate has no influence ualess you have M
oa-bpoth-sides. If you have no existing loans, you can't LUbring about con-
traction by an advance in rate.
: "All that we were interested in doing in the early days of the
Federal Reserve Bank ‘'was to earn a mere dividend of 6 per cent for the member
ba.nks, after paying all ouf e'penses. I—mtgh'b—suy ,j.n those days we had a
very distinct contrast in the character of the relations of the Reserve banks
to what we have now. This is the great money market of the country where
dealings in short time paper especiaily centered. All of these bankers' ;
acceptances came to this market as a rule and opened up a market where the /
short-time lunicipal borrowings were generally negotiated and consequently we ’ \
had a peculiarly advantégeous. pogition in New York which enabled ué to entice f
our funds. It resulted in an arrangement between the Reserve banks by which
Digitized for FRASER : i
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we divided up the various bemles. I think it isno exaggeration to say that

withaosd -

this has worked out to better advantage than we had expeected.

"I am not going to attempt to review the period of the war, when we
experienced all the difficulties of adjusting‘rates. It is a bif subject, and
it is full of controversy. Mr. Snyder gently suggested that that would be an
interesting thing to talk about, and I ducked it. In geheral, I think I am
safe in saying that we made about as many mistekes — I say "we" for we were
simply one body after all, the Treasury and Reserve banks - as could be ex-
pected, but, on the whole, I think we made fewer mistakes than our friends on
the other side of the water made, and certainly wesy fewer mistakes than the
enemy on the other side.of the water made in financing the war. Skipping that
point, I want to come right down to the present and what is taking place now.
I Qant tg‘illustrate this by giving aﬁfew of my ovbservations: ‘ =t
"Oon Mey 9, 1901, I happenéd to be in the Stock Exchange, and on that

day, between 10 and 1 o'clock, we saw Northem Pacifie stock advance to $1,000

a share and money lending at about 100 per cent. There had been previously no

|
%
\\
such complete collapse of values in Wall Street as had occurred that day up to
1 o'clock. Towards the middle of the day they sent word very franikly that

their boxes were empty and they could not gend in more margins. Our loans got \
so low that if we had attmmpted to liquidate them the proceeds of the collateral

would have been insufficient to pay the face of the loan. In other words, if

very many of the loans had matured and the sale of the collateral took place,
it would have resulted in the complete collapse of Wall Steeet. Later a plan
had resulted in the sale of Northern Pacifiec stock and Mr. Morgan and his asso-
ciates sent out word bhat they would not be unduly severe in the sending out of
marging, and later pries had risen to a point where the loans could be made
good and money was practically unlendable.

"The point I ém trying tobring out, in telling this sdery, is that
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in its reserves willcome here to borrow. In fact, the number of banks that are
borrowing from us now is, I think, more than 100. As soon as a bank gets in that
position where it has a credit balance at the clearing house, then it has a choice
of what to do with that credit balance; then it goes out to seek an investment,
and, under the conditions that exist to-day, it seeks the very best and safest
investmepts it can get.

"The banker is a little timid just now and he is.williﬁg to debit his
competitor for good commercial paper only. The influence of the lending bankers
that are out of debt. is the influence that will bring the market rate for money
down to or below our rate. That process continued indefinitely would, of course,
1iquida£e all of our loans. If the traditional policy of fixing the rates of the
Federal Reserve Banks should prevail, I should presume we should always have our
rate a little bit above the market rate. Of course, we should always provide for
seasonal movements, or erop making, or withdrawals of gold from the United States,
or heavy borrowings. This proceés I describe is what is liquidating the loan
accounts in the reserve banks to a great extent. I want to come up to the point
of describing, or prognostigating, if you please, a little bit about the future.
Before referring to the future, I want to refer to another important influence on
our rates and an important rate consideration in the Reserve bank.

"You know that every time the Treasury of the United States puﬁs out a
loan and places that loan, as it does, through the reserve banks and the member
banks, the first transaction is for the member bank to buy the certificate, to
make pgyment by eredit, and then, if they can do so, to sell the eertificate to a
customer and to the public and make a profit on the deposit. You can see that
if the member bank can't sell the certificate of indebtedness they can't make this
profit. It is the thing that did the damage in 1918-1920, and the policy of the
reserve banks and Treasury Department together should be designed to get the
largest amount of money that can be obtained for the Treasury's notes at the

lowest rates of interest and at the largest security to the public. You may say
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that tge rate allowed by the Treasury must be sufficiently attractive to the
public to enable the public to buy them, but sufficiently unattractive to the
banks to make it unwise forxr the banks to retain them, and have evany'stimulus
existing to sell these certificates to the public just as promptly as possible.

"7t has been necessary for the past three years to determine rates be-
tween the Treasury and the Reserve banks. which will enable the Treasury to‘suc-
cgésfully float its certifiéates, and at the same time to relieve the reserve
banks and its members of any chance of loss. On the whole it is working now and
the certificate issues are almogt immediately distributed to the public when they
are offered,

"I want to refer a little bit to the future, as to where we might land
if all of our loans were paid off and we had a huge bank building and a payroll,
and doing all gsorts of things for nothing, with a great big expense account and
nothing coming in. I do not think that is going to happen right awsy, however,
as we have two billion dollars-going to the reserve banks now. Let us assume that
the day is coming when the banks of the United States are not going to find it
necessary to borrow from usthe way they do. No banks like to borrow money. There
is not very much profit to them when they are paying 6 or 7 per cent.

"We deal principally in the Federal Reserve Banks with three kinds of
credit instruments. OUne is commercial, paper, another government securities (the
government's long loans and certificates of indebtedness) and the third accep-
tances, which prineipally are dramn to represent importations of goods from Europe.

"When all the commercial paper gets out and a considerable part of the
borrowings on government secu;ities are repaid, we will be able to put our rates
dom. From personal observations while I was abroad, and a comparison of banking
methods generally, unless I am mistaken, through the influence of the Federal Re-
serve System, we could use this great reservois in financing great commodities

throughout the world.
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"For the first time in the history of the United States, we are‘in the
position of being a lending nation, instéad of a borrowing nation. Europe for
years is going to be pressed for capital to rebuild her industries and to re-
establish France, and they are going to be burdened with enormous debts, and this
country has, in proportion to its wealth, a much smaller public debt than the
iEuropean nations. It has a great nass of fluid capital, which can be emplagyed, *
‘I hope, &nd for the first time can compete with-the cowmerce;af the world in dbing -5
a real banking business. I should suppose we now have $500,000,000 or $600,000,000
of bills representing international transactions and commodities. If we had
$2,500,000,000 the rate could be changed. I do not think I could do better than
read you a paragraph from a very able document that appears on that very matter,

a paragraph from the so-called "Cunliffe's Réport." It is from a select committee
appointed to make a report on foreign exchanges after the war, in London:
- (Atithis point Gov. Strong read the paragraph referred to,

beginning with "The adverse condition of the exchanges was

due not merely to seasonal fluctuations, but to eircumstances

pointing to ...." and ending with the sentence: "New enter-

prises were therefore postponed and the demand for construc-

tive materials and other goods was lessened.")

"The point is this: that the Federal Reserve System, up to date, has
been engaged in a purely domestic, local war operation. We have been financing
the war for ourselves, to a great extent. You ean trace almpst the entire bor-
rowings of the Federal reserve bank directly to the war. The time is coming
when the American people will gradually repay this debt and the Federal Reserve
System will be free of government borrowing and then we have got to take our
position in the world, and, unless I am very much mistaken, that will come as
the result of converting a very large amount of the paper which we now have in
our vault into this paper which old Rothschild described as "salt water paper,"
becaugse it had crossed the ocean and represented the payment for international

goods. But there is one thing that we must bear in mind in connection with this,-

and Mr. Saoyder has notified me that he has three reservations - in connection
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with this prognostigation. The redsons for this are these: I put the first
reason begyond all others. The general feeling that I have observed throughout
various parbts of the world ig that the English banks are safe banks to do
business with. The second great reason is that they have built up the facili-
ties to do the business well, carefully, intelligently and promptly, and the
third influence is that London has had a great reservoir of fluid capital to
employ in this business. Now our condition at present comprises just those three
fundamental influences. We have our integrity, our character, and our ability,
just as good as that which is produced in the British Isles or elsewhere. I think,
in other words, that the character test ean be met by American bankers just as
much as by any other bankers. WNext we have got, or we should have in the near
future, that great surplus, fluid banking capital to employ in this kind of busi-
ness. Une thing we have not got in the machinery. We have not got that great
net-work of pipes connecting this reservoir. It takes years to create that. The
British bankers have been at it for some generations. We can, however, do it
promptly enough to place our reserves at the service of the world, and we have
got to try and do it the way the British have done it. We have got to try and
establish agencies here of any foreign banks that can come here and also abroad,
and to do business in our market and borrow money. A bank would not be worth a
cent if it just received money and did not lend it out. We should encourage the
lending of money abroad.and we should employ any agency we can get here to help
us along this line.

"ir, Snyder, I guaranteed to tire this enthusiastic audience in half an
hour. I have no talked for nearly 45 minutes. Have you any points to make in

connection with this matter?

lir. Snyder remarked, in reply: "I am sure that, now that we have the

Governor heré, we would like to ask him some questions."
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Mr, Case was called upon by Hr. Snyder, and remarked; "Why do you
pick on me? I do my picking with the Governmor down-stairs. I am going to leave

him alone for the present. How about picking on Mr. Snyder?t

(MI‘. brlyde]’.")
"How can we become world bankers if we do not make money interest rates?
Is not.that the great obstacle now to this country becoming world bankers?

England's rates are always better than ours. That is the source of their great

strength.

(Governor Strong)

"When I was in London I always used to say, with perfect good faith,
that I did not think there was very great danger of their losing their business
so long as the opportunity for the employment of capital in this country was as
great, I really think conditions have changed. I think they have changed be-
cause they are going to be put to it for capital for a time. I think so and I
guess you think so., Vhere they are going to lose is in the enormous demand upon
them to pay debts, and it is going to tax their reserves to the utmost to pay
debts - to pay debts to this country and to pay the interest due this country.
They willtake some of our investment money, if we are willing to let them have it,
at pretty high rates, and I frankly believe that this Federal Reserve System, by
a capable adjustment of rates, will lmve plenty of resérves to compete with them,
to a reasonable degree, in financing at least our own important trade. I have
real confidence that, with the resources we have here, we can get our share of any
foreign trade we go after."
(Mr, Snyder)

"How can we get our'rat.es down, S0 as to meet this competition and still

not have another big wave of inflatién? Do you see any practical means, consider-

-
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(Governor Strong)

"What I think I db see, Mr. Snyder, is this: that the development to
which I referred is not going to t:ke place over night, nor in a year, nor evem
five years possibly - nor even a lopger period.s I would be afraid of it if it
did. “But I can see gradually creeping into our market here those conditions
which wéuld be most conveniently drawnrfor geographical reasdns, because they
repregent our import trade. Whe;e it becomes a convenience, at a competing réte, 1

to do businegs in this market, I do not see any prospect of easier money in

Burope, do you? Think about thati"

(Mr. Case)

"fell, Governor, London was the world's banking center before the war,
and all these bills, import and exzport bills, were largely financed by London.
Isn't it a fact that the world war has upset that to such an extent that she
does not seek, at the prese.t time, to do more than to look after her own import
and export financing, and is very glad to have diverted to thismarket any import
and export transaction that properly belongs here?  She isin no position to
continually finance the world's business. She did before the war, We are getting

our machinery up to the point where we can compete for it mow.

(Governor Strong)

"What happened is this: they took increasing control of all the imports
and no one could properly import anything without a license and the great bulk of
the imports wére for account of British companies. All supplies and all things,
in faet, were required for the army and navy, as well as the civie population. Now
the British Government paid cash, and the British treasury borrowings took place
in adwmee, in London, of this mass of bills that otherwise would have been drawn
to represent the imports of the civie population. The facilities to do business
still existed — like the Bank of Shahghai,‘and so on., The standards of civilization

are inereasing kthm in the east. There is a greater consumption of goods. There is
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they ard just below thatAtype,of transaction, and, even if you did, it would
release other dollars for employment in other directions. The fact is that,
according to my theory, what we dispemse at the Regerve bank is credit. It is
not one kind of credit, because it is exchanged for a commereial bill, or a
cqmpegCial note, or a banker's acceptance, or a government:bond, but it is just
cfadig’;andjunless you meet that credit through this bank, iﬁ*dbés-hot perform
‘its funétion; and it does not make any difference whether you get it out with a
rake, or a hoe, or a spade, - it does its business just the same. You can get
at these reserves of ours with any kind of an instrument you please. By estab-
lishing this preferential rate we are able to compete in a certain line of busi-
ness, it is true.

"Well, Mr. Snyder, I have doubled my promissd time and now everybody
expects to leave at 5§ o'clock, as they have a dance on."
(Mr. Snyder)

"] -am sure we afe extremely indebted to the Govefnor for coming here
and let us ask him questions and giving us such an illuminating prospect of

this country entering the world war. Our best thanks Governori!

Meeting Adjourned.
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Gentlemen: \('1‘

I have not lately been meking addresses, but when your Chairman,
Mr, Mosessohn, invited me to address your Association, I found it quite im-
possible to decline, principally because during the war I asked him to do a
job for us in our War Loan Organization, which he promptly and loyally
agreed to do. What he did was very much better done and was of more ser-
vice to his country than anything that I am abie to do for your organization
by making this brief address. In a word, he took hold of an important
section of the War Loan Organization as its chairman, and sold four times
the aquota of bonds allotted to that trade.

The industry which you represent is, I believe, & section of the
largest industry in New York City. Your Chaimman has asked me to tell you
something of prevailing business conditions and what you may reasonably
expect. It would indeed be a serious responsibility for one to undertaké
to prophesy as to the future teo such & body of men as you, who are very
much better acquainted with the details of the business which they are con-
ducting than I.can possibly be, And it is, in fact, quite contrary to our
policy to attempt any such thing«L:) /éf)oﬁiiﬁf{“f

But I am very glad to give you what we coéaider to be the actual
facts both as regards industry in general, and the impression we get of
your own industry from the reports that are now given to us regularly by a
number of your leading firms.

In doing this I am going to take advantage of the opportunity to
tell your Association of the system of business reporting which has been de-
veloped by the different Federal reserve banks, and especially our own.

Perhaps it mev lead to even a larger degree of cooperation from your
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Association than we now enjoy.

As to the general industrial situation, you are fairly familier
with the fact that there has been, within the lest ten months, a steady and
a very marked improvement in most of the industries; and I think that there
is good evidence that for the most part this improvement is s0lid and is a
real one. Of course I cannot say hﬁw this would apply to each of the in-
dustries. Some of them, I have been led to believe, have been in danger
of going a little too fast; they may have given a little too large a meas-
ure of hopefulness to their orders. So that there have been some set-
backs here and there in the last year.

But, speaking of the majority, there is no sort of question that
conditions now are very different from what they were, let us say, no more
than a vear ago. Probably our old friend, pig iron, is still one of the
best thermometers, even if it is not a very good barometer of business; and
there we find a very rapid recovery from the extreme depression of last year,
go that in the iron and stesl indusfry as a whole, production is now about
double what it was a year ago, and some of the mills for special products are
ww almost at the peak of production.

The textile trades, of course, have been disturbed by strikes and
latterly by the great rise in the cost of raw materials, but teken as a whole
their production has been well up towards normal, and I think the same is
true of a number of other industries. We, of course, have had a real build-
ing boom in the last year, and are still in the midst of it; and the same is
true of the automobile industry, where production in May broke all records.

And we have evidence, moreover, that both wholesale and retail

trade in most lines is in healthy condition. About this I can speak quite

'definitely. You know before we undertook the task of collecting business
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statisties reports of trade were confined largely to the use of adjectives,
Business was said to be good or poor, improving or depressed, adjectives
which mean little when the economiat attempts to analyze conditions in an
industry. The optimist usually said business was fine; the pessimist said
business was bad., I believe that Mr. Mosessohn, in his letter to me, said
that the garments trades were depressed at the present time. A study of
our reports has convinced me that Mr, Mosessohn may have selected the wrong
adjective. I do not know just what adjective to use. Therefore, I am
going to avoid deseribing conditions, as we find them, in these abatract
phrases.

About twenty of the largest clothing manufacturers in New York
City, as well as in Rochester, the other great clothing center in our dis-
trict, submit each month in confidence to our Statistice Department reports
of their sales or shipments., These reports show the dollar value of their
shipments, but regretably do not show the number of gamments shipped. We
have divided these firms into two groups, manufacturers of men's clothing
and manufacturers of women's clothing. I believe that you are primarily
interested in the women's clothing industry, which I understand is entirely
distinct from the men's clothing trade.

OQur reports show that the dollar value of May shipments by fourteen
manufacturers of women's clothing who report to us each month was 10 per cent,
greater than the dollar value of the shipments by the same firms in May, 1921,
In April shipments showed a decline of about 12 per cent., as compared with
a year ago. The combined value of shipments during April and May, howsver,
was about the same as during the corresponding period last year. There is
no doubt that your orices are somewhat lower this year than last, and pos-
dbly your profits less; but if -we make allowancse for these changes in prices

we find that more shirt-waists, dresses and suits have been shipped out of
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New York this spring than were shipped last spring.
t ’ {
I gey that your Chairman, Mr, Mosessohn, may have selected the wrong adjec-

That is the reason why
tive when he described conditions in the garment trades as "depressed,"
Turning for a moment to the men's clothing industry we find that

the shipments in April by the seven fimms that report to us were 65 per cent.
April last year.

shipments in This comparison is not strictly

-

because, you will recall, the men's clothing industry in this city was

in the midst of a labor controversy at this time last year, In May of this

year shipments of men's clothing were 16 per cent. greater than the shipments

made in May, 1921. These reports convince me that business is now better

than it was one year ago and that the tendency is toward further improvement.

It is true that if we to the year 1920 we find that there

has been a decline of about 25 per c in the value of clothing shipments.

This, to my mind, has been due to lower prices which now prevail, and indi-

a returmm to sounder and more stable business. I think we will all

admit that conditions in the spring of 1920 were abnormal and, in comparing

business today with that of two years ago, due allowances must be made for

the decline in prices, declines in wages and declines in the ability of the

public to spend with the same lavishnes

(21
”o

that characterized buying in the
gpring of 1920,

I have much confidence in the accuracy of the figures which the
clothing firms sulmit to us each month, as we have other means of checking

these up. In addition to the reports we receive from the wholesale trades

we also get confidential reports from the retail department stores. These

reports show the dollar value of sales. I believe that we now have 64 of
the largest department stores in the Second Federal Reserve District co-

operating with us in the collection of this business information., 1In the

Federal Reserve Bank of St. Louis
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year 1921 the total volume of sales by these stores was in the neighborhood

of $350,000,000, sufficient to make our figures representative.

Sales by these stores in April were about 2 per cent, greater than
were the sales in April, 1921, Some of the merchants told us that this in-
crease in businese was caused by the late Easter. This, no doubt, exerted
gome influence but I do not believe it was an important factor, because we
find that in May the stores again reported an increase of 4 per cent. in
sales.

Bear in mind that these figures show the dollar sales. Again, when
we make allowance for the lower prices which now exist, there is no question
that the stores are actually selling a great deal more merchandise this year
than they sold last year and this explains what is becoming of the clothing
that yvou manufacturers are constantly shipping to the stores. Sales in May
were the largest of any May on record with the exception of May, 1920, when a
New York merchant led others in reducing prices by announcing his famous
20 per cent. reduction sale.

In addition to our reports of sales by both wholesale and retail
firms, we have at our disposal other data to enable us to check up business
conditions in the clothing industry. The Burssu of Labor issues reports
which show the consumption of wool and cotton, These figures show that the
New Fngland woolen mills are now running at about a normal rate and we are
told that meny of them are sold up for their entire output for the fall season.

Prices are becoming firmer, indicating a growing manufacturer's de-
mand . Raw cotton is selling at about double what it sold for last year,

Raw wool has risen still more. The mills are, I belisve, turning out goods
with a greater confidence than for some time that a market for their output

at a fair and just orice is reasonably assured. The wheels of industry are

turming, and gradually approaching a nearly normal rate. Reports show that
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employment is increasing rapidly and the officials in Washington have re-
cently informed the President that the unemployment crisis had passed., High-
é\r prices for farm products have greatly helped the rural population, again

g it possiblé for the farmer to buy the clothing that you manufacture.

Now as to the larger outlook. At hardly any period in the history
country has the banking situation been on a sounder basis., We now
le facilities to supply all legitimate demands for credit and those
facilities e better organized than in the pasts Interest rates are at the
lowest point th have reached since 1918, Prices of securities have risen

S
sharply during the pas¥{ year and all of our Liberty bonds are now selling in

the open market at a smalyl premiun., Business failures are on the decline.

I do not wq;g §°

thing is all that can be desired.

ve the impression that in all business every-

here are still spots on the industrial

horizon which must be cleared up. In moMt of those industries which have
recoversd from téﬁ extreme depression of the pesgt year or more, the recover-
ies have been built upon solid foundations and I vNew the future with reason-
able optimism. mZ’fZ/ o e

I should like to add one word about our system of Duminess report-
ing. Some members of your organiz;tion probebly report your sales \B\‘ue.
Others do not. I want to take this opportunity to thank you for what you
are already doing and to ask you to continue to help us in collecting this
valuable information. If vou are willing to help--and I believe that you
will yourselves profit most from this information-~I wish that you would
write me a letier saying that you will work with us. We shall send you a
blank to fill in each month. You may rest assured that the individual re-
porte will be held in confidence. The aggregate figure is published in our

Monthlv Review of Credit and Business Conditions. If any of you wish to

talk over these reports I shall be glad to ask one of the men who has charge




of collecting this information to call upon you personally and explain our

system in more detail.

This new system I believe has immense possibilities for the future
gecurity of trade, and I am sure no organization could find & more vital in-
terest in cooperating with us than yours. By this means, and I think in this
alone, will it be possible for you to obtain,both in your own and allied in-
dustries, a clear and reliable picture of actual conditions and tendencies.
All else is as it has been in the past, mere guess work and crude estimate.
When we have this new system fully developed, it will be possible to organize

)]
industry t¢ a very high degree, and in a fashion never before possible; to (llhﬂcdb
Q Ty g ’ L D

K amon [ElePornd- fpddel. SRULO Moean
M‘\m competition)\and over- rofluction; and by j:his means,l believe,
largely to do away with strikes and wiée;pread unemployment. Probably we
shall never quite overcome the tendency to over-enthusiasm which is the root
of all waves of expansion, and subsequent depression; but we can go a long
way, and here I believe igs the way.

I thank you for the privilege of addressing your Association; I wish
you a reasonably restrained prosperity, knowing that you and your workers
will pay very dearly if you have too much of it, and overdo it. And I be-

, speak vour cordial support of the new methods whose aim is to make business

and industry more of a science, and less of a hazard and a gemble, as it has

been so strikingly in the last three years, '
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WHAT_LIGHT DOES THE EXPERIENCE OF THE FEDERAL RESTRVE BANKS
THROW ON THE VALUE OF DIFFFRENT MZTHODS ,

(T ' OF MAKING THEIR CREDIT AND DISCQUNT POLICY EFFECTIVE?

| P’
AL Iy .

N 4 "\” o

8! ‘\‘ |’: .

'£ﬁ; CONCLUSION: The rate of discount oﬁaayreseFQQ%bank regulates in general *:
£in - dg , .

how much member banks borrow, and consequﬁnﬁgy»;nfluences increases or decreases 1n
the total volume of bank credit. But in sections where interest rates are high,

discount rates may not always prevent overborrowing by member banks and some person= -

al control cannot be avoided.

H X H F K K ¥ H K K N X X

Economic well=being depends, among other things, upon an e§en flow of
production and consumption of goods which, in turn, depends upon stability of condi-
tions which affect production and consumption., The most important element requir- oL
ing stability is the price level. Sudden and wide variatiorns in prices tend to
disturb production and consumption. Trade becomes risky and speculative.

Of the various causes of price changes, none is so potent as changes in
the volume of "money" that is of credit and currency.

Ricardo, over 100 years ago, (expressing it inverse}y) wrote:

"All writers on the subject of money have gg;eed that
uniformity in the value of the circulating medium is an object
greatly to be desired. Every improvement, therefore, which can
promote an approximation of that object, by diminisking the X -i:j
causes of variation, should be adopted ¥¥¥* |
Unavoidable increases in our gold reéerves have enlarged'the base of our ‘

credit structure, and increased our ability fo expand credit. Regulation of the ":5

volume of credit (which may greatly affect prices) there}forAe becomes our greatest ,

responsibility. By what methods shall we be guided so as to avoid undesirable

inflation and‘contraction, promcte credit and price stability and so serve the en-

tire business community?

Open market investments are not controlled by rates but by "discretion"

alone. They cause credit expansion as fully as do loans, and should be governed by
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system credit policy, rather than by the desire of individual reserve banks to make
earnings.  Aside therefor from our investments and gold movements, changes in the
total volume of credit are now brought abput almost exclusively by our loans to mem=
ber banks. Every increase in our earning assets lays the foundation for a credit
pyramid, estimated roughly in the ratio of eleven to one. (See Studies of W. M.
Persons, Harvard Review of qunomic Statistics, January 1920). Low discounp rates
which cause borrowing therefore have a cumulative effect upon credit volume and may
invturn affect priccs, even though the ratio of eleven to one may not be reached.
The obverse is equally true._ High discount rates which cause repayments to reserve
banks will, in turn, influence liquidation of bank loans and deposits and retirement
of currency by the banking system as a whole in somewhat the same ratio, and like~-
wise affect prices:

lMember banks borrow from their reserve banks to restore reserves which
become deficient from a variety of closely related causes. The four principal
causes are

(a) Withdrawals of deposits which reduce reserve balances.

(b) Necessary loans to customers which expand deposits and
increase required reserves.

(¢) Currency requirements. (Caused by general conditions
and not by specific transactions of individual member
banks. )

These three types of borrowings are forced upon member banks
and may be termed involuntary.

(d) A fourth cause of impairment arises when member banks
are induced by a low discount rate to borrow for profit.

Therefor the question; Can rates be fixed so as fairly to serve business
requirements, furnish needed seasonal and other credit expansion, and still prevent
such inflation as might disturb prices and business?

In cities in the second district prevailing rates are not over 4 1/2 per
cent. and in the country 6 per cent. or less, There is no inducement for our city
banks and 1little for the country banks to borrow at 4 per cent., except temporarily
pending repayment of loans or sale of investment. But in districts where country
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banks charge as high as 12 per cent. or more, a 4 1/2 pér cent. discount rate would
be ineffective as to those banks, notwithstanding that it might adequately regulate
bofrowings by city banks of those same districts.

To illustrate: If prevailing interest rates are not over 5 per cent. in
the cities and city member banks hold one half of all member banks resources, a 4 l/é
per cent, rate would pr;bably control their borrowings. A 6 per cent. discount rats
would then control borrowings by banks holding three quarters of member bank re-
sources if but one half of the remainder were realizing not over 6 per cent. but no
feasible discount rate would of itself control borrowings by the remaining 25 per
cent. which charge much higher rates.

How, therefore, shall borrowings hy such banks be regulated? There is no
“easible method to require such banks to pay higher rates just because they are charg-
ing high rates, and one must conélude that "discretion" must supplement the rate.

Difficulties are unavoidable in determining when regulation by rate alone
is effective, when it must be supplemented by "discretion," and finally when a given
rate and "discretion" combined are ineffective and a rate change becomes necessary.

But the dangers arising from too great reéliance upon "discretion" in grant-
ing discounts are too important to disregard. They may be briefly summarized as fol-
lows:

Intelligent "discretion" requires sufficient knowledge of the details of
the member bank’s business to definitely decide in each case whether borrowing is
justified or not. Oredit borrowed from a reserve bank goes into the members common
fund. Its particular use cannot be identified. It simply restores reserves im=-
paired by many transactions. Loans made and paid, investments purchased and sold,
foreign exchange dealings, deposits received and withdrawn cause a surplus or de-
ficiency. If a surplus, the member bank pays‘off loans. If a deficiency, it
LOrrows.

"Discretion” in declining to loan would imply knowledge of all these trans-

actions. It must be an ex post facto review, otherwise the member bank must restore
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reserves by calling loans or selling investments. Only interviews with bank of -
ficers can develop knowledge of all the business that caused the deficiency of
"eserve.

Such "discretion" extended to 2ll member banks would necessitate passing
upon every loan and investment of every member, causing annoyance, criticism of the
system, and possibly radical legislation. Is human wisdom capable of such a task!?

Such "discretion"‘when required should be exercised more as to the total
borrowings of a member, in relation oto its resources, condition and the general
character of its business, rather than as to any specific use of the proceeds. Hou
could the officers of reserve banks pass upon the need for loans by members, so re=
mote that reply to inquiry by correspondence would take ten davs?

The tendsncy to create governmert agencies to supervise business is ine
creasing, These Commissions and Boards exercise a great variety of statutory
powers, often futile. Each is subject to the human weakness that once given power
men seek to enlarge their powers. Reserve banks are no exception.

The writer believes that "discretionary" control over borrowings by mem=
bers, except to a limited extent when rate control is ineffective, will develop the
‘esire to exercise still greater power, and that the Reserve System, instead of beilr;

& democratic smoothly-working cooperative organization, regulating the volume and

flow of credit and currency principally by adjusting its rates as conditions and pub-

lic welfare require, might become a financial bureaucracy vainly attempting to domir.-

ate the benking system by methods which are obnoxious to every instinct of the Ameri-

can people. In special cases and districts personal "discretion" will be inescap- 3
able, but its emplovment should be resisted and moderately used. The effective |
method of regulation demonstrated by long experience abroad is by the discount rate,
The rate will be effective with the great mass of banking resources and only limited
and judicious use of "discretion" will be needed, and then only ir those sections
where general interest rates are high.

September 25, 1922, B. S.
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ADDRESS DELIVERED BY BENJ. STRONG
AT LUNCHEON
GIVEN BY COMMITPEE OF ONE HUNDRED
TO EXECUT¥VE COUNCIL, AMERICAN BANKERS ASSOCIATION
on Tuesday, October 3, 1922
at Waldorf Astoria

When my old friend Mr, Prosser invited me to address this meeting, he
was good enough to suggest that it would be appropriate for me to say something
about present day conditions as they affect bankers. As almost anything and
everything affects the banker and his business, I was reminded of the plight of
the farmer in Saratoga County, who entered a long-legged mare he owned in one of
the crack horse races. The mare had done pretty well for him at some Countxy
Fair meets, but at Saratoga she came in a bad last., When his wife asked him why
the mare had not won the race, he said it was because the course was too long =nd
the time was too short. My feelings about such a discussion as was suggested by
Mr, Prosser are very similar to what the mare's must have been.

Since the outbresk of the war, writers and speakers upon public questions,
_have set forth to us various reasons why we might expect a breakdown of the world's
economgc machinery, of what calamities - social, political and economic - were
about to overtake the world, and in sgome cases jJust about when this was all to
happen. It suggests a remark which I heard Mr. Morrow make upon his: return from ./
a trip to Europe during the war, in reply to questions as to when the wer would
end - I think he said very definitely that it would end at 4:45 on the afternmoon |
of February 13, 1919. If we must prophesy, let's do it accurately and thoroughly -
and take all the risks assumed by prophets. But it is safer not to prophesy at
all, I do, however, wish to say a few words about some things as they are, or at
least as they appear to me, and to ask you to think about them.

While gloomy and ominous views as to currencies, debts, fordign exchange,
Bolshevism, government insolvencies, and like affairs are absorbing people's atten~-
tion, let me remind you of the most important thing that appears to be taking
place, We sometimes forget it.

The earth is still growing crops - the soil is still fertile - the sun
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shinegs on it - ths rains fall upon it - and the crops are grown and harvested and
feed people. The mines still furnish us with coal and metals. The forests still
grow, and the oceans and rivers still give up their annual eateh of fish, A small
section of the world has been injured and a small fraction of Europe has been de-
vagstated by the war, considerable property has been destroyed, and millions of
young men have been killed and maimed, It was a calamity of awful moment, but

gad as is the plight of the sufferers, the old world still goes on producing, And
how small the destruction when compared to the whole of tLhe great earth, and its
capadfy to conbinue giving us all that we need if we are willing to work to get
ite It is I believe a fact that since the Armmistice was sigued in 1918, standards
of living in the world at large have gradually shown a net impfovement and especially
go in most parts of middle Buropej the ships of commerce still traverse the seven
geas - meang of trangportation and communicaticn in most parts of the world ard as
abundantly supplied as ever - the world's institutions of leaming are crowded with
students ~ science seems to have suffered no check in its development - and yet we
know that something is wrong. ©Surely naturd remains the same and retains her
capacity to reward us for ouwr labor,

I am tempted to quote from the 100 year old hymn that Mevery prospect
pleases and only man is vile® because unless I am wholly mistaken - and I believe
I am not - if there is nothing fatally wrong with nature and with the material
things of this world, then the trouble must be with some of the workers and possibly
with the instruments, especially what I shall call the systems of bookkeeping, which
they employ.

The point that I wich to make can be illustrated in a crude way by des- »
cribing another very simple fact: we think of wealth in terms of money, which is
simply a representative word, enabling us to express measurement, and we think of
our omn country in terms of dollars as the one enjoying the greatest national wealth.

Three of four hundred years ago our country had greater resources in the sell, in
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mineral and oil deposits, in tho forests and rivers, than exist to-day because
some of those resources have since been consumed, and yet three hundred years ago
many of the few million Indians living in the midst of this abundance starved every
winter for lack of food. Natural resources alone, therefore, do not make wealth.
On the other hand, there are nations in the East with populations in numbers and
denskly Tar exceeding our omn, where poverty, famine and starvation have existed
in r;cmt years in appalling proportions. What does this all mean? To me it
means that natural resources alone are not wealth; that population alone is not
wealth. Wealth, then, must be what the earth delivers in response to the woxk -
the energy -~ of hard working people, applied to nature with useful instruments to
aid their toil. It is the practice of thrift the capacity for invention that
makes wealth, The damage to the world'scecomomic welfare and the consequent im—
pairment of morale is due not alone to a war of four yenrs duration, but to forty
years or more of preparation for war, in which too many of the world's warkers were
engaged in building up military machines. Their principal product was heavier
taxes. It was misdirected energy in which millions of men were only consumers
and not equivalent producers. And this process of arming for conflict had its
natural and usual outcome in the conflict itself, which completed in a drumatic
and tragic way the work of destruction which had been going on for many years in a

Pk
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less obvious way. This destruction, not of physical proper alone - which has
been coliparatively slight — but of morale - of the spirit of emerygy and enterprise -
camnot be whelly restored until the conditions are suitable to inspire it.

But looking at the situation more strictly with regard to material pro-
gress, there seems to be much from which todraw encouragement. We know, for in-
stance, that the world is producing an increasing su pply of food stuffs; that
the requirement for emergency feeding in various parts of the world has almost dis-
appeared; and that the distribution of food supplies and other essehtisls of life,
is becoming more effective, Even with respect to Germany, we may gain some idea

of the meterial progress which is being made by quoting from recent reports. Take
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for example German imports., Figures published this month in the London Economist
ghow increases from 1,500,000 metric tons in May, 1921, in an almog! steady ratio,
until they reached 4,800,000 tons in July of this year, I have been told within
the last few days that unemployment in Germany is mow estimated at 100,000 men,
although considerable sections of industry are stiil working on part time., A
dispatch from Berlin dated September 1llth, states the ship movement in and out of
the Port of Hamburg for the first sevem months of this year to be 14 1/2 million
net tons, compared with 9 million tons in the corresponding period last year, 4
millions tons in 1920, and less than 1 1/2 million tons in 1919. The improvement
in shipping in the Port of Bremen is reported to be egqually striking. Reparts of
exports also indicate improvement. Measured by weight - as values in marks are
meaningless - they averaged in the last five months of 1921, a million and three
quarter metric tons a month against two million a month in the first seven months
of 1922, PFigures of similar import can be reported for other countries. Do not
understand me to imply that the recovery has been fully to pre-war conditions, ur.
in fact to such standards as are essential to the well being of Europe. But it
has been both striking and encouraging. These and similar reports do emphasize,
however, that the materialwell being of the world, which can he judged in part by
the quantity of goods produced and consumed, has been improving despite the deplor-
able impairment of the instruments which we have heretofore considered almost
essential to the successful conduct of modern industry and commerce.

What the world needs today is a reconstruction of economic madhinery so
that there may be a more effective application of the energy of workers to the pro-
duction and distribution of the things that we need, and such a reorganisation as
will insure that what is produced is fairly distributed among the workers in return
for the work done by each.

Bank notes, bank deposits, credit, foreign exchange - all of these things
are simply man devised bookkeeping instruments with which the transactions and ac-
counts of trade are conducted, just as government loans and taxes are tho_ instru~-
ments with which the financial business of govermments are conducted, Fluctuations
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in the value of purchasing pawer of these instruments means unecertainty as to the
value of everything, including the labor of working men, but still worse, injustice
to one or another class of people, and consequently dissatisfaction and discontent.
You have observed how quite inevitably discussion eenters upon Just such matters
‘as government debts, taxes, currencies and exchange, but the restoration of do-
preciated currencies, the returm of foreign exchanges to par, the resumption of
gold payment, even the cancellation of govemment debts, the reduction of taxes,
and the balancing of budgets in consequence, will not of themselves aloie increase
production one iota, any more than the creation of these emormous debts and the
printing of the currency idcreased production., Only work will do that. But the
object to be accomplished by a reorganismtion of these bookkeeping affairs is
nevertheless of prime importance, It will help to repair shattered morale, in-
crease the incentive to werk, to produce and to save, and replace discouragement
with hopes It will lessen causes for dissatisfaction and social unrest, and
dispel the feeling that injustice is being suffered, Without improved morale,
increase of production and distribution will be slow, people will nét work hopo-
fully and efficiently for inadequate or uncertain retum, and the standard of
living, which mesns not only food and cleothing, but education and healthy enjoy-
ment, may indeed decline,

A great variety of preposals have been advanced for dealing with these
matters, especially depreciated curremcies and foreign exchanges.

Posslbly a word of doubt is Justified as to some of these plans, but I
shall only refer to those relating to the foreign exchanges. They all present one
similar characteristic, which is that some new kind of currency or instrument s of
payment shall be created through the agemcy of a hew organisation with a vast
capital and gold reserve; that these new instrumemnts shall be employed for inter-
natiopal payments and be issued against ercdits extended hy the organigation, and
that theyshall be maintained at gold par. Any such curremcy, issued against
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credits extended to Burope, could be stable in value and equivalent togold only so
long as it was progptly redeemed in geld. It would, in fact, be subject to the
same influences which now influence any gold movement. In other words, it would
immediately come to this country. There would be nothing for us to de with it
except to redeem it. Suech currency could not make our foreign payments any better
than present instruments of paﬁment, nor could it be expomxted any more than gold
can be exported under preseat conditions. Onee here it would stay here. The
gold reserve would promptly be shipped to this country just as othe# gold now
comes to this country. If, on the other hand, it was not redeamedin gold, then
it would deprecinte just as any other irredeemable currency depreciates and its
value as a stable intermational medium would disappear. Such an organization
could do no more Ghan our existing credit organization is now doing in extending
eredit to Europe and in maintaining an internmational gold currengy, so long as the
currency depreciation continuss in Burope and gold payment is suspended.

In faecty, no one of the plans that I have seen is capable of success until
governments ﬁve within their incomes and until the amount of taxes required to
enable governments to live within their incomes is within the capacity of those
upon whom the taxes are levied to pay them. The pemalty of an unbalanced budget
is a depreciated currency, and a depreciated exchange, The penalty of excessive
taxation is to retard enterprise and production. We here see the vicious circle
of currency depreciation and declining revenues, increasing expenses and taxes and
arrested or reduced production, which means a reduced capaecity to pay taxes. So
soon as public opinion enables or requires govermments to reduce expenditures to
the point where bearable taxes will cover them, then further issges of curreancy
will cease, and not until them.

Fluctuating currency and exchange values render tradé speculative and
hagardous. They retard the davelopn‘;it of our trade with the rest of the world
and theirs with us. How may the American bankers assist in Furépean recovery, and
by so doing how may we assist ourselfes? I believe that no one questions the
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generosity of the American people, nor dotbts their desire to help. It is upon
guch matters as this that we can reflect with same profit.

The emergency of the war created conditions which resulted in our receiv-
ing about a billion dollars of the world's monetary gold prior to our emtering the
war, and onbalance over half a billion more since the war endeds Our gold stock
is still being increased by importations. The warriang nations, which suspended
gold payment, resorted to printing paper money and suffered currency depraciation.
We, on the other hand, with this great store of gold, have had thrust upon us the
capacity to expand our credit and curreacy upon a gold basis just as a large part
of Burope expanded its currency issues without adequate gold basis., If permitted
to do so this gold is capable of bringing about 2 dangerous enlargement of' credit
in this country with consequemnces whigkx might be more disturbing to our economic
welfare than if we had never recsived the golds We should, I believe, regard our
excesg of gold as a sacred trust. Of course, we shall empley it as the basis
for the extension of all the credit that is required for the sound development of
our domestic and foreign commerce, DBut it must not be permitted to emcourage or
sustain the kind ofspeculation which adds nothing to our wealth, our welfare or
our happiness, which would in fact only raise prices, and which would eventually
undermine our prosperity. It is so ample and more than ample for all of oumx
legitimate requirements that we need feel no misgivings as to the solidity of our
eredit structure no matier what smergency may arise.

Now our bankerg can probably do little to influence the policies of
foreign governments and finance ministers. I do not belisve that we can Just now
successfully ald with schemes for issuing new currencies, or for stabilizingthe
exchanges until the fundamental cecnditions which I have mentioned justify that kind
of helpy but we can at least maintain oursclves in condition so that we may render
effective aid whon nonditions warrant our doing se and in the meantime presserve our

own economic strength unimpaired.
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It 1g, however, my confident balief that gradual improvemant is taking
place in the material conditions under whicih people are living abroad, aotwith-
standing what you may regard as svidence to the contrary. This alfords ground for
steadily inereasing hope that Buropsan governments will be zble to deal successfully
with the bookkeeping problems to which I have referred, More regular employment
and more comfort for the working man, gradual enlergemealt of the business turnover,
the subsidence of politicsl uneasiness and digtrust,; a better publie understanding
of the problem of dsbts, taxation end currencies, =nd the adjustment of mea's
minds and habits %o new conditions of life for which the human race scems to enjoy
an unexpected capacity, all lead me tobelieve that while still obscure, the founda-
tions of public cpinion upon wshich the work of repalr must rest, are gradually
being laid,

If all this be true, tien indeed the day may come when American bankers
can safely and profitably enter into undertakings which in fact we alcne 8f all the
nations have the strangth tc make, We can furnish sgsicstance for currency and
banking reestablisiment in Europe, we can invest in their enterprises and aid in
their refunding, not slone by lending them credit - but by later returning the geld
which will be essential to ensble them to help themselves. |

Bug of paramount importance in restoring the confidence of people in
their govemments, in their financial systems, in eredit, in the purchasing power
of currencies and in all of those things which afford us securdty in the value of
our labor, of what we produce, and of what we save, igs the agsurance we must have

that we have se=n the end of devastating wars.
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When my old friend Mr. Prosser invited me to address this meeting, he
was good enough to suggest that it would be appropriate for me to say something
gbout present day conditions as they affect bankers. As almost anything and
gverythipg aff ects the banker and_his business, I was reminded of the plight of
the farmer in Saratoga County, who entered a long-legged mare he owned in one of
the crack horse races. The mare had done pretty well for him at some Country
Fair meets, but at Saratoga she came in a bad last. When his wife asked him why
the mare had not won the race, he said it was because the course was too long and
| the time was toovshort. My feelings about such a discussion as was suggested by
Mr. Prosser are very similar to what the mare's must have been.

Since the outbreak of the war, writers and speakers upon public questions,
have set forth to us various reasons why we might expect a breakdown of the world's
ecoqomic machinery, of what calamities - social, political and economic = were
gbpgt to overtake the world, and in some cases just about when this was all to
happen. It suggests a remark which I heard Mr, Morrow make upon his return from
g.trip to Europe during the war, in reply to questions as to when the war would
end - I think he said very definitely that it would end at 4:45 on the afternoon
pf_ngrgaty 13, 1919. If we must prophesy, let's do it accurately and thoroughly =
and take all the risks assumed by prophets, But it is safer not to prophesy at
all, I do, however, wish to say a few words about some things as they are, or at
least as they appear to me, and to ask you to think about them.

While gloomy and ominous views as to currencies, debts, foreign exchange,
Bolshevism, government insolvencies, and like affairs are absorbing people's atten-
tion, let me remind you of the most important thing that appears to be taking
place. We sometimes forget it.

The earth is still growing crops = the soil is still fertile - the sun
shines on it - the rains fall upon it ~ and the crops are grown and harvested and
feed people. - The mines still furnish us with coal and metals. The forests still

grow, and the oceans and rivers still give up their annual catch of fish. A small



section of the world has been injured and a small fraction of Europe has been de-
vastated by the war, considerable property has been destroyed, and millions of

young men have been killed and maimed. _It was a calamity of awful moment, but

sad as is the plight of the sufferers, the old world still goes on producing. And
how small thg dastruction when cdmpared to the whole of the great earth, and its
capacity to continue giving us all that we need if we are willing to work to get

it, It is I believe a fact that since the Armistice was signed in 1918, standards
of living in the world at large have gradually.shown a net improvement and especial-
ly so in most parts of middle Europe; the ships of commerce still traverse the seven
seas - means of transportation and communication in most parts of the world are as
apundantly supplied as ever = the world's institutions of learning are crowded with
students = science seems to have suffered no check in its development = and yet we
know that something is wrong. Surely nature remains the same and retains her
capacity to reward us for our labor,

I am tempted to quote from the 100 year old hymn that "every prospect
pleases and only man is vile" because unless I am wholly mistaken - and I believe T
am not - if there is nothing fatally wrong with nature and with the material things
of this world, then the trouble must be with some of the workers and possibly with
the instruments, especially what I shall call the systems of bookkeeping, which they
employ.

The point that I wish to make can be illustrated in a crude way by des-
cribing another very simple fact: We think of wealth in terms of money, which is
simply a representative word, enabling us to express measurement, and we think of
our own.country in terms of dollars as the one enjoying the greatest national wealth,
Three or four hundred years ago our country had greater resources in the soil, in
mineral and oil deposits,,in the forests and rivers, than exist to-day, because
.séme of those resources have since been consumed, and yet three hundred years ago
many of the few million Indians living in the midst of this abundance starved every

winter for lack of food, Natural resources alone, therefore, do not make wealth.
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On the other hand, there are nations in the East with populgtions in numbers and
density far exceeding our own, where poverty, famine and starvation have existed

in recent years in appalling proportions. What does this all mean? To me it
means that natural resources alone are not wealth; that population alone is not
wealth, Wealth, then, must be what the earth delivers in response to the work -
the energy = of hard working people, applied to nature with useful instruments to
ald their poil. It is the practice of thrift the capacity for inventiop that
makes wealth. The damage to the world's economic welfare and the consequent im-
pai'rment of morale is due not alone to a war of four years duration, but to forty
years or more of preparation for war, in which too many of the world's workers were
engaged in building up military machines. Their principal product was heavier
taxes. It was misdirected energy in which millions of men were only consumers

and not equivalent producers. Ahd this process of arming for conflict had its
natu;al apd usual outcome in the tonflict itself, whieh completed in a dramatic

and tragic way the work of destruttion which had been going on for many years in a
lgss qbvioua way., This destruction, not of physical property alone = which has
béen comparatively slight < but of morale - of the spirit of ener gy and enterprise «
cahnot be wholly restored until the conditions are suitable to inspire it.

But iodking at the situatioh more stfittly with regard to material pro-
gress, there seems to be much from which to draw encouragement. We know, for in-
stance, that the world is producing an increasing supply of food stuffs; that the
requirement for emergency feeding in various parts of the world has almost dis-
appeared; and that the distribution of food supplies and other essentials of life,
is becoming more effective. [Even with respect to Germany, we may galn some idea
of the material progress which is being made by quoting from recent reports., Take
for example German imports. Figures published this month in the London Economist
show increases from 1,500,000 metric tons in May, 1921, in an almost steady ratio,
until they reached 4,800,000 tons in July of this year. I have been told within

the 1ast few days that unemployment in Germany is now estimated at 100,000 men,



although considerable sections of industry are still working on part time. A
dispatch from Berlin dated September 1lth, states the ship movement in and out of
the Port of Hamburg for the first seven months of this year to be 14 1/2 million
net tons, compared with 9 million tons in the corresponding period last year, 4
millions tons in 1920, and less than 1 1/2.million tons in 1919, The improvement
in shipping in the Port of Bremen is reported to be equally striking. Reports of
exports also indicate improvement, Measured by weight - as values in marks are
meaningless = they averaged in the last five months of 1921, a million and three
quarter metric tons a month against two million a month in the first seven months
of 1922. Figures of similar import can be reported for other countries. Do not
understand me to inply that the recovery has been fully to pre-war conditions, nor
in fact to such standards as are essential to the well being of Europe. But it
has been both striking and encouraging. These and similar reports do emphasize,
however , that the material well being of the world, which can be judged in part by
the quantity of goods produced and consumed, has been improving despite the deplor-
able impairment of the instruments which we have heretofore considered almost
essential to the successful conduct of modern industry and commerce.

What the world needs to-day is a reconstruction of economic machinery so
that there may be a more effective application of the energy of workers to the pro-

duction and distribution of the things that we need, and such a reorganization as

will insure that what is produced is fairly distributed among the workers in return
for the work done by each.

Bank notes, bank deposits, credit, foreign exchange - all of these things
are simply man devised bookkeeping instruments with which the transactions and ac-
counts of trade are conducted, just as government loans and taxes are the instru~-
ments with which the financial business of governments are conducted. Fluctuations
in the wvalue of purchasing power of these instruments means uncertainty as to the
value of everything, including the labor of working men, but still worse, injustice

to one or another class of people, and consequently dissatisfaction and discontert.




You have observed.how quite inevitably discussion centers gpon.jgst such matters
as government debts, taxes, cgr;encies and exchange, but the‘restoration of de=-
preciated currencies, ~the return of foreign exchanges to par, the resumption of
gold payment, even the cancgllation of government deptg, the reduction of taxes,
and the balancing of budgets in consequence, will not of themselves alone increase
production one iota, any more than the creation of these enormous debts and the
printing of thg currency increased production. Only work will do that, But the
object to be accomplished by a reorganization of these bookkeeping affairs is
neVe:theless pf prime_importance. It will help to repair shattered morale, in-
crease fhe incentive to work, to produce and to save, and replace discouragement
With ﬁope. It will lessen causes for dissatisfaction and social unrest, and
§i;pei the feeling that injustice is being suffered. Without improved morale,
}ncrease of production and distribution will be slow, people will not work hope=-
fully and efficiently for inadequate or uncertain return, and the. standard of
living, which means not only food and clothing, but education and healthy enjoy=
ment, may indeed decline.

A great variety of proposals have been advanced for dealing with these
matters, especially depreciated currenc¢ies and foreign exchanges.

Possibly a word of dnubt is justif ied as to some of these plans, but I
shall only refer to those relating to the foreign exchanges. They all present one
similar characteristidé, which is that some new kind of currency or instruments of
payment shall be created through the agency of a new organization with a vast
capital and gold reserve; that these new instruments shall be employed for inter-
national payments and be issued against credits extended by the organization, and
that they shall be maintained at gold par. Any such currency, issued against
credits extended to Europe, could be stable in value and equivalent to gold only so
long as it.was promptly redeemed in gold. It would, in fact, be subject to the
same influences which now influence any gold movement. In other words, it would

immediately come to this country. There would be nothing for us to do with it

X



except to redeem it. Such currency could not make our foreign payments any better
than present instruments of payment, nor could it be exportgd any more than gold
can be exported under present conditions. Once here it would stay here. The
gold reserve would prqmptly be shippgd to this country jgst as other gdld now
comes to this country.- If, on the other hand, it was not redeemed in gold, then
it would depreciate just as any other irredeemable currency depreciates and its
value as a stable international medium would disappear. Such an organization
could do no more than our existing credit organization is now doing in extending
crgdit to Europe and in maintaining an international gold currency, so long as the
currency depreciqtiop Qontindes in Europe and gold payment is suspended.

In fact, no one of the plans that I have seen is capable of success until
governments live within their incomes and until the amount of taxes required to
engble.governments to live within their incomes is within the capacity of those
upon whom the taxes are levied to pay them. The penalty of an unbalanced budget
is a @epreciated currency, and a depreciated exchange. The penalty of excessive
#axgtion is to retard enterprise and production. We here see the vicious circle
of currency depreciation and declining revenues, increasing expenses and taxes and
a;rested or reduced production, which means a reduced capacity to pay taxes. So
soon as public opinion enables or requires governments to reduce expenditures to
the point where hearable taxes will cover them, then further issues of currency will
cease, and not until then.

Fluctuating currency and exchange values render trade speculative and
hazardous. They retard the development of our trade with the rest of the world
and theirs with us. How may the American bankers assist in European recovery, and
by so doing how may we assist ourselves? I believe that no one questions the
generosity of the Ameridan people, nor doubts their desire to help. It is upon
such matters as this that we can reflect with some profit.

The emergency of the war created conditions which resulted in our receiv-

ing about a billion dollars of the world's monetary gold prior to owr entering the




war, and on balance over half a mildtom more since the war ended. Our gold stock
is still being increased by importations. The warring nations, which suspended
gold payment, rgsorted to printing paper money and suffered currency depreciationi
We, on the other hand, with this great store of gold, have had thrust upon us the
capacity to expand our credit and currency upon a gold basis just as a large part
of Turope expanded iis curreney issues without adequate gold basis. If permitted
to do so this gold is capable of bringing about a dangerous enlargement of credit
in this country with consequences which might be more disturbing to our economic
welfare than if we had never received the gold., We should, I believe, regard

our excess of gold as a sacred trust. Of course, we shall employ it as the basis
for the extension of all the credit that is required for the sound development of
our domestic and foreign commerce. But it must not be permitted to encourage or
sustain the‘kind of speculation which adds nothing to our wealth, our welfare

or our happiness, which would in fact only raise prices, and which would eventually
undermine our prosperity. It . is so ample and more than ample for all of our
}egitimgﬁg requirements that we need feel no misgivings as to the solidity of our -
credit structure no matter what emergency may arise.

Mow our bankers can probably do little to influence the policies of
foreign governments and f inance ministers. I do not believe that we can just now
sucbessfully aid with schemes for issuing new currencies, or for stabilizing the
exchanges until the fundamental conditions which I have mentioned justify that kind
of help; but we can at least maintain ourselves in co7ﬁition so that we may render
effective aid when conditions warrant our doing so ana in the meantime preserve our
own economic strength unimpaired.

It is, however, my confident belief that gradual improvement is taking
place in the material conditions under which people are living abroad, notwith-
standing what you may regard as evidence %o the contrary. This affords ground for

steadily increasing hope that European governments will be able to deal successfully
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with the bookkeeping problems to which I have referred. lore regular employment
and more comfort for the working man, gradual enlargement of the business turnover,
the subsidence of political uneasiness and distrust, a better public understanding
of the problems of debts, taxation and currencies, and the adjustment of men's
minds and habits to new conditions of life for which the human race seens to enjoy
an unexpected capacity, all lead me to believe that while still obscure, the foun-
dations of public opinion upon which the work of repair must rest, are gradually
being laid.

If all this be true, then indeed the day may come when American bankers
can safely and profitably enter into undertakings which in fact we alone of all the
nations have the strength to make. We can furnish assistance for currency and
bgpking reestahlishment in Europe, we can invest in their enterprises and aid in
thgir refunding, not alone by lending them credit - but by later returning the gold
which will be essential to enable them to help themselves.

But of paramount importance in restoring the confidence of people in
their governments, in their financial systems, in credit, in the purchasing power
of currencies and in all of those things which afford us security in the value of
our labor, of what we produce, and of what we save, is the assurance we must have

that we have seen the end of devastating wars.
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The opportunity for bankers to become more intimately acquaintedA
A
with the detailed operations of the reserve banks have multiplied recently
to such an extent that any discussion of what they do and why they do it
,(' /}" L) 4 '
has become almost unnecessary. The literature in-pegerd—to—the System
has recently been most illuminating as to the principles which have
.;)fﬁi>v LA N
governed the managers of the Syetem and as to the policies they have
adopted, and the reasons for doing so. It seems to me, however, that
there is still one aspect of the Federal Reserve System which has not
been very fully discussed or even inguired into, - and that is - very
broadly expressf;‘the position which it has come to occupy as a part of
that complicated organization which we may describe as the country's
economic machine.

All bankere know that we act as the government's fiscal agents
and about what we do in that capacity. They know that we discount
eligible paper - issue the principal currency of the country - hold the
reserves of the member banks - collect checks — and effect the great
bulk of the domestic transfers,commonly called exchange paymente, between
different sections of the country. Beyond thie the reserve banks

perforn a great variety of collateral and subordinate service for the

government, the member banks and the publiec.

%s




With most of these things you are familier. You may not,

however, have given thought - ae we are now required to do - to t#%s«
broader aspectfjof the Federal Reserve System in its relation to the
econonic welfare of the country as a whole. In a general way it

can be stated that the most important function performed by the Federal

Reserve Banks in an economic sense is that of regulating the volume of
g 124
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c%edit - and I use the word "cfedit" in its broad sense, meaning all
types of credit instruments which perform the function of money,
including bank deposits upon which checks are drawn.

Permit me, therefore, to introduce a discussion of the
Federal Reserve System along these lines by a few words of a theoretical
character in regard to money.

For many years now economists have accepted as a general

rinciple that the quantity of money in-existenee has a direct relation
p P ) Y )

to the pricees of everything - that is, of the things that we buy and

sell, including the wages of labor emé-the salary of clerks. There are,

of course, many reservations and many modifications which apply to this

theory; for instance, the function performed by money in its relation to

prices may be either static or dynamic according to the state of mind of




the people. If all of the people of the country because of fright,

distrust, political disturbance, or for one or another reason, quit
buying goods, prices for a time might even decline in the face of an
increasing volume of money, although the chances are that under a well
regulated banking system such a state of mind would result in a very

prompt reduction in the amount of money in circulation. In other words,
/
Lau
it would bring about a period of liquidation when leeme-and- deposits would ;
.{"",” g R ‘{‘h/‘{/;. te PP

be offset. against each other-and currency imn-eireulation would be retired.
On the other hand, without any increase in the quantity of money, an
optimistic outlook and e speculative state of mind might result in very

considerable advances in prices without any increase in the guantity of

N

money giving rise to it at al]./ These illustrations relate~te-that  ;,
reservation in regard to the quantity theory which economists refer to
as velocity of circulation of money.

(I1lustrate by the beer story)

Then-egain conditione may arise where in fact a given quantity of money

J
may be made to work more efficiently fo perform a greater service, in an
, ¥
economic sense, than it had formerly performed, and this again may give

f(’": r?
rise to or mey—be-the result of advancing prices, and-sueb—e—econdition is -




exhibited in -feet~by- the change in our banking loans since the establish-

ment of the Reserve System, which has in effect reduced reserve requiremsnts
and permitted a similar amount of gold to support a larger total of deposits,
currency sad loans. I am reviewing these very obvious economic

principles in order to sum them up in %ﬁhypothetlcal statement which will
illustrate somewhat the new economic aspect of the country's affairs
resulting from the organization of the reserve banks, aaé:I;;s brief &

statement whieh—is-ofcourse—hypothetical may do so.
77

If a given quantity of goods being produced, sold and consumed

requires the employment of a given amount of money and bank credit, then
in the long run we may say - for purpose of illustration - that the
quantity of goods multiplied by the price of those goods would give a

figure which would be representative of the amount of credit and money

3

required to conduct that volume of business at that price level. Of course,

there are an infinite number of modifying factors to be taken into account,

// . 9

v W i t
80 I am stating this equation only hypothetically. But upon this
5% 2
principle you will observe that if the quantity of goods is increased it
o

o~ (5

will antomatically require an increase in the amount of money and credit

-
’

required to earey them. On the other hand, with the same quantity of goods .



if the price is, increased necessarily an increase in the amount of money

and credit will be required. But there is still a third possibility and
that is that there might be an incresase in the quantity of money and credit
without any change in the quantity of goods, in which event the result
would be eimply an increszse in price. Now please bear in mind that 7u
simply for pgrposes of illuétration,l am leaving out of account in this
equation many subordinate but nevertheless important factors, such as the
psychology of the people, the velocity of circulation, increases or de-
creases in the efficiency with which money and credit are employed. You
will at once observe, therefore, that Congress has created a great

organization known as the Federal Reserve System, which has in its power

0f
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the actual crestion, i increase @f the volume of money and
" 7

o

credit, amd it has likewise the power to restrain that increase in money

and credit within certain limitations. This to my mind is afvery great €4
and _grave respons;;ility and our reserve System, creates a situation so
different from any which has existed in our country for the last 80 or 90

years that I shall hope to interest you by elaborating upon it somewhat.

Before doing so, I must digress to the extent of pointing out wherein lies

(=3

the difference between progress in our economic welfare - which in a broad
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sense means a-Rafiber standardiof living, which in turn means more and

' 4

better food and clothes and shelter, steady work, higher standards of

education, more healthy enjoyment for all the people. The establish-

ment of higher standards of living, which is the basis of all economic

effort and strife is brought about by af increased production and econ-
bt (et |

sumption of things that are necessary #¢° the welfare pbbl physical, moral

and intellectual of all the people. Such an elevation of the standard

of living or economic well being is not promoted by misdirected effort
g g P

which results in the wasteful production of useless things and in the

f

1

cultivation of extravagance and laziness;-that is what happens to the people,-
/
thatie-a. habitiwhich i people cultivate at a time when prices are

sharply rising but when production of useful things is not increased.
xr = e >

(I1lustrate here by story of the
use of iron ore.)

This digression is intended to emphasize the fact that the
economic well being of the people of this country can be promoted by a
sound direction of the affairs of the Federal Reserve System, and, on the
other hand, that the economic well being can be undermined and impaired by

unsound policies which attain no other result than to cause speculation,

advencing prices and no real advance in economic well being.




To return to my theme. Under our old banking system there

was no means by which the general volume of credit of the country might
be increased beyond a given point without an impairment of the minimum

-9

resourses required by law, unless it resulted from the importation of

gold or the domestic production of gold which went into bank resources.
Of course, I leave out of account such expansion as might result from
changes in our monetary standards such as was attempted in the early 90s,
or by changes in the statutory reserve requirements for banks. When,
under the old system, as, for instance, in the early 90s, and again in
1907, we experienced a wave of liquidation and business depression, bank
loans and depoeits were very much reduced as a result, and in consequencs
surpluses of bank reserves were built up all over the country - interest
rates sharply declined - and bond values rose. Then later, speculation
would start in the money centers - usually in the stock market - and
gradually the beginning of a new cycle of advancing prices resulted.
Likewise, at the culmination of such a cycle of advancing prices, bank
reserves would become impaired in various parts of the country, and if

any shock to confidence occurred - as if did in 1893 and again in

1907 = reserve requirements actually had to be suspended and even




currency payments suspended. Such periods of advancing prices,with all

the speculation which generally accompanies them,have in the past - whether

in this country or in other countries - always had one result: They have
made the markets of that country the best selling markets. The world at
once would start to pour zoods into a country where domestic prices get

out of line with world prices. Thereupon the banking system would at oncs
begin to lose gold to Europe in order to pay for these goods. That served
a8 a natural check to the speculation - caused interest rates to advance -
made people who were borrowing money get timid - and would usually bring
about selling of goods and price reductions so that the country was again

able to enter into ths world's market as an exporter of goods, thus

changing the international balance of payments,arresting the gold movement,

and restoring equilibrium again. Under our old banking system these
movements were wholly unregulated. We had no bank of issue as they have
in England, France, Germany and elsewhere, and no organized means of dealing

with the money market, with foreign exchanges or with gold movements. Now

we have such an organization, but the consequences of the war have resulted

in almost universal embargoes upon the shipment of gold. We are the only

important banking country which has no such embargo. The consequence of




that is that we might indeed indulge in this country in a riot of

extravagant speculation and of extravagant personal expenditure upon

luxuries. We could cultivate habits of idleness, quit practicing thrift,
and in fact go to almoet any extreme of economic waste before it could be
possible for any of the important nations of the world to take gold from
us in such quentities as would imperil our bank ressrves at all. Therefore,
the natural check which had operated before the war to hold us to a certain
accountability when our economic machine gets working badly has been lost

not
and we have,only lost the power to lose gold - so to speak - but the amount
of monetary gold which we now hold - nearly, if not quite one-half of the
entire world's supply - is so vast that we have a capacity for over-indulgence
in speculation and extravagance beyond anything ever known before in history,
either in this country or any other country. You will, I hope, therefore,
appreciate that if the premise of my argument is sound, this instrument which
we have created for the control of the volume of credit must rely more upon
good sound management than would be the case under ordinary circumstances,
because the usual checks applying in & smooth and orderly world system are
no longer present.

The question at once arises as to how these policies may indeed

be controlled and directed so as to escape the penalties which I beliesve




would be inevitable were we either ignorant, or careless or wilfully wrong.

I think it may be said that there are two chief reliances to which we must

look - and hardly any of importance outside of those two:

The first

-

s a sound helpful and constructive point of view with regard to

the Reserve System by those-who own it - that is,the member banks .

ilant to see that these banks are well managed. They

They must be vi

must scrutinize their reports and their statements. They must examine

carefully the qualifications of the men who are proposed for directors and

they must indeed satisfy themselves that the directors choose competent

officers. Here I believe lies the most direct responeibility as to the

policies of the System. The other safeguard is an intelligent public

opinion generally which, on the one hand, will not tolerate a political

domination or misuse of the System, and, on bhe other hand, will not

consent to its becoming, through its financial power, a super-government.

I do not refer to this situation as one which may be regarded as

permanent, for if it were, no one would be more prompt than I in advocating

that the general structure of the System should indeed be changed. This

world is going to recover ite economic equilibrium. It will be a slow

process, but it is now under way, despite the gloomy predictions of those




prophets of disaster who are always with us no matter how affairs may be

going. During this period, however, when the gold standard and free gold’

«

payments have been suspended, human wisdom, sound intelligence, and the
highest type of integrity must be g#e substituted for some of the automatic
checks which normally work.

I have left to the conclusion the real point that I wish to make.
It is quite possible, due to mistaken notions of unenlightened people, that
policies might be forced upon the Reserve System.to bring about a deliberate
expansion of credit. You have read of the many proposals just to issue

Federal reserve notes without any particular regard as to how it is done, to

whom the notes should be issued, or what the effect would be. You have

heard numerous proposals that we should make credit cheap, and although much

less frequently expressed, I think there are many bankers in this country who

still hold the view that if any money can be made by borrowing at the

Reserve Bank, it is good easy money and advantage should be taken of it.

—

t is just such doctrine as this that would lead - if unrestrained - to

an increase in the amount of money and credit in the country that I have

]
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r referred to, without its being in response to an increase in

production and consumption of goods. That in turn would lead to

speculative advances in the prices of everything which in turn would

A e e e i e




increase the cost of living and again lead to strikes and all of the dis-
orders which result from the sense of injustice which such a policy of
inflation always brings about.

Behind the Federal Reserve System.as a bulwark stands, I believe,
first, the sound and helpful and constructive friendship and confidence of
most of the bankers of the country. Behind that stands the confidence and
respect in general of most of the business interests of the country. Outside

o

of these circles of protection lies the enemy, and the enemy consists in
that body - how gyewt we cannot estimate - that would have the Reserve Banks

manufacture credit and print money-just as we did during the Civil War,-

under the mistaken notion that that will make prosperity.
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ADDRESS BY BENJ, STRONG
DELIVERED NOV. 16, 1922,
BEFORE RENSSELAER COUNTY
BANKERS, gt dinner at
Troy, New York.

The opportunity for bankers to become more intimately acquainted with
the detailed operations of the reserve banks have multiplied recently to such an
extent that any discussion of what they do and why they do it has become almost
unnecessary. The literature both from within and without the System has recently
been most illuminating as to the principles which have governed the managers of
the organization and as to the policies they have adopted, and the reasons for
doing so. It seems to me, however, that there is still one aspect of the Fed-
éral Reserve System which has not been very fully discussed or even inquired
into, — and that is - very broadly expressed - the position which it has come to
occupy as a part of that complicated organizaticn which we may describe as the
country's economic machine.

All banlers know that we act as the government's fiscal agents and about
what we do in that capacity. They know that we discount eligible paper - issue
the principal currency of the country - hold the reserves of the member banks -
collect checks - and effect the great bulk of the domestic transfers, eommonly
called exchange payments, between different sections of the country. Beyond this
the reserve banks perform a great variety of collateral and subordinate service
for the govemment, the member banks and the publie,

With most of these things you are familiar. Youmay not, however, have
given thought - as we are now reqpired to do - ‘to some of tﬁe broader aspecﬁs of
the Federal Reserve System in its rélatioﬁ to the economic welfare of the country
ag & whole. In a general way it can be staﬁed that the most important function
performed bythe Federal reserve banks in an economic sense is that of regulating
the volume of "money" - and I use the word "money" in its broad sense, meaning all
types of credit instruments which perform the function of money, including bank
deposits upon which checks are drawm.

Permit me, therefore, to introduce a digcussion of the Federal Reserve
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System along these lines by a few words of a theoretical character in regard to
money «

For many years now economists have accepted as a general prineiple that
the quantity of "money" has a direct relation to the prices of everything - that
ig, of the things that we buy and sell, including the wages of labor, the salary
of clerks, rents, ete. There are, of course, many reservations and many modifica-
tions which apply to this theory; for instance, the function performed by money
in its relation to prices may be either static or dynamic according to the state
of mind of the people. If all of the people of the country because of fright,
distrust, political disturbance, or for one or another reason, quit buying goods,
prices foxr a time might even decline in the face of an inereasing volume of money,
although the chances are that under a well regulated banking system such a state
of mind would result in a very prompt reduction in the amount of money in ecircu-
lation. In other words, it would bring about a period of liguidation when bank
deposits and currency would be applied to paying off loans, so that deposits and
loans would be reduced and would be retired. On the other hand, without any in-
crease in the quantity of money, an optimistic outlook and a speculative state of
mind might result in very considerable advances in prices without any inerease in
the quantity of money giving rise to it at all. When that happens, however, the
quantity or efficiency of money must inerease or price advances will usually be
arrested. These illustrations must allcw for that reservation in regard to the
absolute or marrow quantity theony;whiéh economists refer to as velocity of circu-
lation of money. |

(I1lustrate by the beer story)
The conditionsg which may arise where in fact & given quantity of money may be made
to work more efficiently and perform a greater service, in an economic sense, than
it had formerly performed, and so give rise to or result from advancing prices, is
exhibited in the change in our banking loans wince the establishment of the Reserve

System, which has in effeclt reduced reserve requirements and permitted a similar




amount of gold tosupport a larger total of depogits, currency and loans. I am
reviewing these very obvious economic principles in order to sum them up in a

rather hypothetical statement which will illustrate somewhat the new economic

agpect of the country's affairs resulting from the organization of the reserve
banks. This brief hypothgtical statement may do so.

If a given quantity qf goods that is being preduced, sold and:consumed
recuires the employment of:é given émount of .money anﬁ bank-credit; ﬁhen.in the -
long run we may say - for purpose of illustration - that the quantity of goods ..
multiplied by the price of those goods would give a figure which would bé‘fep£é—
sentative of the amount of credit and money required to canduct that volume of
business at that priee level. Of course, there are an infinite number of modify-
ing factors to be taken into account, so I am stating this equation only hypo-
thetically in its barest forms. But upon this principle you will observe that if
the guantity of goods is being much increaged it will soon re@uire an inerease in
the amount of money and credit required to produce and distribute them. On the
other hand, with the same quantity of goods, if the price is much increased neces-
sarily an increase in the amount of money and credit will again be reguired. But
there is still a third possibility and that is that there might be an increase in
the quantity of meney and credit without any change in the quantity of goods, in
| which event the result would be simply an inerease in price. . Now please bear in
mind that ay equation is for purposes of illustration. I am leaving out of account
in thig equation many subordinate but nevertheless important factors, such as the
psychology of the people, the velocity of circulation, inereases or decreases in
the efficiency with which money and credit are employed.

You will at once observe, therefore, that Congress has ereated a great
organizatidn known as the Federal Reserve System, which has in its power the actual
‘creation of an increase in the ¥olume of money and credit, but it has likewise the
power somewhét to restrain that incerease in money and credit within certain—limiﬁa—

tiong. This to my mind is the greatest responsgibility and a very grave one
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resting upon our Reserve System, and creates a situation so different from any
which has existed in our countryfor the last 80 or 90 years that I shall hope

to interest you by elaborating upon it somevhat. Before doing so, I must, digrees
to the extent of pointing out wherein lies the dif ference between fég%%progress it
in our economic welfare - which in a broad sense means improved standards of
living, which in turn means more and better food =nd clothes and shelter, steady
work, higher standards of education, more healthy enjoyment for all the people.
The establishment of higher standards of living, which is the basis of all econ-
omic effort and strife is brought about by increased production and consumption

of things that are necessary for and which promote the welfare, physical, moral
and intellectual of all the people. ©Such an elevation of the standard of living
or economic well being is not promoted by misdirected effort which resulte in the
wasteful production of useless things and in the cultivation of habits of extra-
vagance and laziness; - that is what happens to the people, - those are the habits
which people cultivate at a time when prices are sharply rising but when the pro-
duetion of useful things is not increased.

(Illustrate here by story of the
use of iron ore.)

This digression is intended to emphasize the fact that the economic well
being of the people of this country can be promoted by a sound direction of the
affairs of the Federal Reserve System, and, on the other hand, that the esconomic
wgll being can be undermined apd impaired by unsound policies which attain no

: :othgr result than t§ caﬁse specﬁlation, advancing prices and né:real adv&h@e dn =
" economic well being. |

To return to my theme. Under our old banking system there was no means
py which the general vo,ume of credit of the country might be increased beynnd a
given point without an impairment of the minimum reserves which banks are required
by law to maintein, unless it resulted from the importation of gold or the domestic

production of gold which went into bank resources. Of course, I leave out of
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account such expansion as might r;sult from changes in our monetary standards'guch
as was attempted in the early 90s, or by changes in the statutory reserve require-
ments for banks. When, under the old system, as, for instance, in the early 90s,
and again in 1907, we experienced a wave of liguidation and business depfession,
bank loans and deposits were very much reduced as 2 result, and in consequence
surpluses of bank reserves were built up all over the country - interest rates
sharply declined - and bond values rose. Then later, speeulation would start in
the money centers - usually in thelétock market - and gradually the beginning of
a new cycle of advancing prices resulted. Likewise, at the culmination of such a
cycle of advancing prices, bank reserves would become impaired in various parts of
the country, and if any shock to confidence occurred - as itdid in 1893 and again
in 1907 - reserve requirements actually had to be suspended and even currency pay-
ments sugpended. Zueh periods of advancing prices, with all the_speculation
which generally accompanies them, have in the past - whetherfin this country or in
other countries - always had one result: They have made the markets of that coun
try the best selling markets. The world at once would start to pour goods into a
country where domestic prices get out of line with world prices. Thereupon the
banking system would at onee begin to lose gold to Europe in order to pay for
these goods. That served as a natural cheek to the speculation - caused interest
rates to advance - made people who were borrowing money get timid - and would
ugually bring about selling of goods and price reductions so that the country was
again aBié:to enter into the world's market as an exporterrof>éoods, thus chang—
ing the inﬁernational balance of payments, arres@ing the gold movemeﬁt, and
restoring equilibrium again. Under our old banking system these movements were
wholly unregulated. We had no bank of issue as they have in England, France,
Germany and elsewhere, and no oréanized means of dealing with the money market,
with foreign exchanges or with gold movements. Now we have such an organization,
but the consequences of the war have resulted in almost universal embargoes upon

the shipment of gold. We are the only important banking country which has no such
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embargo. The consequence of that is that we might indeed indﬁlge in this eountry
in a riot of extravagant speculatioz and of extravagant personal expenditure upon
luxuries. Ve eould cultivate habits of idleness, quie practicing thrift, and in
fact go to almoét?aqy extréme of economie waste before it could be possible for
ény of the important nationé of the world to take gold from us in such quantities
as would imperil our bank reserves at all. Therefore, the natural check which had
operated before the war to hold us to a certain accountability wheﬁ our eeconomiec
machine gets working badly has been lost and we have not only lost the power to
lose gold — so to speak - but the amount of monetary gold which we now hold -
nearly if not gquite one-half of the entire world's supply - is so vast that we have
a capacity for over-undulgence in speculation and extravagance beyond anything ever
knomn before in history, either in this eountry or any other country. You will, I
hope, therefore, appreciate that if the premise of my argument is sound, thisg
instrument which we have ereated for the control of the volume of credit must rely
more upon good sound management than would be the case under ordinary circumstances,
begausé the usual checks applying in a smooth and orderly world system are no
-longer present.

The question at once arises as to how these policies may indeed be con-
trolled and directed so as to escape the penalties which I believe would be inevit—
able were we either ignorant, or careless or wilfully wrong. I think it may be
‘said that there are two chief reliances to which we must look - and hardly any of
';mpogtagce outside of those two:

The first is a gound helpful and constructive point of view with regard
to the Reserve System by thosé who own it - that is, the member banks. They must
be vigilant to see that these banks are weli mansged, They must scrutinize their
‘reports and their statements. They must examine carefully the qualifications of
the men who are proppsed for directors and they must indeed satisfy themselves
that the directors choose competent officers. Here I believe lies the most direct

‘responsibility as to the policies of the System. The other safeguard is an
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intelligaﬁt publie opinion generally.which, on the oﬁe hand, will not tolerate |
a political domination or misuse of the System, énd, on the other hand,'wiil not
consent to its becoming, through its financial power, a super—-government.

I do not refer to this situation as one which may be regarded as per-
manent, for if it were, no one would be more prompt than I in advocating that.
the general structure of the System should indeed be changed. This world is
going to recover its economic equilibrium. It will be a slow procesé, but it is
now under way, despite the gloomy predictions of those prophets of disaster who :
are always with us no matter how affairs mgy be going. During this period,
however, when the gold standard and free gold paymeﬁts have been suspended, human
wisdom, sound intelligence, and the highest type of integrity must be substituted
for some of the automatic checks which normally worke.

I have left to the conclusion the reél point that I wish to make. It
is quite possible, due to mistaken gotions of Ghenlightened péople, that policies
might be forced upon the Reserve System to bring about a deliberate expansion of
credit. You have read of the many proposals just to issue Federal reserve notes
without any particular regard as to how it is done, to whom the notes should be
issued, or what the effect would be. You have heard numerous proposals that we
should meke credit cheap, and although much less frequently expressed, I think
there are many bankers in this country who still hold the view that if any money
can be made by borrowing at the Reserve bank, it is good easy mone% and advantage
should e Laken of its It is just such doctrine as this that would lead - if
unrestrained - to an incréase in ;h§ amount 'of mopéy and 'credii; dn tile céunbzsr
that I have earlier referred to, without its being in responsebtb an increage in
production and consumptiom of goodg. That in turn would lendrtqkpeculatiVe ad-
vances in the'pricegpf everything which in turh would inérease the cost of-living
and again lead to strikes and all of the disorders whichresult from the sense of
“injudtice which such a policy of inflation always'brings about.

Behind the FederalvResérve,S&stem as a bulwark stands, I believe, fifst,



the sound and helpful and construetive friendship and confidence of most of the
bankers of the country. Behind that stands the confidence and respect in gemeral
of most of the business interests of the country. Outside of these eircles of
protection lies the enemy, and the enemy‘is.ignoraﬁce, and the enemy consiéts in %
that body - how great we cannot estimate — that would have the Resérve banks manu-
facture eradit and print money - just as we did during the Civil War, — under the
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mistaken notion that that will make prosperity. ' i
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Since the Federal Reserve Banks were established, and, in recent years in

increasing quantity, the reports of the System have been so complete and have de-

seribed the operations in such detail that students of banking require hardly more
than the officiel reports to gain a fairly complete knowledse of the business con-
ducted by the System.

Even those who have not studied this literature understand that the
Reserve Banks hold the banking reserves of the country; that they discount paper
for their member banks; that they invest in bills or bankers acceptances and in the
securities of the United States Covernment; that they issue and redeem the princi-
pal currency of the country and distribute 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 settlement of the domestic exchanges; and, in their
capacity as fiscal agents of the Treasury, borrow all the money required for the
Treasury's operations; handle the Govermnment debt; receive on deposit the reven=
ues; and pay checks drawn by the disbursing officers,

It is important that this business be visualized as to volume as well as
character. Bearing in mind that the Federal Reserve Bank of New York does about
40% of the business 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 gold; discounted 46,000 pieces of paper aggregating §5,200,000,000
for its members; purchased 81,000 acceptances for itself and for other Reserve Banks
and for member banks and foreign banks aggregating $1,150,000,000; and for account
of all Reserve and other banks and of the Govermment and foreign banks purchased and
sold $2,400,000,000 of Government and other securities; it counted and handled
315,000,000 pheces of paper currency aggregating $2,000,000,000 and handled a daily
average of 26 tons of coin; collected 118,300,000 checks, notes, drafts, coupons and
other negotiable instruments aggregating $51,000,000,000; and effected payments by

telegraph, over the 15,000 miles of telegraph wires which the System now operates,




aggregating $17,600,000,000, Its trensactions for the Treasury as the Government's

fiscal agent were of too great a volume and variety to express briefly in figures.

These fizures are recounted for the purpose of emphasizing the character
end extent of the contact of the Reserve System with the credit and currency opera-
tions of the country and, consequently, the significance of the functions which the
Reserve Banks exercise.

As to the System's policies end the purposes which inspired them, there is
now an extensive literature in the shape of critical books, magezine articles and
public addresses. It would be but repetition 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 System the importance of
which cannot be over-emphasized end which I have determined to discuss tonight be-
cause it is, in fact, the heart of the System upon which the operation of every
other part depends. I refer to the entirely new element which was superimposed up-
on our banking System in 1914 by the establishment of the Reserve Banks, which were
given the power to 1nflueﬁce or to regulate or to contrel the volume of credit.
Every other function exercised by the Reserve Banks sinks into insignificance along
gide of the far reaching importance of this major funetion.

Without regard to the views which you may entertain as to the wvarious
theories in regard to the purchasing power of money, or what may be more popularly
deseribed as the quantity theory of money, there is hardly anyone who is familiar
with these matters who will not agree that no influence upon prices is so great in
the 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 Reserve Act did in fact, whether by conscious design of
its authors, or not, bring sbout an almost revolutionary change in three important

particulers in bank credit which may in turn have had an important relation to



prices. (1) The Act originally reduced the reserve requirements of the national

banks, and, subseguently in 1917, reduced them again. The effect of this was to
make reserve money more efficient in that it was permitted to sustain a larger vol-
ume of loans and deposits than previously had been permitted. (2) By conferring
the so-called clearing house functions upon the Reserve Banks, it speeded up the
whole System of payments; checks are collected and paid more promptly; the course
of currency shipments throughout the country has been greatly shortened and currency
passes more promptly to points of redemption; and the country-wide clearing house,
known as the Gold Settlement Fund, operated on the basis of daily telegraph settle-
ments, has greatly shortened the length of time required to effect settlement of
the entire domestic exchanges of the country. (3) But the most important change,
as I have stated, is that conferring the power upon the Reserve Banks to actually
permit or influence changes in the volume of money which serves as bank reserves
or circulates as currency. My thesis, therefore, is addressed solely to this ques-
tion of the regulation of the volume of credit and to make clear what a change has
taken place because of the granting of this power.

Let me refresh your memory as to how credit matters operated prior to
1914: Practically all of the commercial banks and trust companies of the country
were subject to various statutory limits as to the mininum amounts of cash and re-
deposited reserve which they were required to carry. Except by legislative change
in reserve requirements, there was no possibility of increasing the supply of re-
serve money beyond what arose through gold production or gold imports, neither
could the supply of reserve money be contracted unless gold was exported. So it may
be generally stated that the total reserves of all the banks was incapable of con-
traction except by paying it out to the publiec or exporting it; and equally incap-
able of expansion unlessredeposited 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 consequences in its relation to that mysterious




phencmenon which is now being so carefully investigated and which we call the busi-

ness (or, as I would prefer to call it, the credit) cycle. At one extreme of the
eycle the reserves of the banks regularly became impaired. With deficient bank re-
serves we were liable to see rates for "speculative" money advance to 100% or even
more at times, and the charge for credit to merchants and manufacturers became a
severe burden upon production and distribution. In such a situation almost any per-
cussion cap would start an explosion. In 18935 deficient revenues of the Covernment
and an unfavorable trade balance which resulted in gold exports, coming at a time
when there was agitation for a change in our monetary laws led to great uneasiness,
The reserves of the New York Clearing House banks showed shortages from §

to $ 2 O UV, Fear developed that the Treasury would 'x‘mt have sufficient gold
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to meet its obligations and finally the crash came on [VOv 7/ ') (date) resulting
in the New York banks, and banks generally throughout the country, suspending cur-
rency payments; very largely suspending cash settlements between themselves for

checks sent for collection not only through the local Clearing House but throughout

the country. At that time a total of § “ l."" 10 Clearing House loan certifi-

cates were issued.
Much the same thing happened in 1907, when, after a period of deficient

banking reserves rumning from § to ¢ the extended condi-

tion of a number of New York City banks caused alarm and general suspensions of like
character to those of the early 90's throughout the country. Ceall money loaned as
high as ___j, currency went to | % premium; and the domestic exchanges again
were frozen.

Then again at the other extreme of the cycle, after a period of liquida-
tion, surplus reserves poured into the money centers. After this same liguidation
in the early 90's the New Yark Clearing House banks at one time showed surplus

reserves of § : « And bear in mind that at that time the total re-

quired reserves of the New York Clearing House banks were but i\ % of what they

now are. Money then loaned at less than 1%. And the same occurrence was witnessed




after the liquidation of 1907 when the surplus reserves of the New York City

]

Clearing House banks rose to § /| ' »

While under the conditions first described, every bank was seeking to
withdraw loans, under the conditions last described, the banks were forcing money
into the market. Money would become almost unloamable and the temptation to the
speculator and his kind was extreme. I, personally, recall making loans on the
New York Stock Exchange at 3/4 of 1f.

These extreme credit conditions arose because there was no stretch.
When the period of surplus reserves arose funds poured into the speculative mar-
kets., When the period of deficient reserves arrived all the bamnks sought to con-
tract their loans to make good their reserves and we witnessed the extremes of
speculation and of business embarrassment. There was neither control of the vol-
ume of credit, nor moderating influence as to rates of interest. And, finally,
there was no control over the movements of gold in and out of the country. I re-
call the Governor of the Bank of England telling me in 1916 that one of the most
menacing influences on their reserve position was the possibility of a gold nove-
ment to America or from America as & result of our erratic money market, which no
influence that they could exert was capable of stemming; of their regarding our
so-called free gold market as one of the worst menaces to the stability of their
own credit position.

I have refreshed your memory 2s to the conditions which prevailed under
the old System in order to bring out in contrast the extent to which it differs
from present conditions. As things are now, when a period of business expansion
arrives, whether it be an annual and seasonal one, or whether it be due to a series
of favorable crops at home and bad harveste abroad, - in other words whether it be
the short cycle of seasons or the long cycle of periods of years, - such expansion,
whatever its cause, can now be sasily financed because of the power of the Federal

Reserve System to furnish the required reserve money as needed and thereby permit



the member banks in turn and in larger volume to increase their loans and discounts,

and, correspondingly, their deposits.

But now we come to ome or two grave fallacies in regard %o the Reserve
System. I fear there are many people who still hold to the notion that some mys-
terious influence or process will operate when this enlarged volume of c¢redii is no
longer needed so that it will be induced, without any compulsion or persuasion, com=-
placently to walk back to the Reserve Bank and surrender itself for cancellation.
And possibly another fallacy still prevails among those who believe that because of
certain very exacting requirements of the Federal Reserve Act, and the regulations
of the Reserve Board, as to the type of loan which the Reserve Banks may meke, or
the character of the paper which they may discount, that there is some control exer-
cised by the Reserve System as to the uses to which the credit so extended by the
Reserve Banks shall be applied by the borrowing member bank, Practical experience
in the operation of the Reserve System seems to have disclosed something of impor-
tance as to the way credit is extended; as to the way that credit is retired when
it is no longer needed; and as to the impossibility 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 deseribed as normal or
seasonal or necessary and legitimate. Practically the only motive which impels a
member bank to borrow from the Reserve Bank is to make good an existing, or ex-
pected, impairment of its reserve. I think you may accept my statement that this
is true, but let me give one illustration., Every member bank is required by law
to maintain a certain minimm reserve on deposit with its Resoxrve Bank znd if it
fails to do so it is subject tc am interest penslty upon the amount of the impair-
ment considerably higher than the regular rate of discount of the Reserve Bank,
This reserve in some cities is figured as a weekly averesge and in the rest of the
country as the average of a fortnight., Every member bamk mmst 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 large New York City




bank to illustrate: Early in the morning it sends its exchanges through the

Clearing House and, as the result, it has to pay out reserve money or receives sur-
plus reserve money according to whether it is debtor or creditor. Throughout the
day it has deposits made and withdrawn; it makes new loans and has old loans re-
paid; 4t buys and sells securities; and foreign exchangze and furnishes currency
to customers. And as the result of these and other transactions, at some hour of
the day the member bank must make up what it calls its"position.” If its reserve
has become impaired as the result of the day's business it borrows from us to make
good its reserve. If the day's transactions give rise to a surplus reserve with us,
the proper thing for the member bank to do would be to at once repay any funds which
it had already borrowed from the Reserve Bank, although it may not do so. The chances
are that if it does not do so it will be because it has an opportunity to employ the
funds in some more profitable way than in paying off the Reserve Bank, - that is to
say it can lend the money at a higher rate tham the rate which it pays us upon its
loan, namely our discount rate.

You will observe that 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 some form, if it is short, or making additional loans, if
it is over, without recourse to the Reserve Bank in either case. Now, in the long
run, it is my belief that the greatest influence upon the member bank in adjusting
its daily position is the influence of profit or loss; that while it may regularly
borrow to make good impaired reserves, it will repay its borrowings at the earliest
possible moment unless the inducement of profit leads it to continue borrowing and
to employ any surplus that arises in fresh loams. It may, therefore, be safely
stated that as business expands for seasonal reasons or for any other reason, member

banks will borrow from the Reserve Banks to make gocd deficient reserves caused by



the expansion of their loans, provided the rate at the Reserve Bank is not so high

as to make that borrowing too costly. But, on the other hand, if borrowing at the
Reserve Bank is profitable beyond a certain point, there will be strong temptation
to use surplus reserves when they arise for the making of additional loans rather
than for repaying the Reserve Bank.

I shall discuss the question of rate control later, but I wish first to
emphasize this important fact: Practically all borrowing by member banks from the
Reserve Banks is ex post facto. The condition which gave rise to the need for bor-
rowing had already come into existence before the application to borrow from the
Reserve Bank was made, and experience has shown that large borrowings in New York
City have in the past usually been explained by the member bank as caused by the
borrowing operation of the Treasury, by seasonal demands, but more frequently be-
cause of the withdrawal of deposits.

Now as to the limitations which the Federal Reserve Act seeks to impose as
to the character of paper which a Reserve Bank may discount. ¥When a member bank's
reserve balance is impaired, it borrows to meke it good, and it is quite impossible
to determine to what particular purpose the money so borrowed may have been applied.
It is simply the net reserve deficiency caused by a great mass of transactions. The
borrowing member bank selects the paper which it brings to the Reserve Bank for dis-
count not with regard to the rate which it bears, but with regard to various elements
of convenience, that is the denomination of the paper, its maturity, whether it is in
form to be easily and inexpensively delivered physically to the Reserve Bank or not,
and it makes little difference to the borrowing bank what transactions may have caused
the impairment of its reserve, because the paper which it discounts with the Reserve
M may have no relation whatever to the impairment that has arisen. To specify
more exactly, because this is an important point, suppose a member bank's reserve
became impaired solely because on a given day it had made a number of loans on the

stock exchange; it might then come to us with commercial paper which it had




discounted two months before and which had no relation whatever to the transactions

of the day; and with the proceeds of the discount meke pgood the impairment. If it
was the design of the authors of the Federal Reserve Act to prevent these funds so
advanced by Federal Reserve Banks from beingz loaned on the stock exchange or to non-
member state banks or in any other type of ineligible lcan, there would be only one
way to prevent the funds being so used, and that is by preventing the member banks
from making any ineligible loans whatsoever, or deny it loans if it had. And, in
fact, during the peak of the period of expansion I believe the amount of paper which
had been discounted with the Federal Reserve Bamks equalled only about 14% of the
loans and discounts of the member banks, The member banks undoubtedly had a very
much larger amount of eligible paper than indicated by this small percentage, 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 what paper is eligible, can pos-
sibly have exercised any influence upon the application of the proceeds of these
loans by the member banks,

I have enlarged upon this point so as %o bring out this fact: - that the
expansion of the loan account of the Federal Reserve Banks, which as you know fur-
nishes the foundation for a much greater expansion of loans and deposits of the
commercial banks, can be brought about as the result of any expansion in the banking
position of the couniry, no matter what may be its cause. The eligible paper we
discount is simply the vehicle through which the credit of the Reserve System is
conveyed to the members. But the definition of eligibility does not effect the
slightest control over the use to which the proceeds are applied.

Going a step further, this means that the Reserve Banks will be subject
to demands upon them, expressed to be sure in the form of eligible paper but which
may have had their origin in any sort of expansive development, stock speculation,
real estate speculation, crop moving, building operation, foreign bond issues, or

anything else. Such an influence can arise through the borrowings not only of the
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United States Govermment in the merket, but, indirectly, through borrowings of all
kinds which have the effect of impairing reserves.

Now going still one step further, let me emphasize the contrast between
the conditions which prevailed in the old System and those which have now arisen,

I have pointed out how, in the extremes of the trade cycle we have on the one hand
impaired reserves and very high interest rates and on the other hand surplus reserves
and very low interest rates. That condition has now guite disappeared. In actual
operation, when the reserves of the member bamks become impaired they promptly bor-
row and they do not have to scramble around smong their customers or cn the stock
exchange to call loans so as to make good the impairment. So, on the other hand,
when they have surplus reserves they are generally inclined to repay what they may
have already borrowed from us rather then make new loans, provided, of course, our
rates are properly adjusted to market rates, and they will continue to do so unless
borrowing from the Reserve Bank becomes so profitable as to be a temptation.

Now you will observe that under the old System we experienced these periods
of reserve deficiency and extremely high rates for money and reserve 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 Syster or not. When business expansion or new loans cause impaired
reserves 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 extraordinarily high or low interest rates as sometimes obtained, The funds
flow in and out of the Reserve Bank day by day as sort of a leveling off process,
so 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 bor-
rowing such as the Reserve Banks, what are the possibilities that this borrowing
may get beyond control; that the volume of eredit may become dangerously enlarged
and that in consequence we may be guilty of furnishing credit which might omly re-

sult in marking up prices without any increase in production, with all of the



injustices which are sure to result?

The chences of such a development cen only be understood if one is
familiar with credit conditions in allparts of the country. They could well be
expressed in the form of 2 map upon which current locel rates of interest through-
out the country would be expressed as mapé are shaded to indicete mountain ranges
and their peaks, It would be found thet over a large part of the scuth, consid-
erable portions of the middle west, and generally throughout the Rocky Mountain
region interest rates are not only high, but in many cases as high as 12%. Not
only do the usury laws of some stetes permit banks to lend money as high as 10% or
12%, but in practice a very large mumber of the smaller banks throughout the coun-
try in states @hich permit high rates make practically all of their loans at rates
ranging all the way from 8% to 12%, and there are meny banks that charge even
higher rates by various round sbout methods. But the rate difficulty becomes more
acute when it is realized that even within one Federal Reserve distriet of large
area like Kansas City or San Francisco, there may be sections where rates as high
as 12% are charged, but, on the contrary, in the money centers, especially in the
city where the Reserve Bank is located, the rates may be little if any higher than
those prevailing in New York City.

Bearing in mind, however, that a member bank mey be impelled to borrow
not only because deposits are withdrawn but equally because it has made loans, in
all of those sections where the loaning rate is much higher than the Reserve Bank
rate the temptation will naturally be ever present to expand loans indefinitely so
long as the Reserve Bank is in a position to lend. This situation, which 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 where it is pos-
sible for the Reserve Bank, by an adjustment of its rate, to exert some restraint

upon the extent to which its members borrow frch it.
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Deferring until later eny further discussion of methods of control of
borrowing, which means control of the volume of credit, let me now refer to what
appears to me to be the most perplexing difficulty in the exercise of such con-
trol as may be possible through the discount rate. It is a condition which has
arisen as a result of the war and it is appropriate to introduce this part of the
discussion by quoting from the report made by the British Committee on Currency and
Foreign Exchange, frequently called the Cunliffe report, as follows:

"Whenever before the war the bank's reserves were being
depleted, the rate of discount was raised. This, as we have al-

ready explained, by reacting upon the rates for money generally,

acted as a check which operated in two ways. On the one hand,

raised money rates tended directly to attract gold by lessening

the demands for loans for business purposes, they tended to check

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

sult that imports were discouraged and exports encouraged, and

the exchanges thereby turned in owr favor. Unless this twofold

check is kept in working order the whole currency system will be

imperilled. To meintain the connection between a gold drain and

2 rise in the rate of discount is essential.”

Various influences were set in motion by the war which have resulted in
our receiving over $2,000,000,000, in gold in excess of what we held before the
war started, giving us now a total gold stock of about $3,800,000,000 of which
nearly $3,100,000,000 is held by the Reserve Banks., This is roughly a billion and
three-quarters in excess of what the minimum legal reserve requirements of the
Federal Reserve Act would now require us to hold against our present deposit and
note liabilities. Under the provisions of the Federal Reserve Act as originally
pasesed by Congress, the Federal Reserve Banks, when all of the reserves had been

(

paid in, would have had a loaning power of roughly $ ; ' L e With

this enormous mass of gold now in our hands, we have a lending power at present

in excess of the billion and one-quarter of loans and investments now made of

P

roughly § 7 TUU “'s ‘Had there been no war there would have been no

disturbance to the foreisn exchanges.- With the foreigsn exchanges fluctuating

within the gold shipping points any considerable expansion of credit in this



country which caused prices to sharply advance would very probably have been

penalized by a gold export movement. With the exchanges as they now are, that

is with the dollar at a premium practically the world over, geld cannot be ex-
ported, certainly not in large quantity except after such a period of expansion
and rising prices in this country as would entail a veritable orgy of speculation;
such a debauch in credit, in fact, as would reduce the purchasing power of the
dollar progressively first possibly to the level of the currencies of the neutral
countries, then to sterling, then to the franec, ete. And this brings me to the
point which is of such importance to the management of the Reserve System.

Before the war, as is set out in the Cunliffe report, a large gold ex=-
port movement was the visible and convincing evidence, not only to the management
of the bank of issue, but to the country generally, that the bamk rate must be
raised. To be sure other conditions then a gold movement could well justify in-
creasing the rate of discount of the bank of issue, but a large gold export move-
ment, such, for instance, as we suffered in the early 90's, which even impaired the
gold reserves of the Covernment of the United States, would require little argu-
ment or explanation to convince the country that the bank of issue must take steps
to protect the goid reserve.

As we are now situated, it is true that we may from time to time lose
small amounts of gold to those countries where the currency has not been greatly
depreciated. We have recently shipped some geld to Cenada and it was a natural
movement because the Canadian exchange had gone to & premium and dollars to a
discount as the result of & large loan which the Canadien Covermment floated in
this country. And from time to time the currents of trade and the balence of
internationsl payments may indeed result in small emounts of our excessive gold
holdings being withdrawn, but, with the currencies of most of the trading and
banking nations of the world so much deprecieted below ours -- ranging from 10%

in the case of sterling tc the vanishing point in the case of Germany, Austria
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and Russia --- it seems altogether unlikely that any considerable amount of our

surplus gold will be taken from us. Other than such a debauch of expansion as I

have deseribed, the only possibilities of early losses in gold that I can see
would be through radical changes in the monetary laws of those nations whose cur-
rencies are greatly depreciated, implying, of course, the balancing of their
governmental revenues and expenditures.

In the absence of the possibility, I may say even the remote possibil-
ity, of any such movement and in the face of the conditions which I have described
as to interest rates in different sections of the country, what should be the policy
of the Federal Reserve System in exercising this funetion which is of such supreme
importance of regulating or influencing the volume of credit.

This brings us in fact to those important questions of poliecy in which
human judgment plays so large a part. Various sugcestions as to the poliecy of the
Reserve System have been advanced by critics and students. They all seem to lead
back to the two methods of regulation of credit volume which are, after all, fun-
damental. One may be described as the exercise of discretion by each Reserve Bank
as to the amount which it is willing or which it thinks wise to lend to borrowing
members. The other is the exercise of such influence ar control as is possible
through the fixing of the discount rate. It might at first seem that these two
methods of regulation were in conflict with each other, but they are in fact both
necessary and complementary; both have advantages and limitations,

In a general way it is my opinion, although others may differ from me,
that, so long as present conditionsexist, rate regulation will operate effectively
in the long run as to the great mass of American bank credit, that is as to those
banks which hold the principal amount of deposits and loans, provided the rates
are wisely established by all of the Reserve Banks, and especially by those Reserve
Banks which are located in the larger eities of the east, It is in those centers

that interest rates are lowest and most stable and where the range is narrowest
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between minimum and maximum rates; but in the sections of the couniry more remote
from the money centers, where interest rates are higher, as was earlier described,
the exercise of a wise discretion by the menagement of the Reserve Bank is impera-
tive, otherwise the facilities of the Reserve System might be abused by member
banks borrowing excessively for profit.

Let me describe some of the difficulties of exercising discretion. TFirst,
the discretion, as I have earlier described, must be exercised ex post facto. The
transactions giving rise to impaired reserves by the borrowing members have already
occurred when the borrowing from the Reserve Bank is desired. Applying discretion
to the borrowings of members under these circumstances really means that all one
can do is to scold them., If the funds are not advanced to make good the reserve,
then indeed the reserve balance is used by the member just the same only the penmalty
rate is hicher. In the course of time that bank would restore its reserve because
the law would prevent its paying dividends or making new loans until it is restored.
That type of scolding, however, generally causes irritation.

A second difficulty is geographical. How can discretion be exercised in
the case of applications for loans by member banks so remote that even the mail
takes four days one way?

A third difficulty arises aé to the basis upon which discretion shall be
exercised. VWho is to judge as to whether the transactions 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 judgment possible as to any one loan without judging equally of all loans made by a
member bank?

Fourth, even assuming that such judgment were possible, who shall say how
much each member bank shall be permitted to borrow without exceeding the bounds of

prudence? Is it fair to assume that a member bank should liguidate omce a year, or
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twice a year, so that its borrowing requirements are seasonal only, or should we
admit that a certain amount of borrowingz from the Reserve Banks may be permanent?
Section 4 of the Act provides that a Reserve Bank shall "extend to each member bank
such discounts, advancements and accommodations as may be safely and reasonably made
with due regard for the claims and demands of other member bamks." Much difficulty
will be experienced by the bank managers of any one district in making these nice
decisions as to its own district members only, but, extending this to all the man-
agers of the twelve Reserve Banks, with the 10,000 members with which they must deal,
it would indeed appear to be impossible to exercise such diseretion with universal
justice. Indeed it may well be that in the absence of a Branch Banking System the
Federal Reserve System will be the vehicle for furnishing a certain amount of credit
permanently to those remote sections of the country where interest rates are high
and where liquid capital is deficient.

A fifth difficulty appears to arise as to the regulation of the total
amount of credit for the whole banking system, as distinguished from the total
which any one member may be allowed to borrow, Obvicusly the twelve Reserve Banks
cannot work out such 2 nice mathematical arrangement of credit as would serve the
reguirements of all the banking System and work smoothly, because these requirements
vary greatly at different seasons of the year and in different sections.

A sixth difficulty is at once obvious were the System to assume responsi-
bility for declining lcans to members which made it necessary for those members to
decline loans to customers. It has always seemed to me that the primary responsi-
bility for any loan made by a bank to its customer should rest with the officers
and directors of that bank and that the Reserve Bank should never assume that
responsibility nor be willing to accept the consequences of exercising it.

And-a seventh and last difficulty, although this may not indeed be all
of them, is one which I regard as more sérious than any of the others, - the exer-

cise of powers conferred by the Reserve Act upon the Reserve Banks by this rule
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of personal discretion, I fear, would develop inevitably in time a bureaucratic
attitude of mind on the part of the mamagers of the Reserve Banks which would be
unfortunate indeed for the welfare of the whole banking System. Power excites ap=-
petite for more power. Bankers in time would rebel and the public would rebel.

Now, on the other hand, it must be admitted that if a member bank is able
to loan all of its funds at 107 or at 12%, and if it is paying as high as 5% inter-
est upon its deposits, and has the opportunity to discount paeper at its Reserve Bank
at 4 1/2%, the temptation to make the additiomal profit by emlarging its business
and discounting freely camnnot well be escaped. Nor can the Reserve Bank charge
that member bank a rate which would operate as a restraintto its borrowing without
chareing a like rate to member banks in its own city or in the money centres of its
district which would put the resources of the Reserve Bank entirely beyond the reach
of most, 1if not all, of the large banks of the distriect. Therefore, however K dif-
ficult may be the exercise of discretion, in some 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 operate. I think one
should look upon the credit structure of the 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 its own proportion of the entire inverted pyramid. Those bricks
of gold are the bank reserves held by the Reserve Bank, If one brick is taken out
of the base, the series of stones resting upon it, representing the volume of credit
sustained by that reserve brick, must, inevitably, come down. And if a brick is
added, by so much the pyramid is very shortly enlarged. If the Reserve Bank rate
is so low as to be an inducement to borrowing additional tiers of bricks will be
laid at the foundation and the pyramid will be by so much cnlarged; and the re-

verse is equally true if the rate does not induce borrowing, - the size of the

pyramid may be kept unchanged, or even reduced.
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A rate control of the volume of credit has a variety of advantages. One
is that it is democratic. It applies to all alike and it requires little, if amy,
expostulation and remonstrance to make it effective. It must be admitted that an
advance in the discount rates by the Reserve Banks will not necessarily influence
promptly the mountain peaks of high interest rates in some sectioms. But I rather
doubt whether it is necessary that it should do so. Although not capable of sta-
tistical support, I think the statement may be hazarded from past experience that a
rate which is effective in checking borrowing in the money centers, or even in re-
ducing borrowing, will indirectly be an influence in all sections of the country,

It certainly has the effect of what I might deseribe as "driving borrowers back
home.” It is customary for many concerns which do a large business to borrow in
the cheapest money markets, no matter where their offices and business may be locat-
ed, If New York, for instance, should advance discount rates and member banks in
turn advanced rates to their customers, a certain number of these out-of-town bor-
rowers would go to their local banks for their loans if the rates there are satis-
factory so as to enablv the borrower to pay off in New York. This process I believe
would be found, could it be analyzed, to be many times repeated, so that the effect
of rate changes in the twelve Reserve cities is not confined alone to those cities
but extends throughout the country.

Another point frequently overlooked in regard to the effect of the rate is
due to lack of understanding of the way in which borrowinz from the Reserve Bank
originates, - that is through impaired reserves. ILvery bank knows about what its
loanable funds cost it on the average and about what it receives on all of the money
which it is loaning. It knows about what its expensesand overhead amount to and the
difference is its profit. When a bank's reserve becomes impaired so that it must
borrow, it does not pick out a particular piece of paper which it has discounted at
a higher rate of interest and then redissount that paper at the Reserve Bank rate

and figure that it is making a profit, but it is much more liable to see 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 expensive to reduce loans or
sell investments and avoid borrowings. Expressing it differently, the rate at

which a Reserve Bank lends to its member bamk has no particular relation to the
rate which a member bank receives on any of its transactions, but it has a relation
to the average of all rates received by the member bank and the average cost of all
of its loanable funds, And from this I have always concluded what I firmly believe
to be the fact, that a2 Reserve Bank rate in order to be effective in restraining un-
due borrowing, does not necessarily meed to be a penalty rate, that is to say a rate
fixed so high that there will be no differential in favor of the borrowingz bank on
any peper which it may have taken from its customers, even the highest rate paper,
But an effective rate will likely be somewherc within the range between the average
cost of all its loanable funds, including overhead, and the average that it receives
upon all of its earning assets, with due allowance, of course, for loss of interest
on reserves.

The chief advantage of rate econtrol, however, is in the way it serves more
definitely to regulate the total volume of credit as distinguished from the total
eamount of loans to any one individual member bank. I would regard the determination
of the amount to be loaned to an individual member bank as a credit matter to be
determined just as any loan would be determined by any bank to any customer. But,
on the other hand, I would regard the rate policy of the Federal Reserve System as
a national credit policy more directly related to regulating the volume of credit
in the country so as to maintain stable credit conditions.

Finally, however, we must recognize that there are meny people who believe
that more money, and cheap mbney, means prosperity and happiness. To those people
an advance of discount rates may at times be difficult to explain. It is on that
account that the absence of natural movements of gold is most unfqrtunate; and it

is for that reason, as well as for meny others, that the world will be better off
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by 2 prompt return to the gold standard and free pold payments.

Permit me now to make a brief resume of this long argument: The Reserve
Banks have been given the power to create reserve balances and to a large extent
to regulate the volume of credit. That volume of eredit expands in response to ex
post facto borrowing by member banks; the mass of their transactions causing the
borrowing having already occurred, there is no means by which the Reserve Bank can
control the use which is made of the funds which it loans to its members. Credit
80 borrowed from the Reserve Banks is less likely to return for cancellation when
no longer legitimately required if discount rates are too low, and a high discount
rate will operate to induece its return. The present banking System has created a
situation where there is no surplus of banking reserves in the couniry, and where
there is not likely to be a deficiency. The real reserve barometer is the reserve
percentage of the Reserve Banks, The impulse which will lead the Reserve System
to change rates must for the present largely arise from general conditions, and it
cannot be expected that the impulse to advance rates will be given by gold exportis
for a long time to come, Therefore, the regulation of the volume of credit which
is the chief function of the Reserve System must be effected by a combination of
rate changes and due caution as to members' borrowings.

The Federal Reserve System has always impressed me as being essentially
a social institution., It is not a super-GCovermment, it is simply the creature of C
Congress, brought into being in response to a public demand. It was not created
only to serve the banker, the farmer, the manufacturer, nor the merchant, nor the
Treasury of the United States., It was brought into being to serve them all, Its
guiding influence is not profit. Practically all its receipts over expenses go
to the Covernment. For some the service it performs is direct, for others it is
indirect, but is not less definite nor any less important. It needs and asks that
it be given the benefit of intelligent study and enlightened criticism. Its

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

holding the confidence of the public.



Increasing quantity reports for students

Generally understood that Reserve Banks hold all reserves
Discount paper
Invest in bills and U, S. securities
Issue and redeem paper currency
Distribute metallic money
Collect checks and instruments of payment
Settle Domestic Exchanges

As fiscal agents -
Borrow
Handle Debt
Receive Revenues
Pay disbursing officers checks

Important to visualize volume -
New York Bank 40%
10 months' transactions this year =
Average Reserve §1,150,000,000 gold
Discounts - 46,000 pieces Aggregate § 5,200,000,000
Acceptances 81,000 pieces Aggregate 1,150,000,000
Covernment and other securities
purchased and s0ld = = = = =« -« =  2,400,000,000
Currency counted 315,000,000 pieces; 2,000, 000,000
Coin, daily - 26 tons
Checks, notes, etec., 118,300,000 pes.; 51,000,000,000
Telegraphic payments (15,000 miles) 17,600,000,000

Treasury Transactions too great volume and variety

Figures emphasized contact with eredit amd currency
Significance of functions

Policies and purposes inspired in extensive literature
Repetition of competent students and critics to discuss

One funetion heart of system; operation other parts depend

New element in power to influence, regulate or control volume

Other functions insignificance

Whatever views purchasing power =- guantity theory -- influence
upon prices of considerable changes in quantity; metal coins,
paper money; bank deposits,

Revolutionary changes of Aet -- relation tc prices

l. Reduced reserve requirements
Original and 1917

2¢ Clearing House functions
Speeding payments check collections
Shortening currency shipments and redemptions




Gold Settlement Fund
Daily telegraphic settlements
Less time settling domestic exchanges

3., Most important power to permit or influence change in volume
Bank Reserves

Currency
Thesis solely regulation volume - change due to new development
Beer Story

Refresh memory credit matter prior 1914
All bauks statutory minimum reserve
Except legislationi possible increase reserve money except gold
production; imports
Nor contraction unless exported
Contraction by paying out or exporting
Expansion redepositing or importing
Bear in mind total and not percentage

This had serious consequences =- business or credit cycle
One extreme - impaired; speculative rates 100%#; merchants and
manufacturers burden; percussion cap

Early 90's =
Deficient revenues
Unfavorable Trade Balance
Gold Exports
Monetary agitation
Uneasiness
Clearing House reserves short $16,500,000
Fear Treasury default gold payment
Crash November 1890 - June 18¢3
New York, and banks generally, suspending currency

payments; also cash settlements for collections

throughout country 1800 $16,645,000
Clearing House Certificates 1893 $41,490,000

1907 same -

Deficient Reserves $

Extended condition certain New York City Banks
Alarm

Same devclopment &s early 90's

Call money

Currency 4% premium

Domestic Exchanges frozen

Other extreme of cyele - liquidation; surplus reserves in Money centers

Early 90's

Surplus $111,600,000
Required reserve 1/4 of present
Money below 1%



1907 seame =
Surplus $71,000,000 June 1908

First condition banks calling loans

Last deseribed conditions forcing money
Money unloanable
Temptation speculator beyond resistance
Personally recall 3/4 of 1%

Extreme credit conditions because no stretch
Period of surplus funds poured into speculation
Period of deficient banks withdrew causing extremes
1. Speculation
2. Imbarrassment

No control of volume; no moderating influence rates; no influence gold move-
ments.
Governor Bank of England 1916 -
menacing influence to their reserve position
our unregulated zold movement

Refreshing memory old conditions contrast with present conditions

Business expansion arrives natural and seasonal, or series good crops vs bad sbroad
Either short or long cycle
Whatever cause Reserve System finances
Manufacture reserve money
Members increase loans and discounts larger volume; correspondingly deposits

One or two fallacies

l, Notion mysterious influence credit walk back surrender for cancellation
2, Exacting requirements type of loan, character of paper
Cannot control use of proceeds

Practical experience throws light upon

l. Vay credit extended
2, Way retired when not needed
3« Impossibility to control use

First extension of normal, seasonal, necessary, legitimate credit
Motive only impaired reserves
Illustration =
Minimm reserve impaired
Interest penalty
Weekly; fortnightly average
Regular report
Way borfowing works simple
Illustrate New York City bank -
Morning exchances; debtor or creditor; we settle balance
Deposits made and withdrawn
New loans made and old paid
Buy and sell securities and exchange
Furnish currency



Makes up "position"
Reserve impaired - borrow
If surplus - should pay
May not do so because opportunity for profit; loan higher rate
Member always watching
If must borrow - how much
If can repay - how much
Which is most profitable
CGreatest influence profit and loss
Regularly borrow but always repay unless profit induces otherwise
Business expansion - borrowing will increase if rate not too high
if level too low, credit will not come back

Discuss rate control later
Emphasize borrowing ex post facto
Conditions already existing
Explanation usually Treasury, seasonal demands, loss of deposits

Limitations on eligible paper =
Reserve impaired, member borrows
Camnot determine proceeds applied
Amount simply net deficiency
Borrower selects paper not for rate, but convemience
Denomination
Meturity -
Easily delivered
Discounted paper no relation to transactions causing impairment
Illustrate =
Stock Exchange Loans -
Commercial paper discounted two months before; no relation to
transactions
Proceeds makes good reserve

ITf design of authors prevent funds stock exchance ar other ineligible
only way prohibit any such loans

Peak of expansion 14%
Member banks held much larger amount
Also large amount ineligible
No possibility to influence application

Enlarged upon point to emphasize
Expansion Reserve Bank loans foundation greater expansion

Result from any cause
Eligible paper simply vehicle
Definition effects no control over use

Step further -
Reserve Banks feel demand expressed eligible paper
Origin in expansion stock speculation, real estate, crops,
building, Treasury, anything impairing reserves

Step still further -
Contrast old and new situation
0ld =
Extremes; impaired reserves high interest; surplus reserves
low interest



That largely disappeared
Now =

No serambling to call, but borrowing
When surplus, repaying
Broadly speaking no surplus, everything over swept into us
Consequence, no very high or very low rates
Funds flow in and out of Reserve Danks
Leveling process

10,000 banks 55% of resources

Must

Convenient access

Possibilities getting beyond control
Volume of credit dangerously enlarged

Mark up prices with no increased production
Injustice suech development

understand credit conditions throughout country

Could be expressed in map

Variations in rates in sections

Usury laws

Rates from 8% to 12%

Difficulties within district between c¢ities and country

Need for borrowing not only deposit withdrawals, but new loans

Temptation in high rate sections extreme

Very different from New York City and money centers, - rates more uniform

Defer further discussion of control until later

Another perplexing difficulty

Condition resulting wholly from war
Cunliffe Report =
"Whenever before the war the bank's reserves were being
depleted, the rate of discount was raised. This, as we
have already explained, by reacting upon the rates for
money generally, acted as a check which operated in two
ways, On the one hand, raised money rates tended directly
to attract gold by lessening the demands for loans for
business purposes, they tended to check expenditures and
s0 to lower prices in this country, with the result that
imports were discowraged and exports encouraged, and the
exchanges thereby turned in our favor. Unless this two-
fold check is kept in working order the whole currency
system will be imperiled. To maintain the connection be-
tween a gold drain and a rise in the rate of discount is
essential.”
Influence of war - Received §2,000,000,000 gold
Stock 3,800, 000,000
Reserve Banks 3,100,000,000
Excess over minimum
requirements - - - - 1,640,000,000

As originally constituted lemding power $900,000,000

Mass of gold, excess reserves,
further lending power - - - - - 4,400,000,000



If normal exchange rates within gold shipping point
Expansion
Price advances
Gold exports

With exchanges now premiuvm

No large gold exports

Orgy of speculation

Price advances

Reduced purchasing power of doller progressively
Neutral countries
Sterling
Franec
Ete., etec,

This bring to the point ~
Cold exports visible and convineing evidence
Other conditions might justify rate increase
Large gold exports as in 90's convineing
United States gold reserves imperiled
No argument needed
Small losses now possible
Canadian shipments
Currents of trade and balances of payments could draw some gold
Discounts -
Sterling 10%
Vanishing point, Cermany, Austria, Russia
Large exports unlikely
Only large possibility change of monetary lawes, balanced budgets

Absence of gold movements and sreat rate differences how regulate?
Questions of policy of human judgment

Various policies suggested
All suggest two plans which are fundamental -
1. Diseretion
2e Rates
Do not confliet - complementary
Both have advantages and limitations

My opinion rate regulation most effective under present conditions with
great mass if rates wisely established, especially in large cities, where
interest rates lowest, most stable and narrowest range.
More remote sections; personal judgment and discretion

Difficulties of discretion -
l. Ex post facto; transactions already occurred
Seolding
If loan declined penalty applies
Loans called
Seolding causes irritation

2. GCeographical -- distances from bank




3. Basis of discretion; who shall judge
Loss of deposits justify
How about new loans

4, If judgment possible, who shall decide limitations of prudence

Should members liquidate periodieally, or

Should any borrowing be continuous

Section 4 provides that Federal Reserve Bank shall
"extend to each member bank such discounts,
advancements and accommodations as may be safely
and reasonably made with due regard for the
claims and demands of other member banks™

Difficult making nice decisions within district

Much greater in all 12 districts

Difficult exercising universal judgment

Possibly permanent ecredit to high rate sections

5. Regulation total amount credit
Mathematical arrangement impossible
Requirements vary in seasons and sections

6. Responsibility declining loans causing members to decline customers
Responsibility rests upon member bank directors and officers
Consequences to System too serious

7« Possibly not all difficulties
Power excites appetite for more power
Bureaucratic
Autocratic developments
Bankers and Public rebel

Rate Control =
Members rates 107 and 12%
5% on deposits
Reserve Bank rate 4 1/2%
Temptation to member
Restraining rate would penalize city banks
Discretion seems only pessible plan
See how rate operates =
Inverted pyramid
Rate control has variety of advantages
Democratic
Applies to all
~ Little expostulation or remonstrance
Butwill not influence mountain peaks
Will apply to great bulk
Without statistical support influemce extends back
Drives borrowers home
Describe how it operates
Difference beiween effective and penalty rate
Hach bank knows cost of funds; return on funds
Rate on particular piece of paper discounted not controlling
No relation between two rates
Effective rate might be somewhat below penalty rate
Probably somewhere within range of average cost, including
overhead, and average of earning rate




Chief advantage of rate control

Regulates total volume of credit, distinguished from total
individual borrowings

Individual bank line credit matter

Rate policy is national; designed to regulate total volume
and promote stability

Many people helieve more money, cheap money means prosperity
and happiness

Impossible to explain advances of rates

Absence natural movements gold unfortunate

Prompt return to gold standard and gold payment

Resume:
Power to create reserve balance and
Considerably regulate volume
Expansion ex post facto; transactions have already cccurred
Cannot control application of proceeds
Credit unlikely to return if rates too low
High rate induces return
Under present System no surplus
Also no deficiency
Reserve barometer is reserve bank percentage
Impulse to change rates, general conditions
Gold exports not likely
Regulation of wvolume chief function
Effected by rate changes and due caution individual borrowings
Federal Reserve System social institution = not super-government
Creature of Congress
Public demanded it
Not created banker, farmer, manufacturer, merchant, Treasury
Serves all
Cuiding influence not profit
Surplus earnings to Govermment
Some service direct
Others indirect
Intelligent study and enlightened eriticism
Future depends on good behavior - winning and holding confidence




MISC.3 1 60OM 4-28 FEDERAL RESERVE BANK
OF NEW YORK

OFFICE CORRESPONDENCE Date 192__

To____ _Mp, Strong P & W e SUBJECT: it
From Statistics Department BN MBS A Tor 2T .

The Federal Reserve Act was amended on June 21, 1917 and for pur-
poses of calculating the lendinz power of the Reserve Banks under the require-
ments of the Aet prior to that time we have taken the figures for Jume 15,
1917,

The following table answers the questions on comparative lending
power then and now:

June 15, November 22,
1917 1923
Total Reserves $1,080,000,000 $3,220,000,000
Gold reserves 1,050, 000,000 3,090, 000,000
Reserve Required 550,000,000 1,580,000,000
Excess Reserves 530,000,000 1,640,000,000
Additional Lending Power 1,400,000,000 4,400,000,000

Total Lending Power 2,800, 000,000 8,600,000, 000
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la.

b,

d.

.

At what time in the early 90's (when the endless chain was working) were the
Revenues of the Treasury deficient?

In the fourth guarter of the fiscal year of 1891 end in two quarters

of 1892

When waz the period of unfavorable trade balances?

Fiscal year 1888 - $28,000,000

1889 - 3,000,000

1893 - 19,000,000 (but for the last six months of this year
the unfavorable balance was $69,000,000.)

When were we exporting gold and how much?

Excess of exports over imports fiscal years as follows:

On what dates and for what amounts in the early 90's were the reserves

1889 - $50,000,000
1890 = 4,000,000
1891 - 68,000,000
1892 - 500,000
1893 - 88,000,000
1894 - 5,000,000
1895 - 30,000,000
1896 - 79,000,000

of the New York Clearing House banks impaired?

3%rd week § 600,000

SEGHRYEHE

When did the actual crash come that resulted inm the issuing of Clearing

2,500,000
500,000
1,400,000
3,200,000
300,000
100,000
2,500,000
900,000
2,400,000

House Loan certificates?

November 11, 1890

1893

27th week § 5,100,000

28
29
30
31
a2
33
>4
35

June 1893

3 3 3 3 3 =3

~
-

4,300,
1,300,
4,300,
4,0&,

000
000
000
000

What was the total amount of certificates issued in the early 90's?

Total issue New Y

ork Clearing House
" ” "

1893 =

banks in 1890 - $16,645,000

41,490,000




2a, VYhen did the Assoeiated Clearins House Banks' reserves become deficient in
1907 and for what amounts and on what dates?

1907 Oct. 26 $ 1,200,000
Nove 2 38,800,000
9 51,900,000
16 953,700,000
2% 54,100,000 (maximum)
30 53,000,000
Deces 7 46,200,000
14 40,100,000
21 31,800,000
28 20,200,000
1908 Jan. 4 surplus

b. How high did eall money loan?
125%
¢. What was the premium on cwrrency at the time of the 1907 pamic?
Reached 4 per cent three times in November.
3a, After the liquidation in the early 90's the Clearing House banks developed
enormous surpluses and, as I recall, money loaned below one per cent,
When did this surplus reach its maximum and how much was it?

January-February 1894 Maximum $111,600,000, first week February

be The same occurred in 1907 or 1908: when did the surplus arise and how much
was it?

Began January, 1908 and reached maximum, $71,000,000 last week of June.

¢ In the early 90's when this great surplus reserve arose what was the total
required reserves of the associated banks, as distinguished from the re-
serve they actually had, and what percentage is that compared to the
required reserves of the New York Clearing House banks today?

Average required for year 1894 was $138,300,000
Average required week ending November 18, 1922 was $511,000,000
per cent 1894 to 1922 is 27.

4, VWhat percentage of the banking deposits of the country are represented by the
10,000 banks which are members of the Reserve System?

About 55 per cent (June 30, 1921).

5. Am I correct in my belief that prior to the war our total gold stock was
$1,800,070,000 and that today it is $3,800,000,000, so that our net increase
is about $2,000,000,000? (This should be taken from the Treasury statements
or the Assay Office reports.)

$1,891,000,000 in 1914 (June 30) and $3,902,000,000 in November 1922,



6« Under the original terms of the Federal Reserve Act, how much could the

Reserve Banks have loaned without getiing below the minimum reserve,
i. e.,, after they had received payment of all the ecapital and reserve
deposits contemplated to be paid in as the Act originally stated?

(This should not be confused with the condition after later amendments
to the Act)

(On June 15, 1917) about $3,000,000,000,
7. VWhat additional lending power have we now by reason of our surplus reserve?
In other words, how much can we loan without getting below the legal min-
imum reserve? I refer to the whole Reserve System in both sets of figures,

and allowance must be made in some arbitrary way for the effect of the note
issuves which would inevitably accompany such expansion,

Over $4,390,000,000,




the Federal Feserve Bunks were ecstebiiched, end, in recent
yeere in increasing quentity,the reports of the Eysteir have been =o complete
and heve described the operatione in such detail that students of banking
require hardly more than the official reports to gaindféairly compleate
know#ladge of the business conducted by the Reﬂsf73_§}stem.

Even those who have not studied thie litersture understand that the

Reserve Banks hold the benking reserves of the country; that they discount

paper for their member banks; that they invest in bills or bankers acceptances

and in the securities of the United States Government; that they issue and
redeem the principal currsncy of the country an#&istribute 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 settlement of
the domestic exchanges; sand, in their capacity as fiscal agents of the

Treasury, borrow all the money required for the Treasury's operstions; handle
the Government debt; receive on deposit the revenuss; and pay checks drawn

by the disbursing officers.

It is important that this business be visualized as to volume as well

ag character. Bearing in mind that the Federal Reserve Bank of NewYprk does

about 40% of the business of ﬁhe whole system, its transactions for the ten

months of this year were briefly as follows: It held an average of $1,%5;,000,000

of rseerves, practically all gold; discounted ‘;é,OQC péeces of paper aggregat-
ing %5,200,000,866.8% for its members; purchased 81,8@ acceptances for itsslf
and for other Reserve Banks and for member basnks and foreién banks aggregating
$1,1£;,068¢&Bo.%’? and for account of =11 Reserve snd other bhanks and of

the Government and Poreign banke purchased and sold #2,400,288,688. of

Governuent and other securities; it counted and handled 315 (286,800 pisces of

paper currancy aggregating $2,008,008,000.28 snd handled a daily average of

26 tons of coin; collected 118;3@!5”017checks, notes, drafts, coupone

.- |
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and othsr negotiable instruments aggregating $5ﬁ¢702505!h°¢5.85;;'and
effected payments by telegraph, over the 15,000 miles of telegraph wires
which the System nowoperates, aggregating $17 ,&opqo,m.w Its trans-
actions for the Treasury as the Government's Pfiscal agent ware?foo great a
volume and variety to express briefly in figures.

These figures are recounted for the purpose of emphasizing the
character and extent of the contact of the Reserve System with the credit and
currency operations of the country and, consequently, the significance of the
functions which the'Reserve Banks exercise.

As to the System's policies and the purposes which inspired them,
there i3 now an extensive literature in the shape of critical books, magazine
articles and public addresses. It::;;;gbe but repetition for me to go over
ground so fully discussed by so many competent students and critics.

There is, however, one function of the Ressrve System the importance
of which cannot be over-emphasized and which I have determined to discuss
tonight because it is, in fact, the heart of the System upon which the
operation of every other part depends. I refar to the entirely new element
which was superimposed upon our banking system in 1914 by the establishment
of the Reserve Banks, which were given the power to influencaAor to regu-
late or to control the volume of credit. Every other function exercisad
by the Reserve Banke sinks into insignificance alonz side of the far
reaching importanc; of this major function.

Without regard to the views which you may entertain as to the
various theoriss in regard to the purchasing power of money, or what may be
more popularly described as the quantity theory of money, there is hardly
anyone who is familiar with these matters who will not agree that no
influence upon prices is so great in the long run as is the influence of

considerable changes in the quantity of money, - by which I mean not only
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metsl coins and paper money, but bank deposits upon which checks may be
drawn. The Reservs Act did in fact, whether by conscious design of its

o~ el

authors, or not, bring about grevolutionary change in t g/important particuldrs
Vs A il mas, e lvwn bagau wnfppyFadd (bebfin. B
in m&ﬁﬁnm creditAd prices.(]) The Act originally reduced the
reserve requirements of the national banks, and, subsequently in 1917, reducéd them
again. -The effact of this was to meke reserve money more efficient in that it
was permitted to sustain a 1arg2£~volume of loans and depoesits than °
previously had been permitted.cg‘éy conferring the so-called clearing house
functions apon the Reserve Banks, it speeded up the whole system of payments;
checks are collected and paid more promptly; the course of currency shipments
throughout the country has been greatly shortened and currency passes more
promptly to points of redemption; and the country-wide clearing hbuse, known
as the Gold Settlement Fund, operated on the basis of daily telegraph settle-
ments, has_zsﬁ;;:éiy shortened the length of time raquired to effect settlement
of the entire domestic exchanges of the country. But the moet important
changejyias I have stated, is that conferring the power upon the Resefve Banks

which Swto ao baud ranyy,
to actually permit or influence e changes in the volume of money , My 1

7

thesis, therefore, is addressed solely to this question of the regulation of %%_

the volume of credit and to make clear what a change has taken place because 2,

of the granting of this power. ?‘
Let me refresh your memory aes to how cradit matters operated prior i’?’

to 1914: Practically all of the commercial banks and trust companies of the ;

country were subject to various statutory limits as to the minimum amounts of

cash and redeposited reserve which they were required to carry. Except

by legislative change in reserve requirements, there was no poesibility of

inereasing the esupply of reserve money beyond what arose through gold pro-

duction or gold imports, neither could the supply of reserve money bs con-

tracted unless gold was exported. So it may be generally stated that the
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total reserves of all the banks was incapable of contraction except by paying
it out to the public or exporting it; and equally incapable of expansion unless

redsposited by the public or unless gold flowsad into the country from abrosd
y - » #=54 A 'S T n La
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or was produced from the mines./« This had eserioue consequences in its relation

(Y

to that mysterious phenomenon which is now being so carefully investigeted and
which we call the business (or, as I would prefer to call it, the credit) cycle.
At one extreme of the cycle the reserves of the banks regularly became impaired.
With deficient bank reserves we were liable to see rates for "speculative"

money advance to 100% or even more at times, and the charge for credit to
merchants and menufacturers became a severe burden upon production and distribu-
tion. In such a situation almost any percussion cap would start an explosion.
In 1893-5 deficient revenues of ths Govarnment,;;‘an unfavorable trade.balancse
which resulted in gold exporte, W¥coming at a time when there was agitation for a
change in our monetary laws led to great uneasiness. The reserves of the New

Clearing House banks showed shortages from$ ~~ to & .

Yori

Fear developed that the Treasury would not have sufficient gold to meet its

obligations and finally the crash came on _ ___ (date) resulting in the

New York baks, and banks generaly throughout the country, suspending currency

paymentss; very largely suspending cash settlements between themselves for
checks sent for collection not only through the local Clearing House but
throughout the country. At that time a totsl of # Clearing

Housge losn certificates were issued.
Much the same thing happened in 1907, when, after a period of
deficient banking reserves running from & to

the extended condition of a number of New York Citv banks csused alarm and

genersl suspeneione of liks character to those of the early 90e throughout
g p y &
the country. Call money losned as high as _M_<f; currency went to _”____%

premium; and the domestic exchanges again were frozen.

Then again at the other extreme of the cycle, after a period of
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liq uidation, eurplus reserves poured into the money centers. After this same

liquidation in the early 90s the NewYork Clearing House banks at one time showed

surplus reserves of § . And bear in mind that at that time the

total required reserves of the New York Clearing House banks were but 3
of what they now are. Money then loaned at less than 1¥. And the game
occurrance was witneesed after the liquidation of 1907 when the surplus reserves

of the New York City Clearing House banks rose to $ fr S

While under the conditions first described, every bank was seeking
to withdraw loans, under the conditions last described, the banks were forcing
chamard”
money into the market. Money would become Lidewadly unlosnable and the
L.‘Mk.an

temptation to the speculator and his kind wae exeilod—bevwomd-resistance. I,

personally, recall mskinz losns on the New York Stock Exchange at 3/4 of 1%.
These extreme credit conditions arose bscause there was no stretch.
When the period of surplus reserves arose funds poured into the speculative
markets. When the pesriod of deficient reserves arrived all the banke sought
to contract their loans to meke good their reserves and we witnessed the extremes
of s peculation and of business embarrassment. There was neither amy control of
the volune of cradit, nor moderating influence aes to rates of interest. A nd,
finally, there was no control over the movements of gold in-and out of the
country. I recall the Governor of the Bank of England telling me in 1916 that
one of the moet-menacing influences on their reserve position was the poesibil-
ity of a gold movement to America or from America as a result of our errstic
money market, which no influence that they could exert was capable of stemming;
of their regarding our so-called free gold market as one of the woret mensces
to the stability of their own credit position.
I have refreshed your memory as to the conditions which prevailed under
the old system in o;der to bring out in contrast the extent to which it
differs from present conditions. As things are now, when a period of busi-
ness expansion arrives, whether it be an annual end seasonal one, or whether
it be due to a series of favorable cropes at home and bad harvests abroad, -

in other words whether it be the short cycle of seasons or the long cycle

of periods of yearsf-suchkxpaneion, whatever its c%g:, can now be easily

R I N e T L e, e T
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financed because of the power of the Federal Reserve Svstem to furnish the
required reserve money as needed and thereby permit the member banks in turn
} and in larger volume to increase their losns snd discounts, and, correspondingly,
their deposits. l—EEj-now we comé to one or two grave fallacies in regard to
the Resarve System. I fear there are many psople who still hold to the notion
that some mysterious influence or process will operate when this enlarged volume
of credit ie no longer needed so that it will be induced, without any com-
pulsion or persuaeion,(gg\ggfgigfnglzj;ggifback to the Reserve Bsnk and esur-
render iteelf for cancellation. And poesibly another fallﬁcy still prevails
among those who belisve that because of certain very exacting requirements
of the Federal Reserve Act, and the regulatione of the Reserve Board, as to the
type of loan whch the Reserve Banks may meke, or the character of the paper
which they may discount, that there is some control exercised by the Reserve
System as to the uses to which the credit so extended by the Reserve Banks shall
be applied by the borrowing member bank. Bt \practical experience in ths

' ' S fThuip i bt fp nTRULE
operation of the Reserve System seems to have disclosed as to
the way cradit is extended; as to the way that credit is retired when it is
no ionger needed; and as to the impossibility of control of the use that
shell be mede of it while it is in existence.

First as to the extension of credit, which may be described as
normal or seasonal or necessary and legitimate. Practically the only
motive which impels a member bank to borrow from the Reserve Bank is to
make good an existing, or expected, impairment of its reserve. I think you
may accept my statement that thie is tmue, but let me give one illustration.
o~

Every member Q?nk is required to maintain a certain minimum reserve on
deposit with ﬂ‘;’%eserve Banﬂf’and if it fails to do so it is subject to an
interest penalty upon the amount of the impairment considerably higher than
the regular rate of discount ofithe Reserve Banyf. Tﬁis reserve in some

cities is figured as a weekly average and in the rest of the country as the

average of a fortnight. Every member bank must report: ite reserve poeition
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and submit to penalty if the aversge is impairad. Now, in prsctice, the

way thie works is very simpl, and I shalluee the case of a lafge New York

City bank to illustrate; Early in the morning it sends its exchanges through

the Clearing House and, as the rasult, it has to pay out reserve monsy or

riggiﬁpa surplus reservemoney according to whether it is debtor or creditor.
olf] -

Throughout the day it has deposits made and withdrawn; it mekes now losns and

has old losns repaid; it buys and sells inveetmente—enmd—obther securities; and
et 1{';7\\,9& C((‘C‘u-‘(l? *\'W"nu.\. %-L @% JM

Mforeign exchan‘ge}\ And ss the result of
mwat

transactions,at some hour of the day the member ban%hfakef'up what it calls

its "poeition." If its reserve has become impaitred as the rssult of the

day's business it borrows from us to make good its reserve. If the day's
transactions give rise to a surplus reserve with us, the proper thing for the
member bank to do wald be to at once repay any funde which it had alresady
borrowed from the Reserve Bank, although it may not do so. The chances are that
if it does not do so it will be because it has an opportunity to employ the

funds in some more profitable way than in paying off the Reserve Bank, - that

is to say it can lend the money 2t a higher rate than the rate which it pays

us upon its losn, namely discount rate. l__zgi will observe that 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 borrowing or pepaying is either withdrawing loans from the market
in some form, if it ie short, or making additional losns, if it is over, without
recourse to the Reserve Bank in either case. Now, in the long run, it is my
belief that the greatest influence upon the member bank in edjusting its

daily poesition is the influence of profit or loes; that while it mey regularly
borrow to make good impaired reserves, it will repay ite borrowings at the
earliest poesible moment unless the inducement of profit leads it to continus

borrowing and to employ any surplus that arises in fresh loans. It may,
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therefore, be safely stated that as business expands for seasonal reasondor
for any other reason, member banks will borrow from the Reserve Banks to make
good deficient reserves caused by the expansion of their losns, provided the rate
atthe Reserve Bank is not so high as to make that borrowing too costly. But,
on the other hand, if borrowing at the Reserve Bank is profitable beyond a certain
point, there will be strong temptation to use surplus reserves when they ariee

for the msking of additional losns rather than for repsying the Reserve Bank.
- :

~

I shall diecuss the question of rate control later, buikfirst Rkl
to emphasize this important fact:§ Practically all borrowing by member banks
from the Reserve Banks is ex post facto. The condition which gave rise to the
need for Borrowing had already come into existence before the application to
borrow from the Reserve Bsnk was made, and experience Bas shown that large borrow-
ings in New York City have in the past usually been explainaed by the member bank
as caused by the borrowing operation of the Treasury, by seasonal demands, but
more frequently because of the withdrawal of deposits.

Now as to the limitations which the Federal Reserve Act seeks to impose
a8 to the character of paper which a Reserve Bank may discount. When amember
bank's reserve balance is impaired, it borrows to mske it good, and it ie quite
impoesible to determine to what particular purpose the money so borrowed may have
been éppliad. It is simply the net reserve deficiency caused by a
great mass of transactions. The borrowing member bank selecte the paper which
it brings to the Reserve Bank for discount not with regﬁrd to the rate which it
bears, but with regard to various elements of convenience, that is the denomination
of the paper, its maturity, whether it is in form to be easily and inexpensively
delivered physically to the Reserve Bank or not, and it makes little difference to
the borrowing bank what traneactions may have ceused the impairment of its
reserve, because the paper which it discounts with the Reserve Bsnk may have no
relation whatever to the impairment that has arisen. To specify more

exactly, because this is an important point, suppose a member bank's reserve

became impaired solely bec@use on a given day it had made a numbsr of loane on the
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stock exchange; it might then come to us with commercial paper which it
had discounted two months before and which had no relation whatever to the
transactione of the day; and with the proceeds of the discount maks good the
impairment. If it was the design of the authors of the Federal Reserve Act to

fundz S0

prevent theseﬁadvance(by Federal Reserve Bz\ml-:s from being loaned on the stock
exchange or to nommember state banks or up:%:?ny other type of ineligible
loan, there would be only one way to prevent the funds being so used, and that
is by preventing the member banks from making any ineligible losns whatsoesver,
or deny it losne if it had. And, in fact, during the peak of the period of
expansion I believe the amount of paper which had been discounted with the
Federal Reserve Banks equalled only about 14% of the loans and discounts of the
member banks. The member banks undoubtedly had a ve?t??arger amount of eligible
paper than indicated by this small percentage, hut, beyond thet, = great mass
of ineligible losns, and surely it cannot be claimed that the provisions of the
Act, which specify so exactly what paper is eligible, can possibly have exercised
any inf uence upon the application of the proceeds of these losns by the member
banks.

I have enlarged upon this point so as to bring out thie fact:- that
the expansion of the losn account of the Federal Reserve Banks, which as you:
know furnishes the foundation for a much greater expansion of loesns and deposits
of commercial banks, can be brought about as the result of any expanesion in the
banking position of the country, no matter what may be ifs cause. The eligible
paper we discount is simply the vehicle through which the credit of the Reserve
System is conveyed to the members. But the definition of eligibility does not
effect the slightest control over the use to which the proceeds are applied.

Going a step further, this means that the Reserve Panke will be subject
to demands upon them, expressed to be sure in the form of eligible paper but

Pefoansur,
which may have had their origin in any sort oﬁheevelopment, gtock speculation,
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’ real estate speculation, crop moving, building operations, foregin bond
issuss, or anything elss. Such an influence can arise through the borrowings
not only of the UnitedStates Government in the market, but, indirectly, through
khaxborrowings of all kinds which have the effect of impairing reserves.

Now going still one step further, let me emphasize the contrast betwsen
the conditions which prevailed in the o0ld system and those which have noﬁ/;risen.
I have pointed out how, in the extremes of the trade cycle we have on the one
hand impairad reserves and very high intereet rates and on the other hand surplus
roserves and very low interest rates. That condition has now quite disappearad.
In sctual operation, when the reserves of the member banks become impaired they
promptly borrow and they do not have to scramble around among théir customers
or on the stock exchange to call loans so as to make good the impairment. So,
on the other hand, when they have surplus reserves they are generally inclined
to repay what they may have already borrowed from us rather than make new loesns,
provided, of course, our rates are properly adjusted to market rates, snd they
will continue to do eso unless borrowing from the Reserve Dank becomes so
profitable as to be a temptation. l Now you will observe that under the old
system we experienced these periods of reserve deficiency and extremely high

rates for monsy and reserve surpluses and extremely low rates for money, but

under the present system all that has changed. Brosdly speaking, thers is;;l4:(\-:.

surplus raserve in the hande of the wewmer banks,
=2 Ea b

. A@hen bueiness expansion or new losns cause impaired reserves the
member banks borrow from us; when surplus reserves arise for one reason or
another, they repay to us. The coneequence of this is, of courqe, that we

. w&wwm
have no such extraordinarly high or low interest ratesh\ The funde flow in and

out of the Reserve Bank day by day as sort of a leveling off process, so to speak.
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Now in a banking system where 10,000 banks, which represent over _5§:4‘____JZ
of the banking depoeits of the country, have convenient access to a source
of borrowing such as the Reserve Banks, what are the possibilities that thise
borrowing may get beyond control; that the volume of credit may become
dangerously enlarged and that in consequence we may be guilty of furnishing
credit which might only result in marking up?ricee without any incresee in
production, with all of the(injusticss which are sure to result?

The chances of such a development man only be understood if ons is
familiar with credit conditions in al parts of the country. They could well
be expressed in the form of a cedsemed map upon which current local rates of
interest throughout the country would be expressed as maps are shaded to
indicate mountain ranges and their peaks. It would be found that over a
large part of the south, considerable portions of the middle west, and generally
hroughout the Rocky Mountain region interest rates -are not only high, but in
meny cases as high as 12%. Not only do the usury laws of some states permit
banke to lend money as high as 10% or 12%, but in practice a very larze number of
the smaller banks throughout the country in states which permit high rates
meke practically all of their loans at rates ranging all the way from 8% to
12¢, and there are many banks that charge even higher rates by various round
about msthods. But the rate difficulty becomes more acute when it is realized
that even within one Federal Reserve district of large area like Kansas City

+
4

or San Francisco, there may be sections where rates as high as 12¢ are charged, bu
on the contrary, in the money centers, especially in the city where the Reserve
Bank is located, the rates may be little if any higher than those prevailing in
New York City.

Bearing in mind, however, that amember benk may be impelled to borrow

not only because depoesits are withdrawn but equally because it has made loans,
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in all of those sections where the loaning rate is much higher than the Reserve

Bank rate the temptation will naturally be ever present to expand loans in-

. 0
definitely so long as the Reserve Bank is wiskiwmg to lend. This situation,

%

.
e

which prevails in some parts of the country, is quite differsnt from that in
New York City, where the vast bulk of bank loans are made at a fairly uniform
rate and where it is possible for the Reserve Bank, by an adjustment of its
rate, to exert some restraint upon the extent to which its members borrow from it.
Deferring until later any further discussion of methods of control
of borrowing, which means control of the volume of credit, let ke now refer to
what appears to me to be the most perplexing difficulty in the exercise of such
control as may be possible through the discount rate. It is a condition which
has arisen as a result of the war and it is appropriate to introduce this part
of the discussion by quoting from the report made by the British Committee on
Currency and Foreign Exchange, fregquently called the Cunliffe report, as fol-

fows:

"Whenever befors the war the bank's reserves were being depleted,
the rate of discount was reised. This, 28 we have already explained,
by reacting upon the rates for money generally, acted as a check which

operated in two ways. On the one hand, raised monsy rates tendsd

] s LY ] i B 5 v >

directly to attr 2014 by lessenling | 140 )

business purposes, they tended to check expenditures snd so to lower
prices in this country, with the result that imports were discoursged
and exports encouraged, and the exchanges thereby turned in our

favor. Unless this twofold check is kept in working order the whole
currency system will be imperilled. To maintain the connection between
s goid drain end s rise in the rate of discount is essential."

Various influences were set in motion by the war which have resulted in

our recéiving fremsidwme over ?2!0§j_396‘60(11 in gold in excess of what we held be-

fors the war started, giving us now a total gold stock of about $3,800,000,0000
of which nearly $8,100,000,000 is held by the Reserve Banks. This is roughly
a billion and three-quarters in excess of what the minimum legal reserve re-

quirements of the Federal Reserve Act would now require us to hold against our

present deposit and note liabilities. Under the provisiones of the Federal
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Reserve Act as originally passed by Congrees, the Federal Reserve Bahs,
when all of the reserves had been paid in, would have had a loaning power

of roughly ¢ - %ith this enormous mass of gold now in our

hands, we have a lending power at 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 disturbance fo the foreign exchanges.
With the foreign exchangee fluctuating within the gold shipping points any con-
gsiderable expansion of credit in thie country which caused prices to sharply
advance would very probably have been penalized by a gold sxport movement. With
the exchanges as they now are, that is with the dollar at a premium practically
the world over, gold cannot be exported, certainly not in large quantity except
after guch a period of expansion and rising prices in this country as would
éﬁ:ﬁSE%i a veritable orgy of speculation; such a debauch in credit, in fact,

as woﬁld reduce the purchasing power of the dollar progressively first possibly
to the level of the currencies of the neutral countries, then to sterling, then
to the franc, etc. And this brings me to the point which is of such importance
t§ the management of the Reserve System.

Before the war, as is set out in the Cunliffe report, a large gold
export movement was the visible and convincing évidence, not ‘only to the
mansgement of the bank of issue, but to the country generally, that the bank
rate must be raised. To be surs other conditions than a gold movement could
well justify increasing the rate of discount of the bank of issue, but a large
gold export movement, such, for instsnce, as we suffered in the early 90s, which
even impaired the gold reservee of the Government of the United States, would
require little argument or explanation to convince the country that the bank
of issue must take stepe to protect the gold reserve.

As we are now situated, it is trus that we may from time to time
lose small amounts of gold to those countries where the currency has no' been

grosatly depracisted., We have recently shipped some gold to Canada and it

was 2 natural movement because the Canadianexchange had gone to a premium A 4

:i!ﬁ»dollars'z:’a discount as the result of = large loan which the Canadian
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Governmentfloated in this country. And from time to time the currents of

trade and the balance of international paymentsmay indeed result in small

amounte of our excessive gold holdings being withdrawn, but, with the currencies
of most of the trading and banking nationa of the world so much depreciated

below ours -- ranging from 10f in the case of sterling to the vanishing point

in the case of Germany, Austria and Russia --- it seems altogether unlikely that
any considerable amount of our surplus gold will be taken from us. Other

than such a debauch of e{pansion as I have described, the only possibilities

of early losses in gold would be through radical changes in the monetary laws of those
nations whose currencies are greatly depreciated, implying, of course, the
balancing of their governmental revenues and expenditures.

In the absence of the possibility, I may say even the remote possibility,

conditione which I have described

of any such movement and in the face of I lescribed
as to interest rates in different sections of the country, what should be the
olicy of the Federal Reserve System in exercising this function which is of

©

supreme importance of regulating or influencing the volume of credit.

This brings us in fact to thoscimportant questions of policy
in which human judgment plays so large a part. Various suggestions as to the

policy of the Reserve System have been advanced by critice and students. They

all seam to lead back to the two methods of regulation of credit volume which

are, after all, fundemental. One may be described as the exerci of

discretion by esacl Bank as to the amount which it is willing or which it
thinks wiee > lend Lo borrowing members. The other is the exercise of suc!
influence sontrol as ie possible through the fixing of the discount rate.

It might st first sec hat, theee two methods of regulation were in conflict with
esch other, ) hey & in fact both neceasesary and complementary; both have ad-
ventage 1 dsewduantager,




In a generalway, it is my ‘opinjon, slthough_others may differ

from me, that rate rsgulation-will operate ef%eénively in the long run as to
~

the greal n I Americsn benk credit, that is as to those banke whi 14
the principal amount of deposits and loens, provided the rates are wisely eetabl
py all of the Reserve Panks, and especizlly by those Recerve ! hicl ¢
located in the larger cilties of the ¢ It is in those centers that interest
sates are lowest and most stable and where tlie range ie narrowest between
minimum and maximum rates,; but i he sectio f the country more remote
from the monsy centers, where intsr 1 higher, ss was earli
lsscribad, Lhe exercise of a wise discretion by the management of the Reserve
Bank Is lmperstive, ollberwise the facilities of the Reserve System might be
wbused by membsr banks borrowing excessively for profit.

Let me describe some of the difficulties of exe ing discretion.
First, the diecretion, I hsv 3T describsd, must be exercised ex post
Pacto. The transactions giving rise to impesired reeserves by the borrowing
nembers have slready occurred when the borrowing from the Keserve Bank is

. # . Lo 3 £ 1 £ +}

metences reslly means thsa
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judging equally of all loane mede by smember bank?
JUUgillyg OYualld
; ¢ - W g
Fourth, even sssuming that such judgment were possible, sho shall say

how much each member benk shsll be permitted to Yorran "without exceasding the bounds

of prudence? Is it fair to assume that = member bank should liquidste once a
year, or twice a year, sc that its borrowing requirements are seasonal only,

or should we admit that a certsin smount of borrowing from the Reserve Banks may
be permanent? Section 4 of the Act provides that s Heserve Bank shall
" @ xtend to each member bank such discounts, sdvencements and accommodestions as
may be safely and ressonsble mede with due regard for the cleims and demsnds of
other member banke." bu?;ppch difficulty will be experienced by the bank
mensgers of any one district in meking these nice decisions &s to its own
{ v -
district members only, apd; extending this to all the managers of the twelve
Reserve Banks, with the 10,000 members with which they must deal, it would indeed
appear to be impossible to exercise such discretion with universsl justice’zapsaaii;r,
: 2 . . : £ - 3
spad - Indeed it msy well be that in the absence of tbeydrﬁnﬁh Banking
gystem the Federal Reserve System will be the vehicle for furnishing a certein
emount of credit permanently to those remote sections of the country where
e —
interest, rates are high and where liquid capitsl is deficient.
A Pifth difficulty wid? appeanpto arise ss to the regulstion of the
total amount of credit for the whole banking system, as distinguished from the

total which sny one member may be allowed to borrow. Obviouely the twelve
Recerve Banks can not ma¥® out such & nice msthematicsl arrangement of credit

a8 would serve the requirements of all the banking system and work smoothly, becsuse

these requirements vary greatly st different seasons of the year and in different

A sixth difficulty ie at once obvious were the system to assume
responsibility for declining losne to members which maKe it necessary for those
membere to decline loans to customers. It hae always seemed to me that the

primary responsibility for any loan made by a bank to its customer should rest with

the officers and directors of that bank &nd that the Beeerve Genk should never

Lhé;%
agsume Xk& recponsibility @k nor be willing to sccept the consequencee of
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exercising it. o

And s seventh dif

h

ficulty, although this mey not indeed be all, is one
which I regard as more serious than any of the others, - the exerciese of powers
conferred by the Reserve Act upon dhe Reserve Benke by thie ruie |of personal
discretion, I fear, would develop inevitiably in time a buresucratic attitude
of mind on the part of the menagers of bﬁes&-bans fhich would be unfortunsate
indeed for the welfare of the whole banking system. Bankers in time would
rebel and the public would rebel.

Now, on the other hédnd, it must be admitted that if = member bank is
able to loan all of ite funde st 10% or at 12%, and if it is paying as high as
5¢ interest upon its deposits, and has the opportunity to discount paper at ite

Reserve Bank et 4-1/2f, the temptation to make the =dditional profit by

enlarging ite buesiness and discounting freely cannoct well be escaped. Nor cer

.

the FKeserve Bank charge that member bank a rate which would operate as a

restrain to its borrowing without charging & like rate to member besnks in ite

own city or the money centres of its district which would put the resources of the
Reserve Bank entirely beyond the reseh of most, if not 2l1l, of the large banks

of the district. Therefore, hLowever, difficult may be the exercise of discretion

/
Y A .

in some Reserve districtey”/that would appesr to be the only mesne of exercising
| A ‘
a regulstory influence.
On the other hand, let us see how the reste will operate. I think one

should look upon the credit structure of the country ss sn inverted pyramid at the

base of which ie a foundation of bricks of gold whict

of sustaining each its own proportion of the gntire inverted pyramid. Those

s

bricks of gold sre the bank reserveec depeertef~with the FReserve Bank. If one

m

brick is taken out of the base the eeries of stopes resting upon it, representing

g ’
the volume of credit sustained by that reserve Lase, muet, inevitably, come down.

And if = brick is added,by so much the pyramid ie very shortly enlarged. If the

o

Reserve Denk rete ie so low as to be an inducement to borrowing additionsl tiere of
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Poundation and the pyramid wi e by so mucl

will bs laid at the

enlarged;and the reverslis equally true if the rate does not induce borrowing, -
the size of the pyramid may be kept unchangedw Y

A rate control of the volume of credit heas a variety of advantsges.
One is that it ie democratic. It applies to all alike and it requires little,

if any, expostulstion end remonstrance to make it effective. It must be

admitted that sn advence in the discount rates by the Reserve Banks will not

necescsarily influence promptly the mountsh pesks of high interest rates in the~ 3%

+J

YaLiaue sections, But I rather doubt whether it is necessary that it ehould do

g0, Although notcapable of statisticel support, I think the ststement may be
is effective in checking borrowing

hazarded from past experience that a rate which

in the money centers, or even in reducing borrowing, will indirectly be an

(o)

influer in all sections of the country. It certainly has the effect of what

I might describe as "driving borrowers back home." It ie customary for meny

concerns which do a large bueinese to borrow in the cheapest money markets, no

metter where their offices and business may be located. If New York, for

instence, should sdvance discount retes and member banke in turn advanced tates

to their customers, a certein number of these out-of-town borrowers would go
A

tc their locs banke for their loasns if the rates are satisfactory so as to

enable the borrower to pay off in New York. This process I believe would be

£
found, could it be analyzed, to be many times repeated, so that the effect of

rate changee in the twelve Reserve citiee ies not confined alone to those cities

but extends throughout the country. ¢

Another point frequertly overlocked in regard to the effect of the rste

ie due to lack of understsnding of the way in which borrowing from the Reserve Bank

originates, - that is through impaired reserves. Every basnk knows sbout what

its loanable funds cost

is
8

IEEXEXpanEasxXERaxoverkand X amaunkxEnx it on the average

and sbout what it receives on all of the money which if/losning. It knowe

about what ite expenses and overhead amount to and the difference is its profit.
When a bank's reserve becomes impsired so that it must borrow, it does not

pick out =

particular piece of pasper which it has discounted at a higher




rate of interest and then rediscount that, at the Reserve Bank rate and

figure that it is making a profit, but it ies much more lisble to see whether

the borrowing from the Reserve Bank at the Reserve Bank rate involves in point of
fact an absolute loes, or whether it may not be less expensive to reduce loans or
gell investments and avoid borrowings. Expressing it differently, the rste at
vhich a Reeerve Bank lends to ite member bank has no particular relation to the
rate xk which & member bank receives on any of ite trsnsactions, but it has @

relation to the sverage of sll retes received by the member bank and the sverege

coet of all of its loanable funds. And from this I have always concluded what I firmly

believe to be the fact, that a Reserve Bank rate in order to be effective in

o

restraining undue borrowing, does not necessarily need to be & penalty rste, that
ie to say a rate fixed so high that there will be no di“Ferer&&‘in favor of the

borrowing bank on any paper which it may have tszken from ite customers, even the
Sp——

highest rate paper. But an effective rate will likely be somewhere within the

range between the avernge cost of all ite loansble funde, including overhead, and the

.

t receives upon 2ll of its earning assets, with due allowsnce, of

Y ad

[N

aversge
course, for loss of interest on reserves.

The chief advantsge of rate control, however, is in the way it serves
to regulate the totsl volume of credit ss distinguished from the

Qi}'r‘{
total smount of loane to sm indivicdual member bank. I would regard the determinstion

more definitel

e

of the amount to be loaned to an individuel member bank se a credit matter to be

determined juet as any loan would be determined by any bank to any customer. But,

1 3
= J

s}

on the other hand, I would regard the rate policy of the Federal Reserve Syetem as
a national credit policy more directly relsted to regulating the volume of credit
in the country so ss to meintain stable credit conditions.
Finally, however, we must recognize that there are many people who believe
that more money, snd cheap money, means prosperity and happiness. To those people

eén advance of discount rates may at times be difficult to expleain. It is on

that account that the absence of naturasl movements of gold is moet unfortunete;




performs ie direct, for othere it is indirect, but o&—%h?f—HC&Oung\is not less definite

=20=

and it is for that reason, as well as for may others, that the world i& hetter

off Aﬁ; a. prompt return to the gold standard and free gold payments.
) g
/ Le

Permit me now to make s brief resume of this argument: The ?eferve
£ /

£y = - d ~ . 3
Banks have been given the power to creste reserve balances and*@ﬁﬁgggé‘go regulate
the volume of credit. That velume of credit expsnds in response to ex post
facto borrowing by member banks; the maes of their transactions causing the borrowing
having alresdy occurred, there is no mesne by which the Reserve Bank carjcontrol
the use which ie made of the funds whch it loans to its members. Credit so borrowed
from the Reserve Banks is leee likely to return for cancellstion when no longer

legitimately required if discount ratee sre too low, and a high discount rate

will operate to induce its return. The prec=enrt bsnking evetem has crested s
situation where there is no fasst curplus-of 'banking reserves in the country, ,kg

end where there is not likely to be adeficiency. The resl reserve barometer ie the

recerve percentage of the Reserve Danks. The impulse which will #ead the Reserve

; S el =
A fa 2 v
System to change rates must largely arise from pateeessi-ymdiment, snd it cannot be
/ e — ———
expected that the impulse to advance rstes will be given by gold exports for &
long time to come. Therefore, the regulstion of the volume of credit which ie

the chief function of the Reserve System must be effacted by a combination of rste changes
J o (‘\MM‘., 4
and perachel—diseredten 2s to members' borrowings. The Federal Reserve System

hse alwaye impressed me as being esséntielly a social institution. It is not a
super-Goverrnment, it is simply the cresture of Congress, brought into being in
responce to a public demand. It was not created 9&@6&i&l;v to serve the banker,
the farmer, the manufacturer, no¥ the merchant, nor cnnnffée Treasury of the United

States. It wee brought into being to serve them all. , For some the service it

nor any less important. It needs and ssks that it be given the benefit of
intelligent study and enlightened criticiem. Ite future depende upon ite own

good behaviour snd upon its success in winning and holding- the-confidence.of the

(.T.

public. i U ] " A
gla Gaalamy W/ ' _




Increasing quantity reportes for students

Generally understood that Reservse Bgnkszﬁpw
Discount paper
Invest in bille and U. S. securities
Issue and redeem paper currency
Distribute mstallic money
Collect checks and instruments of payment
Settle Domestic Exchsanges

As fiscal sagents -
Borrow
Handle Debt
Recsive Hevenues
Pay disbursing officers checks

Important to visualize volume -
New York Bank 40%
10 months' transactione thie year -
Average .eserve $1,150,000,000 gold
Discounts - 45,000 pieces Aggregate ¢5,BO0,000,000

Acceptances 81,000 pieces Aggregate 1,150,000,000
Government and other securities

purchased and sold------=====e=e 2,400,000,000
Currency counted 315,000,000 pisces; 2,000,000,000
Coin, daily - 26 tons
Checks, notes, etc. 118,300,000 pes; 51,000,000,000
Telegraphic payments (15,000 miles) 17 ,600,000,000

Treasury Transactions too great volume and variety

Figures emphasized contact with credit snd currsncy
Significance of functions

Policiee and purpoees inspired in extensive literature
Repetition of competent students and critics to discuss

One function heart of system; operation other parts depend
New element in power to influence, regulate or control volume

Other functions insignificance
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influencs

v

Whatever views purchasing power -- guantity theory.-
upon prices of considerable changes in quantity; metzl coins,

aper moneyv; bank deposits. >
pap Vs )

/ [’ - _ 15[-‘ .l\l‘.
' olume «  fonchetepy -
Revolutionary changes of Act -- relation to prices
= Reduced reserve requirements
Original and 1917 L , ‘
i Clearing House functions
Speeding payments check collections
Shortening currency shipments and redemptions
Gold Settlement Fund
Daily telegraphic settlements
Less time settling domestic exchanges

» 2

3. Most important power tol_pmempt or influence change in volume
Bank Reserves
Currency

Thesis solely regulation volume -~ change due to newdevelopment
Beer Story

Refresh memory credit matter prior 1914
All bsnks statutory minimum reserve
Except legislation no poesible increase reserve money except gold
production; imports
Nor contraction unless exported
Contraction by paying out or exporting
Expansion redepositing or importing
Bear in mind total and not percentag

______ —-—

Thie had serious consequences -- business or credit cycle
One extreme - impaired; speculative rates 100§; merchants and
manufacturers burden; percussion cap

/'»‘!r" el / 2 Vi /590 - £

Early 90e - ] U ' o |G -/‘n oee iy =
Deficient revenues ‘ it
Unfavorable Trade Balance La ™ee. /5707 OFwes ee®
Gold Exports /8%3-187(. ¥ ’
Monetary agitation
Uneasiness L

|89%. Clearing House ressrves short $;@_ii;;_t_fvl_
Fear Treasury default gold payment

Crash_Liﬁ;jjj;_;_‘_;ﬁiﬂl__:;‘ __‘(4ate)

D

NewYork, and banks generally, suspending currency
payments; also cesh settlements for collections
throughout country 1870 /€. ' )

Clearing House Certificetes $ /£45. #1.494.00 o




1907 same-- ; = o ,;fg -
Deficient Reserves $ ‘ﬂfti_,ffzf:ti-f-
Extonded condi ion certain New York City Banks
Alarm
Same development as early 90s
Call money /2
Currency _ 4 % premium
Domestic Exchanges frozen

Other extreme of cycle -~ liquidetion; surplus reserves in Money centers

4

Early 90s- “ ! ” s Pt 5 , P
3 Surplus ¢ /11! .6oe poe. oUet heze 25, T > b 4/2€ ~ 40
Required reserve /gééwj?of present %
Money below 1p
1907 same -

7 .
Surplus f?__:_.[l: f.’.f,(’.’ (:',I__ - {'76‘(”‘,»" /?"D Q
First condition banks calling losne

Last described conditions forcing money
Money unloanable
Temptation speculator beyond resistance
Personally recall 3/4 of 1%

Extreme credit conditions because no strstch
Period of surplus funds poured into speculation
Period of deficient banks withdrew causing extremes
1. speculation

)

G embarrassmsnt

No control of volume; no moderating influence rates; no influence gold move-
mente.
Governor Bank of England 1916 -
menacing influence to their reserve position
our unregulated gold movement

Refreshing memory old conditions contrast with prssent conditions

Business expansion arrives natursl and seasonal, or sseries good crops ve bad abroad
Either short or long cycle
Whatever cause Reserve System finances
Manufacture reserve money
Members increase loans and discounts larger volume; correspondingly deposits




One or two fallacies

1. Notion mysterious influence credit walk back surrender for cancellation

2. Exacting requirements type of loan, character of paper

ﬂQfJ1/ ¢;:' Cannot control use of proceeds
it /@[/\ =

Practicsl experience throws light upon

1. Way credit extended
2. Way retired when not needed
3. Impoesibility to control use

First extension of normal,seasonal, necessary, legitimate credit
Motive only impaired reserves
Illustration -
Minimum reserve impaired
Interest penalty
weekly; fortnightly average
Regular report
Way borrowing works simple
Illustrate NewYork City bank-
Morning exchanges; debtor or creditor; we settle balance
Deposits made and withdrawn
New loans made and old paid
Buy and sell securities and exchange
Furnish currency
Makes up "position"
Reserve impaired - borrow
If surplus - should pay
May not do so because opportunity for profit; losn higher rate
Member always watching
If muet borrow - how much
If can repay - how much
Which is most profitsable
Greatest influence profit and loss
Regularly borrow but 2lways repay unless profit inducees otherwise
Business e xpansion - borrowing will increase if rate not too high
if level too low, credit will not come back

Discuss rate control lster
Emphasize borrowing ex post facto
Conditione already existing
Explanation usuely Treasury, seasonaldemands, loss of deposits
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Limitations on eligible paper -
Reserve impsired, membsr borrows
Cannot determine proceeds applied
Amount simply net deficiency
Borrower selects paper not for rate, but convenience
Denomination
Maturity
Fasily deliversd
Discounted paper no relation to transactions causing impairment
Illustrate -
Stock Exchange Loans -
Commercial paper discounted two months before; no relation to
transactions
Proceeds makes good reserve

If design of suthors prevent funds stock exchange or other ineligible
only way prohibit any such loans.

Pesk of expansion 14%
Member banke held much larger amount
Also large amount ineligible
No possibility to influence application

Enlarged upon point to emphsasize
Expansion Reserve Bank loans foundation greater expansion
Result from any cause
Eligible paper simply vehicle
Definition effects no control over use

Step further -
Reserve Banks feel demand expressed eligible paper
Origin in expanseion stock speculation, real estate, crops,
building, Treasury, anything impairing reserves.

Step still further -
Contrast old and new situation

014 -
Extremes; impaired reserves high interest; surplue reserves
Q@Q?Qﬂ% low interest.
That 234 disazppeared L
N - . p ‘ ' & 4
o s, Ao Mo L IOA

No scrambling to call, but borrowing c

When surplus, repaying

Broadly spesnkng no surplus, everything over ewept into ue
Consequence, no very high or very low rates

Funds flow in and out of Reserve Banks

Leveling process
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[ oS a0 Wee
10,000 banks 2.5 4 of rdsesuas
Convenient access
Poggibilities getting beyond control
Volume of credit dangerously enlarged
Mark up prices with no increased production
Injustice such development

! f o ( ; { ¢

Must understand credit conditions throughout country
Could be expressed in meap
Variations in rates in sections
Usury laws
Rates from 8%t o 12%
Difficulties within district batween cities and country
Need for borrowing not only deposit withdrawals, but newloans
Temptation in high rate sections extrsme
Very different from New York City and money centers, - rates more uniform

Defer further discussion of control until later

A nother perplexing difficulty -
Condition resulting wholly from war
Cunliffe Report -

"Whenever before the war the bank's reserves were being
depleted, the rate of discount was raised. This, ae we
have already explained, by reacting upon the rates for
money generally, acted as a check which operated in two
ways. On the one hand, reaised money rates tended
directly to attract gold by lessening the demands for
loane for business purposes, they tended to check
expenditures and so to lower prices in this country,
with the result that imports were discouraged and
exports encouraged, and the exchanges thereby turned
in our favor. Unlees thie twofold check is keptin
working order the whole currency system will be
imperiled. To maintain the connsction between

a gold drain and a risg in the rate of discount ie A
. - > ) 4
essential ." 4 2' 2 7
g 160 o090 0"t dhue W [ .£9¢. w -
Influence of war - Received $ f___;_‘ ", _____gold My «t " ’ .
)

Stock  $3,800,000,000
Reserve Banks $3,100,000,000
Excess over minimum

requirements ------ § [Léfﬁlgq;_y a2 Do . -
A < o '
As originsally constituted lending power $_ oo s pep A"~ O ' -
Mass of gold, excess reserves, N |
further lending power —----- ——— $;1_§;;;;:;‘z =i o el UACA 3
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If normal exchange rates within gold shipping point
Expansion
Price advances
Gold exports

With exchsnges now premium
No large gold exports
Orgy of speculstion
Price advances
Reduced purchasing power of dollar progressively
Neutral countries :
Sterling
Franc
2 Etec., Etc.

Thie bring to the point - .
Gold exports visible and convincing evidence
Other conditione might justify rate increase
Large gold exports as in 908 convincing
United States gold reserves imperilled
No argument needed
Small losses now possible
Canadian shipments
Currents of trade and balances of payments could draw some gold
Discounts - ]
Sterling 10%
Vanishing point, Germany, Austrisz, Russia
« Large exports unlikely A
Only large posiigility change of monetary laws, balanced budgets

How G 5 Cphpetl —

Absence of gold movements and greatrate differences how regulate?

Questions of policy of human judgment

Various policies suggested
All suggest two plans which are fundamental -
1. Diseretion
2. Rates
Do not conflict - complementary
Both have advantages and limitations

My opinion rate regulation most effective under present conditions with
great mass if rates wisely established, espscislly in large citiesy where
Interest rates lowest, moet stable and narrowest fange.

More remote sectiong; personal judgment and discretion
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Difficulties of discretion -
1. Ex post facte; tranBactions already occurred
Scolding
If loan declined penalty applies
Loans called
Scolding cauees irritation

2. Geogrephicsl -- distances from bank

3. Baeis of discretion; who shall judge
Loes of deposits justify.
How about new losns

4, If judgment possible, who shall decide limitations of prudence

Should members liquidate periodically, or

Should amy borrowing be continuous

Section 4 provides that Federal Reserve Bank sha 11
"extend to each member bank such discounts,
advancements and accommodations as may be safely
and reasonably made with due regard for the :
claims and demands of other member banks"

Difficult making nice decisions within district

Much greater in all 12 districts

Difficult exercising universal judgment

Possibly permanent credit to high rate sections.

5. Regulation total smount credit
Mathematical arrangement impossible
Requirements vary in seasons and sections

6. Responsibility declining loans causing members to decline customers
Responsibility rests upon member bank directors and officers
Consequences to system too serious

L
7. Poegibly not all difficulties ot ;:‘/ 7 é7[‘[ / -
Power excites appetite for more power
Bureaucratic

Autocratic developments
Bankers and Public rebel

KC S . ) f( =2 ‘P . ) 7*’ //‘,\/, 4
LOUpup~ Ut [wffgfu e N6 &fﬂ} 0 ANA NV, -

Rate Control -

Members rates 10% and 12%

5% en deposite

Reserve Bank rate 4-1/2%

Temptation to member

Restraining rate would penalize city banks

Discretion seems only possible plan

See how rate operates -
Inverted pyramid

Rate control has variety of advantages
Democratic
Applies to all

'{\7.‘ g ¥ expostulation or remonstrance
But will nd influence mountain peaks
Will apply to great bulk
Without statistical support influence extends back
Drives borrowers home
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Describe how it operates
Difference between effective and penalty rate
Each bank knows cost of funde; return on funds
Rate on particular piece of paper discounted not controlling
No relation between two rates
Effective rate might be somewhat below penalty rate
Probably somewhere within range of average cost, including
overhead, and average of earning rate.
Chief advantage of rate control
Regulates total volume of credit, distinguished from total
individusal borrowings
Individual bank line credit matter
Rate policy ie national; designed to regulate total volume
and promote sta_ility
Méty people believe more money, cheap money means prosperity
and happiness
Imposeible to explain advances of rates
Absence natural movements gold unfortunate
Prompt return to gold standard and gold pament

Resume:

~—

Power to create reserve balance and

Coneiderably regulate volume

Expansion ex post facto; transactions have already occurred
Cannot control application of proceeds

Credit unlikely to return if rates too low

High rate induces return -

Under present system no surplus

Also no deficiency

Reserve barometer is resérve bank percentage

Impulse to change,general conditions

Gold exports not likely

Regulation of volume chief function

Effected by rate changes and due caution individual borrowings
Federal HReserve System socisl institution - not super-government

~ Creature of Congress

Public Demanded it

Not created banker, farmer, manifacturer, merchant, Treasury
Serves all

Guiding influence not profit

Surplue earnings to Government

Some service direct

Others indirect

Intelligent study and enlightened criticism

Future depends on good bhehavior- winning and holding confidence.










2a, Vhen did the Associated Clearing House Barks' reserves become deficient
in 1907 and for what amounts and on what dates?

$1,200,000
38,800,000
51,900,000
53,700,000
54,100,000 (maximum)
53,000,000
46,200,000
40,100,000
31,800,000
20,200,000
surplus

o]

1907 Oct.
Nov.

L N
P OHP0WnWOWN O

Dec.

0

19C8 Jan,
Y. How high dia.call money loan?
125%
¢c. What was the premium on currency at the time of the 1907 pénic!

Reached 4 per cent. three times in November.

3a. After the liquidation in the early 90s the Clearing House banks
developed enormous surpluses and, as I recall, money loaned helow
one per cent, When did this surplus reach its maximum and how much
was it?

January-February 1894 Maximum $111,600,000, first week February.

b. The same occurred in 1907 or 1908: when did the surplus arise and how
much was it?

Began January, 1908 and reached maximum, $71,000,000 last week of June,

ce In the early 90s when this great surplus reserve arose what was the
total required reserves of the associated banks, as distinguished from
the reserve they actually had, and what percentage is that compared to
the required reserves of the New York Clearing House banks teday?

Average required for year 1894 was $138,300,000
Average required week ending November 18, 1922 was $511,000,000.
per cent, 1894 to 1922 is 27.

4, Vhat percentage of the banking deposits of the country are represented
by the 10,000 banks which are members of the Reserve System!?

About 55 per cent, (June 30, 1921)
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FEDERAL RESE
OF NEW YORK

OFFICE CORRESPONDENCE DATE

fo Ur. Strong SURIRET

Federal

On June 21, 1917 and for purposes

of calcul atine the Rese Banks under the require-
of c we have ta the figures for June
s
'he fo the questions on comparative lendi power
t'_ll':‘ﬂ A NA
L]
-
Ty999 ja 191 AT - nh A oo 1099
June 15, 1917 November 22,1922

,080,000,000 3,220,000,000

1
1,050,000,000 e ,090,000,000

Required 550,000,000 1,580,000,000

gxcess Reserves £30,000,000 1,640,000,000
Additional Lending Power 1,400%000,000 4,400,000,000

Total Lending Power




It is plain that throughout the Middle iges, that is to’-w the
period between the fall of the Roman Mmpire and the barbaric invasions on
the one hand and the end of the Tudors, the age of Louis X1V and for some
comtries the Freuch Revolution on the other, the ordirery man, from free
tenant to serf, was bound to the =0il in some degree in all Europesn lands.
His semse of depundency might vary according as the power from which his
tonure was derived was the Orowm, the Chuwrch Or some intervening Lord of
tle Manor, but the sorvice due was practionlly the same, labor of som sort
whe ther agricultural or military, commmuted as the years went on into momey
payments or their equivalent.

We J» Ashley, "Eomomic History and Theory." Vol. 1, page 4l.
Almost all the labowr upon the demesne was funished by the villeya

tenants, who contributed ploughs, oxen and men for the balliff's disposal.
Long after commutation of services had largely teken place, the lords retained
the right to assistance in all the more important processes, ploughing, reap-
ing, threshing, carting.”

Serfs warked three and four days a weck from Michselmas till Angmst
on their lord's lund at field labor, and were called in ulso at harvest tise.
Where there was no intervening lord the Church and the State could exsct the
sam labor from those holding from them. This held good for France, Germany,
Italy as well as England. The labor obligation was commuted for payment in
monsy or in goods gradually, fhe feudal temure had been largely dome away wi th
in England by the Tndor period, in Prance by tle eighteenth century, in Germany
by the time of the French Revolution; dut t+aces have survived domn to modern
times, as in working an the rounds t0 pay off taxes, and in jJury duty.

See articles in Mlgrave's Dictiomary of folitical Eomomy on Corvée, forced
labour, prestation, predial service.

R I et el s i e it o e




he foudal temantry in Englamd was obliged to give forty duys a year
of military sorvioe. It was part of the work of the comtinental tenants as
well, and the foot soldiers, who were the less important portion of the forces,
were fomed from them. The traditions of Greece, Rome, sad the Jermsnic
trides were that every man was obliged to fight for his camtxy or his people,
and if this ideal was not enforved in fewial times, it was because fighting
came to be looked upon as a privilege of the higher classes; the lords, their
atlendants, and the frve uants could use horses and m. vhile the villeyns
and serffs fought on foot, when requizred; in time it scemed more practical $o
lords and to the cities %0 leave tlem at tle ir work and to hire trained, pro-
fessional soldiors, mercenaries.

In Charlemagre’s empire, the forces were wmnpaid and had to provide
their own squimmnt and food.  All were called out in the levie gemerale,
their obligation being to fight for their King, for their lord md for the
right to hold their land. Under the Oape ts in Prance, military services were
unpaid, after them a paid soldiery was employed. Under Louis X1V there was
in faot no general service, volunteers, morocenaries and drafted men forming
the army, dut in theory the reserves, the mﬁm. and, for the oltm.'
the milices bourgecises, included every man. These theoretical condi ti ons
of obligations to serve, whether with lsbor or »i th military service, were
accep ted throughout Europe; the revolts against them of poasmnts, of re-
ligious secta, and later of men unwilling to serve in the army, were csused
by same fom or other of oppression or sbuse in applying them or from their
being revived after many years of disuse.

For the French amy see: "L'armnde & travers les ages,” lectwes delivered

before the war college by B. Lavisse, C. V. Langlois and others.




In France the ammies of the Revolution and of Napoleon were raised
chiefly by comscription; the same process was applied to the German and Austrian
amies fomed to oppose Napoleon.

By the time the war broke out military service was compulsory for all
males in Gemany, France and Italy, as it still is; the assumption there is that
every man has had military training. In Germany dwring the war, every man be-
tween 17 and 60 not in the army was obliged to work in war industries. In Great
Britain efforts were made for same years before the war to swstltute something
like general military training for the militia. (Sir Ian Hamilton im "Compulsory
Service"). With the outbreak of the war the comscoription was introdwed and,
in 1915 Lloyd George advocated comscripting labor for war work t00. A. B. Kelth
in "War Government of the British Dominions™ says that couscription was not needed
in New Zealand because all men were organized into a reserve force, which was
called upon for labor also. In South Africa it was impossible; in Australia
it was voted down; in Canada it was put through with diffioculty in 1917.

Encyoclopedia Britannica - Militia, Conscription.




PRI1ICE FI1XINRG

Governments in Europe from the beginnings have exercised the right
of fixing prices for commodities and for lasbor. The records of prices we
have back of the eighteenth centwry are almost wholly of mrices fixed by the
authorities, from Diocletian down. The rates for wages are fixed in tie
Code of Hammurabi. In England the Statute of labourers, 23 Edward III,
compelled mem to work and determined the rate of compemsation, and subse-
guent statutes maintained the practice; in Elizabeth's time the justices of
the peace were ampowered to set the wages and retained the power till near
‘the end of George 1Il's reign.

Palgrave Dictionary of Political Economy, Labour Statutes.
In time of war every Luropean Govermment hes undertaken to fix

prices. In the late war Germany at once fixed prices and rationed out food.
In Great Britain the Government through the Ministry of Food undertook to
control prices from the start; New Zealand regulated prices by the Cost of
Living Act of 1915; Australia controlled prices in general and appointed the
Food Adjustment Board inm 1916; Canada appointed the Food Controller in 1917,

followed by the Food Board in 1918; South Africa only enforced food control
after the war ended.
A, B. Keith, Var Govermment of the British Dominions.

For the United States tne fixing of prices is dealt with by ¥W. C.

Mitchell, "History of Priees during the Var" amnd FP. W. Garrett, "Government
Control of Prices," Bulleting 1 and 3 of the Var Industries Board's publica-

tions.
Lewig H. Haney, "Price Fixing in the United States during the War" and

Simon lLitman, "Prices and Price Control in Greast Britain and the United States."




Mr. Garrett says that the President was finally respomsible for all
"Congress did not grant to the President or to any other agency authori ty to
woark out a programme of general price regulation during the war".... 'The
President deemed it necessary himself to become in reality a minister of price
controls .... The whole body of regulatioms relating to prices, whether spe-
eifically allowed by legislative enactment or set up loosely under war powers,
took their final administrative authority from the President.

- Prof. Mitchell says, "“The Governmenti's efforts to control prices met
with wide spread support among business men and consumers. Patriotism and the
pressure of public opinion supported a vigorous policy of positive reduction
of prices in many lines, and of "pegging” prices in many others. Comservation
of food, of fuel and of miscellaneous goods was effected in comsiderable measure
by voluntary effort, by systematic reorgan'zation of trade practices, by Govern-
ment rationing, smd by control over imports..... The whole country achieved a
nearer approach to rational direction of its energies than had ever been attempted
before."

Mr. Litmsn gives a very brief history of price control in the past, with
a fuller account of what was done in the French Revolution, t0 back up his viems
that price control was never successful. He shows that from time immemorial
Governments have tried to handle prices. He goes fully with equally severe
oriticism, into all that was dme in Great Britain, and the United States to
control prices in the late war.

Mr. Haney says: "The price fixing agencies were so numerous and the
arrangements made often so iafor-\l'that an exhaustive treatment of the sub ject
would be well nigh impossible.

" Prices were more or less formally fized by various departments or

branches of the United States Govermment for at ledst 110 important products,



@ach of vhich required a separate price-fixing operation.”

He enumerates the sgenclea: Congress, the Fresident, War Industries
Board (Price fixing committee), U. 8. FPood Administration, U. S. Fuel Administra-
tion, War Trade Board, Federal Trade Cammission, U. S. Shipping Board (Bmergency
Fleet Corporation), International Nitrate Exeoutive Committee, U. S. Shipping
Board, Food Purchase Board, Army and Navy departments, Appraisal Boards of the
Armmy and the Havy, U. 3. Railroad Administration.

"Price fixing, in war time, is a necessary evil.... The evils may be
reduced to such a minimum that, in war time, the advantages ontweigh the dis-
advantages. On the whole, it is our opinion, that such was the case in the
United States, but that the balance in favor of the mwrice fixing was, on account
of the way in which it was done, much slighter than it should have beel.".ceee

" A feeling of loyalty to the nation, or s ome substitute therefor, made possible
much that would be difficultor impossidle in time of peace.™

f. Bendelari
Statistical Department
December 7, 1922.
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glad guest
accept
realize

precious
opportunity

reetricted

second-hand
intimately

familisrly

average farmer

perplexing
trade industry

foreign

breed

Wall Street

ggriculturist

workse hard
country

good time

works hard
city

I am glad to be the guest of your association
and to be able to accept your invitation to address
this meeting. But you realize that e New York banker
probably knows precious little about farming. His
opportunity to learn of farming conditions is much
restricted, and most of the informstion which comes to
him in regard to the farmer's problems is second-hand.
So vou will not expect me to discuss intimately and
familiarly the difficult probleme of farm economy.
On the other hand, I suppose the aversge farmer likewise
knows quite as little about the many perplexing problems
of the New York banker, which largely have to do with
the financing of the vast trade and industry of our
country; and in these difficult days the even more
perplexing task of financing the country's foreign trade.

New York does, however, produce a breed of
farmer with which you are little familiar. Many of
them are to be found in and about Wall Street. We call
them agriculturists. The difference between a farmer
and an sgriculturist is this: - A farmer works hard
on his farm all the year in order to meke enough money
to enable him to go to the e¢ity and have a good time;
an agriculturist  worke hard in the city all the year
in order to make enough money to run a farm where he can

go and have a good time.




no experience

observations

perplexed

distreesed

Japan etc

farm aistricts
similerity

Consider Java

richest

climste
rainfall

hundreds miles
paddy
irrigation

patches

volcano
banked

basin of mud

water buffalo

bare-foot
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Having had no experience with either kind of
farming, I must content myself with a few observations
which have some bearing, I believe, upon the problems
with which you are now very much perplexed and ?y which \

meny fermers are very much distressed.

A few years ago when poor health T
abandoning work for & period, I made & trip through the
Far East. During some months of travel in Japan, China,
Melaya, Burma, Indis, end the Dutch Indies, a large pert
of my time was spent in farming districts. One thing
that struck me most, I think, was the great similerity
in much that we saw. Consider Java, which is probably
the richest of all of the Eastern farming countries, both
in fertility of soil and in the natural advantages of an
eguable climate with abundant rainfz11. There for
hundreds of miles one sees the Javanese farmer, his wife
and his children working in the paddy fields where rice
is grown by irrigation. What one describes as a field
is really a series of patches of land, frequently but =
fraction of the size of this room, often running up the
slope of a volcano, each patch carsfully banked by hand to
retain the water which is supplied by irrigation; - it

is 1little more than a basin of mud. Vhen one sees a

plough, it is being drawn with leisurely dignity by a
huge water buffalo. The work in fact is done almost

entirely by bare-footed Javanese, both men and women, who




ankles in mud

hand tools
crop rice
transplented
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no furniture

pot

cooking
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work over their ankles in mud and water with simple
hand implements. As you know, their principal cereal
crop is rice, which starts its growth in = seed bed and
is transplanted from there - every plant - by hand into
the paddy. That operation alone, where for hours on end
the farmer and his wife and children stand with bent back
in a pool of mud, poking these little sprouts into the
ground, is a species of toil that would try the soul of
the hardiest American farmer.

When the harvest comes, these people go into the
fields with small knives and cut simply the tops of the
stalks by hand, bind them up in little sheaves and carry
them home on their heads.

Their clothing consiste of

one or two light cotton garments. The man frequently

works dressed only in a loin cloth, and the woman dressed
in a short skirt, or sarong, and loose jacket. The homes
where they raise and support large families of children,
consist of one or at the most two room huts. The walls
are built of loosely woven mats made of strips of bamboo
or palm fibre, and the roofs are thatched with palm leaves
or rice str%w. The doors and windows are simply openings
without glass or shutters. There is no furniture,
frequently no stove, and no cooking utensils to speak of.
The family equipment usually consists of but little more

than an earthenwsre or copper pot in which the food is

boiled. The cooking is freguently dons out in the rosd
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in front of the house, where the family gathers around

road

nesl the fire, and the meal, consisting of rice mixed with‘
some vegetables and possibly some chicken and eggs, is

pilef prepared in a sort of stew or pilaf. Not infrequently

I have seen the family meal served by the simple method

banana ‘140 of each member pulling a broad leaf from a banana palm,

scooping out his shere of the meal from the pot and eating
it with his fingers, sitting on the ground. During the

planting and harves! season when the village is working.

planting
harvest in the fields, the meal is quite possibly furnished from
travelling one or more travelling restaurants, and is cooked alongeide

restaurant of the road, where one sees a good part of the farming

community gathered in groups, eating this simple meal such =
as I have described, [E W—h W
100 yesrs About a hundred years ago, this Island of Jazg,——"——)
fangle was an almost impenetrable jungle. Under one of the
‘ early Governors - Daendels - a rather brutsl system of
Daendels
enforced native labor brought about the clearing of the
roads
Jungle and the building of a grest system of roads. At
that time I believe the Island had a native population in
O the neighborhood of four millions. To-day, the Island
4 million
has a population of 36 millions, and practically all are
engaged in agriculture, principally the raising of rice,
rice, tea

coffee, sugar sugar, tea and goffee. Now the conditions are not unlike

Not unlike 1n4i, this in other parts of the East. India with its population

220 million of 320 millions is engaged largely in Jjust such agriculture.
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The 1life of the Indian peasant farmer so far as I could
observe was not unlike that of the Javanese peasant

farmer, with possibly a slightly higher standard of living.

I have not been in Russeia, but from what I have read, one

conceives that conditions there are not unlike those in
Indie, China and Java. Practically thg whole of the
agricultursl Bast is irrigated. With the most painstaking
toil the peasant farmer in India irrigates his little farm
with water drawn from a deep well in a bucket or the skin
of a buffalo, drawn by a windlass operated by a bullock.
Although 25 3/4 million acreas of land in the hill country
are irrigated by the Indian Government irrigation works,
the vast plains of India are cultivated by small peasant
farmers, and the success of his crop depends largely upon
the seasonal rainfall, called the monsoon, and upon this
primitive method of irrigation. .

This I hope will give some picture of those less

fortunate farmers in other lands with whom the Amsrigﬁn
- e

farmer does and must compete¥ When I say compete, I use

the word in the broadest term because the work of the 1
farmer is principally to feed the world. The area of
distribution of what he produces is limited by a great

variety of factors.

according to relative costs of production and transportation,

but brosdly spea¥ing, sny nation with a surplus of farm

production is in competition with every other nation with a

His frontiers may expand and contract
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surplus of farm production. While the surplus rice

Burma of Burma assists in feeding the hundreds of millions in

Fndia India, the surplus wheat from India and Southern Russia

Mediterranesn

compates in Wediterranean ports with American wheat. % \
the .(5?

I
refer later Later on I shall refer to the importance of

competition competitive markets; but now let us compare what I have %

described with our own situation. I have been deeply

puzzled puzzled to explain the meaning of some of the figures

figures
published by our Government in regard to our farming \
Yesr Book industry. According to the Year Book of the Department
of Agriculture, I find that the value of all of our farm
crops, excluding animal products, in the last two years
before the war was 'as follows:
1913 - $6,133 millions
1914 - $6,112 millions
If roughly the same values were produced in
1911 - 1912 1911 and 1912, the total value of the crops of the four
25 billion years immediately preceding the war was about 25 billions.
From the same source, and again excluding animals, I find
that the value of all the crops of the country for the
1917 - 1920 four years 1917 to 1920, inclusive, was in round figures
#55 billions $55 billione; that is to say, in the four yeers subseguent

to our entering the war the total value of all the crope
20 billions in the United States was 30 billione in excess of the
value of all of the crops in the four years immediately

What became prior to the outbreak of the war. What became of this

great treasure?
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We can roughly assume that this enlarged value could
principally have been disposed of in three ways:
1. For payment of debts.
2. For increased cost of production and for improvements..
3« In a better standard of living for the farmers.

Now as to payment of debts. I find further
in the bulletine of the Department of Agriculture that the
total of bank loans to farmers as of December 30, 1920, was
estimated at over $3,800 millions, and the total of
mortgage loans exceeded $8,500 millions, and that notwith-
standing the enormous enhancement in the value of the crops
of the four preceding years, these figures represent the
largest amount of credit ever employed by the American farmer,
and in fact the census shows that betwesen 1910 and 1920,
the debts of American farmers wef; about doubled.

As to increased production cost. Our investigations
would indicate that only a part of this could have been
absorbed in increased cost of labor, fertilizer, and other
operating supplies. I shall not attempt to enlarge upon
vhat is not capable of more exact estimate, beyond saying
that the experience of each farmer can be relied upon to
indicate what his farm and his labor is capable of producing
at any given price level.

And finally as to the farmer's standard of living.

I cannot help but believe from these figures and from what

I have personally observed that for provident farmers it

has generally and greatly improved throughout the years.
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Without burdening you with a further statistical
discussion of this matter, which I confess puzzles me a
good deal, may it not be safe to assume that this great
value produced from the American farms is, in fact,
expressive in large degree of the possibilities of improved
standards of living in thie country. We note - as Mr.
Julius H. Barnes has recently explained - that while in
the first 20 years of this century the population of the
United States has increased 40 per cent., the number of
persons engsged in sgriculture has increased only 4 per cent.,
whereas the farm production during this period increased from g-:}
35 per cent. in the case of corn, to as high as 68 per cent. E; /

in the case of hogs. In other words, in this country, where ;
we get possibly the smallest production per acre planted,

and the largest production per capits of farm population, e

we are in fact developing agriculture under conditions which g

do promote the highest standards of living that are possible i?r

for farmers in any part of the world. And this standard of |

Iiving must be the product of a higher efficiency applied to

our abundant natural resources. !
Some of these questions I think are often approsched

without an appreciation of the fundamental fscts as to what

makes prospsrity, wealth and happiness. For instance,

consider only that such a thing as famine is unknown in this

country to-day, nor has it been since our Republic was

founded. Yet there was = time when famine was not only not

uncommon but was almost the normsl condition in North America
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every winter. Only two or three hundred years ago, our
country possessed natural resources vastly in excess of
what we now have, because since it has become settled we
have drawn heavily upon the stores of our fertile soil,
our coal, iron, oil, timber, anqkther things that we have
taken out of the ground; and yet but two or three centuries
ago, the few hundred thousand Indians living in this country
in the midst of this vast abundance, often suffered and

died from lack of food. It is not, therefore, simply the
natural resources of a country that make wealth and economic
contentment and a high standard of wellbeing.

Nor can it be population alone in conjunction with
natural resources which makes wealth, for'we have seen in
the densely populated regions of the East the farmer extract-
ing by exhausting and back-breaking toil only a miserable
and precarious living from lsnds as rich in natural resources
as our own.

What makes wealth is the application of the energies
and ingenuity of a people of higher intelligence to the
development and use of these natural resources, to their
exploitation by methods devised by inventive genius and
through the conversion of the things produced into the means
of sgain increasing production. That alone is what raises
the standard of living, and no country is capable of attain-
ing & high standard of living no matter what its population

or ite natural resources unless its people are willing to

work and to save.
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Now I apprehend that it is precisely this which
has provided for the American farmer the advantages of
education, and the enjoyment of association with his
fellowbeings to a degree unattainable in any other
agricultural country in the world. Be assured that the
Javanese farmer, like the Chinsese or the Hindu, has no
automobile; his house garden usually consists of a few
his clothing = couple of simple

banane, and cocoanut palms;

linen garments; he wears no shoes; he has no Victrols,

no radio equipment, no movies; his opportunities for
education are small.

But in this country, and I fear in like degree in

the East, agriculture hae had a temporary setback. It
e ————————

can scarcely be, it must not be allowed to be, permanent.
These things that the American farmer enjoys, including
possibly more important than any other, the opportunity to
educate his children, are the things to which he is entitled,
and in the enjoyment of which he must be assured so far as

the laws of nature under which we live in this country are

capable of assuring them to him.

There are momentary difficulties. I would like

to spesk of onoe:\ of the greatest difficulties with which the

farmer has been confronted, by quoting a few very simple

figuress

-2

N
\

In the Survey of Current Business issued by the

Department of Commerce for November, you will find on page

111, a tabulation of cersal exports which includes barley,
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corn, oats, rye and wheat. Flour and meal are converted
into equivalent bushels of the grains. The monthly
average exports of these grains for the year 1913 was
20 3/4 million bushels. From 1913 to 1921 the monthly -
sverage varied from 14 millions in 1914 - the low figure -
to 46 millione in 1921 - the high figure - and I imagine
the record high figure. In the last threse years, the
figure has been

1920 - 35 million bushels

1921 - 46 million bushels
and so far for the year 1922 - 43 million bushels.
The months of August and September of this year were 60 and
61 million bushels respectively, and those figures have
only twice been exceeded in the last three years, being
90 million bushels in August 1921 and 68 million bushels in
September 1921. Now compare these monthly average figures
of quantities of exports of the five cereals named, with
the figures of values of exports of grain and grain products
for the same periods as reported by the Department of

Commerce. I believe they closely relate to the guantities

$17 millions ¢2;7
96 it (4 \\‘~\\\\\

millions fg:;
1921 62 millions % \%Zﬁ

{ ]
1922 - 4456007000
i - DX
<

%

s

I have quoted.

1913

1920

§
-
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It is obvious that while exports have been

obvious

+it pretty well meintained in gquantity, the varying return
quantity
price upon these farm exports has been caused by the price.

another figure Now let me refer to another figure. On page six of the
same publication, you will find that throughout the years ==

1916 to 1921, down in fact to February of 1922, the chart %

of pricee shows a very close correspondence in the index

numbers of the prices of "all commodities" and of "wholesale =

food prices". In February of 1922, for the first time, /t

1
however, a considerable divergence began to appear; the

prices of "3ll commodities" advancing some 15 points in
the index number above "wholesale food prices". In other %
words, prices of articles the farmer had to buy asdvanced ~
out of proportion to prices‘of articles he had to sell. — %
But this is a situation which never has, and I believe @/ Q_QO
inherently cannot long continue. We now have in this %
country & tremendous urban and industrial population - ;\g\

: / twice that now of the farm population. It seems to me % - \
béf&m_ &6({ :Zr inconceivable that this vast army of urban and factory
workers can be prosperous and the farmer not share thise

prosperity in the fullest degree.

Now to sum up, it seems clear that:

FIRST - We seem able to compete with farmers
in other countries where standards of living are far below
our own.

SECOND - The guantities of our food exports are
not declining. Last year, one of great depression, they

were, I believe, the highest on record.
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THIRD - The enormous increase in the crop
values of recent years has been unprecedented and could
scarcely long continue.

FOURTH - That increase did not result in a
reduction of the total of the farm debt.

FIFTH - That the farmer needs stable prices and
a proper relation of prices between what he consumes and
what he produces.

The farmer like evsary other member of our industrial
organization is, in an economic sense, two individuals. As
a consumer he is interested in having prices low; as a
producer he is interested in having prices high. During
the planting season when the farmer is employing labor to
plough and plant his fields, when he is buying fertilizer,
repairing his fences and his buildings, then he is, in
current phrase, a deflationist; that is, he would like to
see prices low. In the fall when his crop is harvested
and moving to the elevator or the concentration point, he
is an inflationist; he would like to see prices high.

Now obviously any system which attempted to insure that the
farmer or any other man in his capacity as a consumer should
get the advantage of low prices, while at the same time in
his capacity asfgrggucer getting the advantage of high prices,
would be futile and fantastic. No such system is possible.
I think you will agree with me without the slightest

reservation that what the farmer needs as well as every

other business man, whether he be a capitalist or a common

.
\c'?l/{

&

7%
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laborer, is the largest attainable measure of stable prices.
When I say this I mean not only that, in general, prices
shall not be subject to violent fluctuation but that the
prices of different things so far as is possible in this
imperfect world, run in their normal and natural relation
with each other. If the farmer knows with reasonable
certainty what his cost for the season is to be in labor and
fertilizer, in supplies, in the gasoline for his tractor or
car, in the wire for his fences, in the cattle that he may
buy to fatten, and he can be reasonably assured slso that
there will be no violent fall in the price of the crop that
he produces, whether it be cattle, hogs, corn, wheat or
cotton, he can then bring into play the two elements which
are essential to success in business, whether farming or
manufacturing or what not. He can work with the incentive
of a reasonably certain rewardj;-that is, margin of profit,-
and he can apply his intelligence to the determination of
what kind of a crop to grow with due regard to the advantages
or limitations of the soil, the climste, of accessibility to
market, and all of the other factors which should influence
his judgment on this important point. It is a resasonable
assurance as to stability of prices in both of his capacities
a8 a consumer and producer which he reguires in order to be
assured of just reward for his toil and for the ingenuity
with which he plans his work.

Now this great problem of prices must be approached

e,
fairly if we are to discuss it with any profit, with a clear

understanding that there are many elements which enter into

the making of the prices of things. Obviously, one of the
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most important is the quantity of a crop in relation to

the demand. Hardly lese in importance is the state of

mind of the public generally, whether it is in the mood

to buy, so to Qpeak, or whether in a mood to sell; or

as the economists describe it, whether it is a seller's
market, or a buyer's market; and changing cost of production,
changing rates of transportation cost, and a great number of
other factors must be taken into account in arriving at a
judgment as to what it is that influences prices to move
either upward or downward.

You will, howaver, agree with me that one of the
important elements, although far from being the only controlling
element, is credit, which can be expressed in various ways,
but_let us call it the purchasing power of money. By the
purchasing power of money I include of course the relation
between the guantity of money and the quantity of goods,
which influences the purchasing power. By money I mean not
only metal coins and paper currency which pass from hend to
hand, but principally bank deposits upon which checks may
be drawn; in other words, basnk credit. If, therefore,
stable prices are desirable and if the guantity of credit
exerts any influence upon prices,as I believe it does, what
should be the objective/ of a banking policy? It seems
to me that it should be about as follows:

On the one hand, it should insurs that there is
sufficient money and credit available to conduct the
business of the nation and to finance not only the seasonal
increases in demand but the annual or normal increase in

volume which throughout long periods is fairly constant.
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On the other hand, there should be no such excessive or
artificiel supplies of money and credit azs will simply
permit the marking up of prices when there is no increase
in business or production to warrant an increase in the
volume of money and credit. On this point I think I should
state to you without reservation the views that I personally
hold in regard to this important matter,and while I cannot
speak for any memberlof the Federal Reserve System except
the New York Reserve Bank, I may say that I have never heard
views expressed that differ greatly from those which I now
desire to express as my own.

I believe that it should be the policy of the
Federal Reserve System, by the employment of the various
means at its command, to maintain the volume of credit and
currency in this country at such a level so that, to the
extent that the volume has any influence upon prices, it
can not poesibly become the means for either promoting
speculative advances in prices, or of a depression of
pricss. You must not understand from what I say that I
assume that the power of price fixing rests or should rest
with any one. It does not. Price changes result from a
combinetion of many influences. So far a8 the influence
of credit is a factor in prioeé, I am frank to say that I
think our policy should be to avoid any development which
would promote or encourage simply price expansion or price
contraction. We should aim to keep the credit volume

egual to the country's needs, and not in excess of its needs,
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and then price readjustments, as between the various
classes of commodities, will take place with the least
possible disturbsnce to agriculture or to any other
industry. It seems to me that some such policy will
permit of that readjustment of the values of the various
classes of commodities to which we must Iook in order that
the farmer may again enjoy that proper balance between the
cost of what he consumes and the price he realizes for what
he produces. When that happy time comes, and I believe
confidently that it is coming, and when that margin of
profit presents the opportunity of doing so, I sincerely
need to
trust that the American farmer, as a class, willh?eel less
anxiety as to borrowing money, and better able to direct his
offorte toward repeying what he owes.

Now as to credit and the influences which dirsectly
bear upon ite administration by the Federal Reserve System.
One especial reason at this time why the relationship of
credit and prices must be particularly considered or is
extremely important, is that one of the most important
influences that normslly restrains undue fluctuation of
prices is not now in operstion. Before the war when the
credit machinery of the world was working normally, if the
price level of any country got out of line with world prices,
in other words, if for one or another reason prices advanced
to a point where that country became a good selling market,
_the balance of trade turned against it; its exchange
became depressed, and if the development went far enough,

that country would have heavy payments to mske abroad and
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would likely lose gold. This loss of gold impaired bank
reserves. The banks of the country then were naturally
forced to raise their discount rates to protect their
remaining reserves. The advance in the discount rate
usually brought about two developments; it attracted funds
to that market and it induced people who were carrying goods,
posgibly for speculation, or people who had swollen inventories,
to sell them. This reduced the prices of goods, enabled
the country to resume exports in competition with the rest
of the world, checked excessive imports, arrested the outflow
of gold, and frequently ceused gold to flow in.

Under the conditions of to-day, caused entirely by
the war, dollars are at a premium the world around. Ve
could indulge inariot of speculation in this country which
would put prices to very high levels, and with a few exceptions,
hardly any nation in the world would be in position to withdraw
large amounts of our gold. And even then our gold holdings
are 8o great that we could still lost a large amount without
suffering serious impairment of reserves. With this
situation as it is, and having regard to the interests of the
whole country, there is every possible inducement for the
Federal Reserve System to adopt and to execute, so far as it
may, a policy of stabilization in every direction; to avoid
encouragement to unhealthy speculation, on the one hand, and
to encourage the return of stable values, on the other hand.
There may indeed be little that we can do beyond what I have

described and that is to keep the credit volume at a reasonably

steady level, but sufficient to meet the seasonal needs of

business, and its normal annual growth.
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Now more spscifically, as to farm credit, I %\

would like to refer in a very general way to various \\\\\\‘

projects which are designed to assist the farming community

in the production and orderly marketing of the crops. A

great variety of measures have been proposed to the Congress,
and I have no doubt that they have been carefully examined
by your orgsnization and that you are fully familiar with all
of their details. There are three or four points in
connection with these proposale that I would like to discuss

with you quite candidly and I shall ssk you to give them

gpecial consideration,

FIRST - In my opinion, sny new legislation should
be designed to very greatly enlarge the membership of the
banks of the country in the Federal Reserve System. Let
me say earnestly that I believe this to be a first essential
to the administration of credit in the interest of agriculture.
The Reserve System is the conserving reservoir of credit.
That credit must be applied throughout the various sections
of the country exactly as water or fertilizer, is applied to
the soil. No farmer can expect to meke a crop if his land
is fertilized by piling a heap of fertilizer on one corner
of his field. It must have a fairly even distribution,
and so too with water. Now look at the conditions as to
membership in the System which exist to-day. In the great
area known a8 the Mississippi Basin, with the exception of

the States of Iowa, Illinois, Indiana, Alsbama, Oklahoms and

Texas, and extending east, south of the Mason-Dixon line to

the Atlantic Seabomrd, there is no State where more than
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25 per cent. of the banks are members of the Reserve
System. Missouri and Mississippi have only 10 per cent.
and the percentages vary as follows:

North and South Dakota 22 per cent.

Minnesota 248 % "

Wisconsin 19 " "

Nebraska S "

Kansas 20 " "

/ Missouri 10 © n
/4; Arkansas 24 " .
Louigiana 19 "
Mississippi 1@ NN

Tennessee 20 " "

Kentucky 24 9 >

North Carolins 16 "

South Carolina A "

Georgia e L

Florida 25 "n "

The exceptions that I mention have the following

Oklahoms, 39
Texas 49

percentages:
Iowa 27 per cent.
Illinois 30 N ..
Indiana 30 "
Alabama, 35 "
"
"

=2 3 3 =

West of this section there is only one State which
has more than 50 per cent. of its banks members of the
Syetem, and that is Idaho which has 60 per cent. The
percentage of membership in these western States varies
from 50 per cent. in the case of Californie to 30 per cent.
in the case of Arizona. Broadly speaking, therefore, in
about one-half of the agricultural sections of this country,
less than 25 per cent. of the banks are members of the Federal
Reserve System, and as to the other one-half, between 25 and

50 per cent. are members. Now in the East, there is a very
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different situation. In my own State, New York, 72 per
cent. of the banks are members of the Reserve System, and
from this percentage, it runs to

51 per cent in Connecticut

62 " " " Pennsylvanis
70 " " " New Jersey
¥ 42 ® " " Delaware

71 " " " Magsachusetts

61 "™ " " Rhode Island

55 " " " Maine

56 ®* " " Yermont

69 " " " New Hampshire
If distributing If you were distributing liquid fertilizer on
liquid fertilizer your farm, you would not consider that you were doing a

5p to 90 per cent. very effective operation if from 50 to 90 per cent. of the
outlets of your sprinkler were clogged. One of the particular

influence noticeable influences of the Federal Reserve System is noticeable to us

now in this way. Since last year the great bulk of the

loans of the Federal reserve banks have been repaid by their

City banks members. Most of the banks of the large cities which were
at one time heavy borrowers have almost entirely paid off
what they owe. But do you realize that not many months ago

2300 country banks there were still 2300 banks - nearly 25 per cent. of our
members -~ which were borrowing from the Reserve banks, and
these were almost entirely banks in the rural communities?
It has been so right in New York State. You may not

N. Y. State

realize that New York is the fourth or fifth largest agricultursl
4th or S5th

producer of all the States. The banks in our large cities

) . have repaid most of what they owed to the Federal reserve bank.
city repaid

Until within the last month or two almost all that we were



lending was to the country bankers and largely to those

in the farming communities.
situstion different Might not the situstion have been very different
twice as many indeed had the{e been twice as many country banks in direct

contact with the Federal reserve banks and thereby enjoying

the security and protection they afford, not only for

themselves, but for the farmers and business men they serve?
difficulty One of the difficulties of our banking system,

and one which I apprehend there will be great difficulty in

remedying, is that there is not a sufficiently direct contsct

insufficient
contact ; between the different elements in the banking system, so
elemente that the capital supplies in the richer communities can be

drawvn upon for credit by the less developed communities where

credit is needed. Of course, a system of branch banking
branch banking

might accomplish thies, but a system of branch banking extending

over an area so wide as that of our country would be most

difficult to manage and would hardly be adaptable to our

conditions. No one wishes to see 2 comparatively small
Satwirk number of banks extending a network of branches throughout
P the entire United States. In default of that possibility

is it not reasonable to take some steps to bring a larger
larger membership number of the country banks into the Federal Reserve System,

and in part to remedy the difficulty by that means? But

one-third of the banks of the country are now members of the
two-thirde System. If we had two-thirds of the banks in the System,

I believe this distribution of credit would be sufficiently
effective effective to meet all reasonable needs.
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SECOND - Now as to another point which I believe

carefully coneider you should consider with care. It is frequently proposed
that the Federal Reserve Act be amended so that sgricultural

longer meturity paper of longer maturity than six months might be eligible

*ire for rediscount at Reserve banks. I would ask you to be sure

accomplish that this proposal if adopted would accomplish what is desired.
Pefsonally, I cannot see that any very great injury, in
probably no injury fact possibly no injury at all, would result to the Reserve
System from extending the maturity of eligible agricultural
paper say from six months to nine months; but I believe
B A B ] this proposal overlooks some important influences which
control this type of credit. I must ask you to review such
pereonal experience personal experience as you may have had in borrowing money
8o as to judge whether there is not considersble basis for
the following statement:
L00 FERIOHE There are two reasons why the president or cashier
of a country bank does not like to lend money for nine months
or a year or longer to his farmer customer or for even two
or three years to a cattle breeder. One reason is that he
middleman is simply the agent or middleman for receiving deposits
from one class of customers and lending them to another
class. Most of those deposits can be withdrawn by check
check 30 daye or upon thirty days notice. No prudent banker likes to
commit himself beyond a moderate amount for loans that run

£ mos. 3 years from six monthe to as long as three years, when his own

demend deposits obligations are payable upon demend. It is not prudent
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banking. The other influence is a simple one, known

to every banker. Farming is an industry in which certain
hazards are inherent which are possibly greater than applying
to many other industries. The cashier of the bank wishes
to have the farmer's note mature at sufficiently frequent
intervale so that he may be in position to meet changing
conditions. Now personslly I do not believe that simply
a provieion which will give the member bank the right to
discount paper at the Reserve bank which has a maturity of
more then six monthe will be a sufficient inducement to him
to make the longer time bank loans that the farmers, possibly
with every justification, believe that they are entitled to
receive.

Practically all commercial banks have the right
to make loans now for any length of time that good judgment
permits. The reasons why they do not do so are those tﬁat
I have stated. PBut even if the country banker were induced
to meke longer time loans simply because he gained greater
protection in doing so in the event of heavy deposit
withdrawals because he is able to discount thie paper at the
Reserve Benk, he would not want to discount long time paper
anyway. Banks as & rule do not borrow money nor should
they be induced to borrow money from the Reserve bank simply
for profit or to permenently enlarge their business. The
inducement to borrow is to take care of the needs of their
customers, and when they do borrow they prefer to borrow for

the shortest possible time. To discount a note running for
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nine months or more commits the borrowing bank to a long
time borrowing which it would prefer as a rule not to make.
And furthermore, you must bear in mind that this remedy,
even if it were effective, would apply to only one-third of
the banks of the country. Iy suggestion is that a certsin
proportion of these farm credits, especially fhoss relating
to the business of the stock men, should be furnished by
attracting investment funde. You know that banks throughout
the United States generally, and in the East particularly,
are large investors in securities. They often prefer to
hold securities of reasonably short maturity, and it is wise
that they should.. They are purchased by those banks which
always have & surplus of funds over what their borrowing
customers require. If by some method, the long time credit
requiremente of the farmer, and especially of the cattle man,
can be met by some such method as this, it will in a measure
evoid the difficulty which I have described as inherent in
many country banks.

THIRD - The third point is one with which every

one of you is familiar. To the extent that it is possible,

e ae

—

it seems to me that the credit needs of the farmers should
be met by the employment of existing esgencies rather than

by creating new sgencies which for many years would be too
remote from the actusl borrower to afford him the immediate
facilities and the close contact which present organizations
can afford if properly orgenized. One of the prinecipel
elements in credit is the character of the borrower. A

mortgege loen of course requires time for negotiation and
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the borrower is allowed a long time for repayment. He can
make an application and send it a considersble distance to
some lending office, such as a Farm Loan Bank; it can then
be investigated and after e lapse of time, after the farm is
inspected and the title examined, the loan may be made.

But when the farmer needs credit for his turnover, he cannct
wait in order to go through this elaborate operation. He
should be able to go to the local institution where his
character and credit and the general record of his farm is
known.

In a word, the farmer, and especially the stock man,
needs a type of credit which in maturity is intermediate
between the loan which he now gets at his local bank and the
long time mortgege loan which he obteins possibly through
the farm loen system. For this type of credit I believe
his interests will be better served by appealing to the
investment market. I am wholly in sympathy with efforts
towsrds meking this possible, but the point I wish to make
is that existing agencies, - the commercisl banks and the
farm loan system, — should be used so far as practicable
but facilities provided which will enable them to furnish
services which heretofore have nct been possible for them
to afford. e R R s

FOURTH - And finally there comes the question of
the cost of this credit. I am perfectly aware that in
some sections of the country where the usury laws permit,
and possibly in some cases where the laws do not permit,

the farmers are charged 8, 10 and 12 per cent. and sometimes
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even more. Uy conception of a proper system of
agricultural credit is that two elements are essential.
One is that a sufficient and reasonsble amount of credit
should be available when needed, and the other that the
cost of the credit should not be excessive. . But, on the
other hand, I do not think that it is always fair to charge
the country banks with too much responsibility for these
interest rates. Primarily they arise from the lack of
adequate credit and a demend in excess of the supply. The
best opinion I can exprese upon this subject is that any
meang employed for developing agricultural credit facilities
will go a long way gradually to eliminate some of these very
high interest rates, if the three points I have mentioned are
adequately dealt with. Wembership by more banks in the
Federal Reserve System will help more than anything else to
do it.

But let me point out what would be the effect of
drawing upon investment funds for these loans with intermediate
maturity. Every million dollars of such loans negotiated
in the form of debentures or other obligationsrunning for a
year or more which found lodgment with Eastern investors or
banks which had surplus funds to invest,would place a fund of
investment money at the disposal of the community where the
original loan was made, and would relieve the local banks of
the burden of a million dollars of loans which they are now
carrying and would release that amount of credit for other

employment . It would draw to the West and South the type
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of investment money which is needed for this intermediate
agriculturel financing; gradually this would effect a \
reduction of local rates.

lower rates

Now I have been discussing in a very general and

diecuseing

genersal informael way some of the things which it seems to me to be
e more important in dealing with this matter of farm credit.

reconcile The question is how to reconcile all the various views, how

foolish things to prevent foolish things beifg.done and at the same time to

tradatoln Efgnsform the various discussions which you and others are

-t

heving into some concrete action. Let me take the liberty

e 3 S OB,
of making a suggestion entirely upon my own responsibility.

Joint Comm.
You know that es a result of the Hearings of the Joint
Commission of Agricultural Inquiry last summer, certein
legislation is proposed. I have been told that the officers
War Finance of the War Finance Corporation are advocsting certain measures.
I believe that more than one Senator has introduced or is
Senators proposing to introduce bills in the Senate to deal with this
8 subject. The measures with which I em familiar bring
machinery
into play by one or another method, the machinery and resources
of the Federal Reserve System and Farm Loan system. 1In one
. or two cases they provide for Federal appropriations. They
Fed. appropriation
have a direct bearing upon work and investigations of great
Dept.Agriculture. importance being conducted by the Department of Agriculture.

It seems to me, if I were a member of your organization,
if a member

that I would be inclined to teke steps, possibly even going

i to President Harding with the proposel, to bring together th
President Harding = e B ng proposal, to bring together the

representatives of these various interests, including

representetives representatives of your own organization and other similar
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organizations, have all of these plans exemined and
discussed by competent men who are sble to put forward each
his own point of view and that these men, all of whom in
my opinion are honestly seeking a wise solution of these
matters, should in their wisdom be able to reconcile
differences of view and produce a plan which will meet the
need of the occasion and meet the views of people of sound
Jjudgment in the country. Once that plan is prepared then
let's all get behind it, ask Congress to put it through and
ask the President to approve it.

After this most informal talk you may wish to ask
me with every justification in what way the Federal Reserve
System proposes tc assist in the solution of the problem
of agricultural credit. I can express only my own opinion
and that of my associates in New York. I think there are
two principal things that we can do. We can endeavor by
our policies, as I have already described, to maintain as
stable credit conditions in this country as are possible,

by employing such means as we command. Further than that

we can, if means can be found to do 80, enlarge the membership

of the Federal Reserve System, as it should be, to cover sll
parts of this country with the facilities of the System and
bring about a more even and qurble distribution of the
credit which we furnish. We can serve all of the banks of
the country that are entitled to membership just as readily
and efficiently as we can serve one-third of the banks of

the country which are now members.
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In conclusion, I must/thank you for your
courtesy in inviting me to this meeting and for the
patience with which you have listened to this talk.

I can assure you that the members of this orgsnization
will always be welcome at our office in New York. We
will be glad to tell you all that we know about the
operation of the Federal Reserve Bank and of the Systenm,

and we will esteem it 2 privilege to make any contribution

‘that will promote a sound solution of the problems with

which you are now dealing and the successful treatment
of which are essential to the welfare of the most
responsible and important element in the economic life

of this country.
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Opinions upon the important subject of prices and price movements too frequent-

FRIGES

'.

ly sriee from the personal experiences or selfish interests of the individual.

Leboring men, salaried clerks, teachers, sll those in fact having small incomes,
think of prices in terme of the cost of the necessities of life, - food, ¢lothes, lodging,
etc; the manufacturer in terms of market prices for the materiale he buye and thé goods '
he selle; the speculator in terms of fluctuating priees of stocks, bonds and commodities
that are actively dealt in; the farmer in terms of prices he may realize for what he
grows; the banker, these days, in terms of index numbers of price changes which are
variougly built up from price averages of from, say, tweﬁty to possibly two hundred or
.three hundred important articles.

But after all this is & narrow view of "prices". It only comprehends limited
and specielly selected sub jects of experience or inquiry and exposition. The genersal
price level ie a much more comprehensive and complicated affair, some elements of which
reach our pocket books by courses so devious as not to be directly felt, nor, in fact,
to influence our views very much.

There are, of course, rents and interest, the prices of sguch services as
insurance, trangportation, lighting and heating, education, medical and dental treatment,
lawyers fees, license fees and all sorts of brokerage charges; then we have teaxes,
and the cost of support of public institutiens in great variety, - churches, hospitals,
libraries and the like; even club duses, theatre and circus tickets. All these march
up to the price bookkeeper and demand their respective places in the sum total of the
general price level.

The extent to which all these and many other thinge and services are within
the resch of people generally, the extent to which the incomes of the greater number
of all the people make the enjoyment of all these things possible, is in fact quite
largely the measure of what we call the standard of living, or, as I would prefer to ex-
preee it, ié one of the important measures of the moral;, intellectual and physical well-

being of the people cf & country.

N
N
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There are however twc distinet pointe of outstanding importance to keep in
‘ mind in considering prices; one is this general price le¥el and ite changes; the other
is the variation in the relative prices of different things or different elasses of things,
which may take place at the same time, including wages and salsaries. This discussion
hae mogtly to do with the general price level.
The movement of the gener#l price level is a composition of all price changes
which in total elevates or lowers prices as a whole, but as prices nowadaye are all measured

by & common standard, - "money" - it has seemed to some convenient tc speak of changes in

o

the general price level as a change in the purchasing power of money, and those folks, I
fear, at times cause confusion in the disBussion. Cn the other hand, there must be considered
those puzzling end annoying changes in the prices of, a few or even many thinge ich, while

chuabs wedels, and

not materially changing the generzl level of prices, do, howevera\cause hardshipe to many
people.

Only now, or guite recently, we have been hearing the bitter and quite natural
complaint of the wheat growers that their crop is being sold at so low a price as to cause
actual loss, and, at identically the same time, all the executive and legal majesty of this
great Government of ours Sg b;;ng addressed to learning why raw sugar, another farm produce,

U s selling et so high a price, snd hunting for a culprit, if there.gek?ne, in order to
punish him.

Few indeed stop to consider that the human race is economically dividad into
twé parts, - producers and consuﬁers - and that the division extends into the individual
himgelf. The wheat farmer now complains as a producer that his wheat sells at & loss, and 1
a8 & consumer he growls that his sugar, snd other things as well, costf him too muea.

Rhile thie may be offset as to a whole nation by the profit and consequent satisfaction of
the sugar grower who gets a big price for his sugar and buys hie flower cheap, of course

it does the individual wheat farmer no good whatever. <
It is our habit in this country to hunt for the guilty party when thingshoccur
that harm or annoy us, punish him if we can, and, in any event, to pass a law at once to

prevent the injury occurring again. For centuries the world has been puzzling over this

price affair and trying to "fix it" by laws and by economic systems and even by changes
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of political systems; often with clash of arme and blood shed. "Fixing prices" has
always failed in the end, just as fixing the blame usually fails, because such events are
so much beyond complete control, however they may seem to be quite easy enough to "fix."

In the first plsce, before we come to "fixing" prices, we must first decide
what prices are to be fixed; next, in the interest of which of our individual capaéities
and of wBat classes of our populstion are they to be "fixed" - consumer or producer -
in other worde are prices to be put down or up; and last, how are we going to do it. To
arrive at any policy we must first consider causes of price changes to see whether they are
by their very nature capable of being wholly or partly contrclled. We may find that they
may be somewhat influenced, but not wholly contrclled, and that what we really need and
want is a reasonably stable general price level.

Viewing price changes in the light of recent occurrences, few will disagree that
some of the most important snd fundamentel causes are the following -

s War and political disturbances

3. Increased or diminished cropes by reason of weather and of social

\sﬁ’f 2. Inflated issues of all forms of money and credit instruments
/ and political conditions amnd the efficiency of transportation

{‘x\y v‘/ systems aeh vinbay

4. Crop destroying parasites and insects
5. Epidemic and pestilence
6. Conflegrations, earthquakes, and like unavoidable calamities

7. New gold and silver discoveries or mine exhaustion, and
consequent enlarged or reduced production

8. The state of mind of the public - whether in the mood to
buy or to sell, to go "long" of goods or "short" of goods;
to "stock up" or "gell out" ; to "spend" or to "save";
to "gtrike" or to "work".

9. Government fiscal policy

10. And many others of less importance in effect upon general
price movements.

Now let us be honest with each other and ourselves and admit that of all the
causes listed, only the second and ninth are really capable of any prompt and real
control, and even those are too frequently subject to theose varying moods or waves of

public opinion which so regularly find expression alsc ae in number eight.
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And can it be matter for surprise that price derangements arose when the three

daoslofad e af-The [ [y

greatest of all causes for price changei”:aee‘-ax.nnoe-in the world's greatest and most
devastating war, - the greatest flood of credit instrumente ever knowngmand the ireatest
disturbances to crop production and distribution ever recorded.

So when the banker is charged with all responsibility for price changes, let
us also recall that. weather and the crops, war and politiqf! the humor of the publiec

wneenin
and other things aleo exert important and frequentlyAgeatoo;&ing impulses upon prices.
Laws cannot be passed to contrecl the weather, ogﬁboll wevil, or earthquakes, and, while
gome day & league, or a world court, or disarmsment, or higher intelligence and morality
generally may eliminate war, so far it has not been done.

It would exceed the limits of space in this article to consider price regula-
tion beyond what ie suggested in number two, which means credit control, and there is
little need for wasting space upon & discussion of the other influences listed, as none
of them, excepting number nine, is capable of much, if any, control. Nor need space
be devoted to discussing price changes other than the"general price level™ for to select
any particular class to benefit and fiQ*&lio injure by a selective price control would
be abherrent to our American ideas of justice and equity, - at least some of us like to
think so.

Many people have recently stated that as prices are affected by the volume
of money and credit, just let us regulate that and then the job is done. They turn to
the Federal ReserveSystem to do it, and overlook that the banking system can do but a
part of the job and at times possibly only a minor part.

It has seemed to the writer, slthough realizing that others differ from this
view, (and they are personal and quite unofficial anyway) that when Congress created
the feserve Banks it intended that they should influence, and to some limited extent
actually regulate, the volume of credit. The powers to do so and the means provided are
reasonably clear and explieit in the Act. But nowhere from the caption to the repeal
clause dées cne discover any purpoege in the mind of Congress that a group of men, or

of banke, or both, were to be clothed with the power and responsibility of fixing prices, -

either of any specific thing or group of things, or even the general level of prices.
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Such & power of attorney never has and I hope never will be granted to boards or to
banks in this country. Human beings, even Americans, have not yet been elevated,
intellectually or morally, to that God-like perfection of infallability of wisdom and
goodnese, so as to stand the strain and perform the duties of such a position.

éut there are possibilities of throwing some light upon that part of the price
problem which is involved with the credit policy of a banking system, and the views here
expressed, which, as stated, are purely personal, may be worth passing thought, especially
as they distinctly diseclaim any hope or expectation or fear that the responsibility for
fixing pricecs ean or will be placed upon the feserve System.

If, as is now universally admitted, prices are influenced to advance or to
decline by increases or decreases in the total of "money" in circulation, - and as money
I include coine and paper money which pass from hand to hand and bank deposite which pass
by checks, - then that part of our price problem involved with eredit or money is
comprehended within the terms of the federal Reserve Act, which created the means of
regulating credit velume, within certain limitations. That being so, as the writer
personally maintains, then the task of the system is to maintain a reasonably stable
volume of meney end credit, with due allowances for seasonal fluctuations in demand,
for normal annual growth in the contry's development, business and population, and with
such allowance as may be imposed by those great cycles of prosperity and depression which
we would all like to see "squared" but which never yet have been.

First let us see what has been done in that respect by the FederalReserve System.
The total volume of credit, supplied tc the banks of the country and through them to the ,
publie, is found by taking the total earning assets of all the Reserve Banks combined. |
Since the conclusion of ;pe liguidation which started in 1920, it will be found that the earn-

& Drtkhase fz?uﬁlv

ing assets have varied from the low point of $1,024,679,000 on August 9, 1922, to a meximum
of $1,339,420,000 on Jenuary 3, 1023, and at the present time (April 18, 1923) amount to
$1,158,957,000. The average for the whole period has been $1,185,7€2,000 and the highest

monthly average has been $1,286,464,000 in December and the lowest has been $1,040,860,000

in August, 1922. This is a remarkable record of credit stability, sd far as the bank of

reserve deposit and currency issue is concerned, and would leave little to be desired were

o e e e e e B CEE
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it not for two other important faectors.

demand into time deposits.
A

U

The former requires conesiderable spsce, but the latter can be

bare sssertion that the present inducement to convert demand into time deposits,

10%

cause a certain amount of inflation of bank loans and deposits.

accurately stated.

latter, The net addition to our gold stock regularly goes into the banking

would be

=

one or another channel, and the amount of this addition

e

of producing an increase of bank deposits generzlly ef around $10,000,000,000."

Saa
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period the actual net increase of bank deposite has in fact been much 1
thig amount.

That ie one aspect of the gold problem, and one in which the mesne of
and controlling expansion and price changes are not as effective as some people
mistakenly think.

Bank e

assets, which has the effect of reducing the reserves of member ban

arning
exactly as gold imports increase them.

Then the gold problem has another side.

reserves of the Reserve Banks or goes into circulation as gold certificates and
same amount displaces reserve notes. In both caées the Reserve percentages of
Reserve Banks are enlarged. Some may ask "What harm doeg that do}" and the reg
that it need do no harm if a misguided public opinion does not forée the Reserve

to permit these large reserves to be the foundation for credit expansion, which

is ancther way of saying for a larger volume of money, which in turn means more
in the general price level, so far as increased volume of money and credit influ

prices.
R R

problem, and one which must be faced. From the end of 1920 to the present time
imported $942,543,000 net of gold and our domestic production has been $111,500,

8YVy8
J

Those are gold imports, end the conversion of

igpatched with the

arising

'from a reserve of only 3% reguired for time deposits, whereas demand depcsits regquire 7%,
and 13% sccording to the location of the bank, has already caused and will continue t o

The amount cannot be

Gold imports and our large gold reserves on the other hand are an imposing
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out of this arte and manufacturers have conegumed and devitalized perhaps half of this

tem by

theoretically capable
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This is really the story in a nut shell, and possibly needs further elaboration
on one point only. It is not quite so simple a point as one would like it to be when
trying to elucidate it.

Before the war, the gold banking reserves of the world were in what might be
termed a state of equipoise. They had become distributed among banks throughout the world
as the result of natural and quite free exchanges of goods, services, credits and other
like transactionse, and the ultimate settlement of the net differences in debits and credits
between countries by actual shipments of gold coin and bsars.

When war came, embargoes were laid upon gold shipments; trade becames deranged
and all sorts of disorders arose in the exchanges, currency systems and Govsernment loan
operations of the nations. The significant thing for us was a huge increase in our exports,
so great as to enable us as a nation to pay what we owed abroad, lend large sums in l
addition, and even then it was necessary for these foreign countries to ship us a billion
of gold besides. The equipoise was destroyed. We received and hold mors gold than we
need; more than is good for us; and more than we can expect always to keep. In fact,
over a third of the world's known supply of monsetary gold is now in our hands.

Before the war one of the chief guides and influences in moving the banks of
issue to raise and lower their discount rates was the state of their gold reserves, -
whether they were a large or small percentage of their note issues and deposits. Here
are we with a mass of gold in the Reserve Banke so vast that it amounts to 757 of all the
deposits and outstanding notes of the twelve Reservz Bi?ks. The notes could bs wholly
paid off in gold and still leave enough to serve 327022% reserve for the deposits of the
Ressrve Banks; a reserve percentage even then larger than they had for both notes and
deposits at the peak of expansion in 1920. But as to priceg,which ii”fizzsubject w8 are
discussing, the important thing to observe is that if the fsserve Banksfgxpandoi'their
loans to a point where the reserves stood at 40%, - about ths legal minimum, - instead of
75% as at present, we would lend three and three-guarters billions in excess of what we
are now loaning, and this addition to banking reserves of all the banks of the country

would enable them in turn to expand loans and deposits by something like fifteen or

sixteen billions.
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So the reserve percentage is a bad and dangerous guide to a lending policy.
But it will then be asked, "What shall be the guide if not the reserve percentage" and
a chorus of answers will come back, - "Prices,"™ or "An index number," and we sgain get
around to the point where, for the moment, some people think that prices should bs the
guide, which comes close indeed to thinking that the Reserve System can and should fix
prices.

Here is a way to distinguish. Just as credit is one of the influences upon the
price level, so the price level should be one of the influences in guiding a credit policy.
There ars other influences which affect ﬁrices, and so must thgre be other influences
which affect a credit policy. 'Here are a few briefly suggested -

Is labor fully employed '
Are stocks of goods increasing or deecrsasing
Is production up to the.country's capacity
Are transportation facilities fully taxed

Is speculation creeping into the productive and
distributive processes

Are orders and repeat orders being booked much ahead

Are bills being promptly paid

Are people spending wastefully

Is credit expanding

Are market rates above or below Reserve Basnk rates.

What this country and the world needs is stability, - social, political and
economic; stable thoughts, habits and methods. The contribution to be made by our
banking system just now can be but a part, though a helpful one, toward stability. Its
best policy is to supply enough credit and not too much, - enough for ligitimate enter-
prise, but not enough to satisfy those who want simply cheap and limitless supplies of
credit regardless of the conseguences they are too blind to perceive.

How much that supply should be will be vastly difficult to determine until
the free play of international markets and exchanges and credit and gold payment is
restored. It is slowly but surely coming and meantime it will be well for us to avoid

those rushes to extremes, — such as price control itself is, - and, at least in our
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banking policy, just do the best we can to avoid excesses.
























June 11, 1924. 2

(For the Twenty-fifth Apniversary Issue of the Japanese-American)

Your anniversary is an appropriate time forreecalling the remarkable
changes which have taken place during the past quarfber century in the internal
affairs of Japan and in her relations to other countries. This brief period
has seen the completion of the process, begun only half a century earlier, of
transforming Japan from a feudal state into a mal erm world power. Perhaps no
other country has seen such far-reaching political and economic changes in so
short a time.

In the field of government, the formal abolition of the feudal systen
in 1871 was followed by the adoption of a constitution iﬁ many ways resembling
those of Western Europe. Along with this has come an extensionbof the fran-
chise and an advance toward responsible parliamentary government. Progress in
intellectual and educational affairs has followel the introduction of a complete
system of public instruction on Occidental lines, with universal compulsory
ﬁrimary education as a foundation, and culminating in the ﬁniversities which
ha&e been under great pressure to accommodate the numbers who appLyAfor admission. -

Japanese scholarship has revealed great power of assimilation and is
already making contributions of importance in many fields.

Changes in economic organization have been equally important. In the
old order, the country was chiefly self-sufficient and there was little foreign
trade. Its main industries were agriculture and fishing. The opening of Japan
to world commerce through the visit of Commodore Perry introduced a new era,

The insular character of the country, the nearness to the Asiatic continent, and
the limited area of tillable land were all factors impelling it towards develop-
ment into a great industrial and commercial nation, exchanging its manufactured

products abroad for raw materials.
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The growth of manufacturing and trade has been reflected in the rise
of great industrial centers and the creation of a remarkable system of trans-—
portation, ineluding railways, ports, and a mercantile marine. Banking, cur-
reicy, insurance, and other parts of the financial structure have been greatly
strengthened. lModernizing of the economic structure has made poseible a rapid
inerease in the country's wealth, and a general gain in the standard of living.

While the accomplishments of the people of Japan have been unique in
history, there remains one field of endeavor in which much can still be accom-
plished to make modern Japan a well balanced organization for economic and
social well being. The transformation of the nation from so largely agrieultural
to equally important industrial development should not neglect the need for cor-
responding social readjustments suitable to the needs and happiness of an indus-
trial population gathered in large cities, as distinguished from an agricultural
population scattered throughout the islands. The soeial life of city dwellers
depends just ag greatly for happiness and health upon sound social institutions
ag does industrial welfare upon the development of well arganized industrial
plantss The -enlargement of opportunity for the people of Japan to enjoy healthy,
stimulating social intercourse through religious, athletic, musical, educational
and other organizations is a necessary accompaniment of the creation of eity life.
Posgibly here is where the giant strides of Japan towards world suecess have out-
distanced the collateral development towards social and community ad&ancement.

In the rise of Japan to her pogition as a world’bower, her relations
with the United States have been particularly close. America's early part in
opening Japan to world commerce, her traditionally friendly attitude which must
not be impaired, the interchange of teurists and students, and the uniform
courtesy with which American visitors are treated by the Japanese, have all made
for friendship and understanding. For many years the United States have been
Japan's best customer, buying chiefly its silk and selling in return large quen-

tities of raw cotton, iron and ste®l, and machihe:y. An inereasing proportion






June 11, 1924,

(For the Twenty-fifth Apniversary Issue of the Japanese-imericany

Your amniversary is an appropriate time forrecalling the remarkable
changes wiaich have taken place during ths past quarter century in the internal
affairs of Japan and in her relations to other countries. This brief period
has seen the completion of the process, begun only half a century earlier, of
transforming Japan from a feudal wtate into a mal em world power. Perhaps ne
other country has seen such far-reaching political and ecomomic changes in so
short a time.

In the Pield of government, the formal abolition of the feudal system
in 1871 was followed by the adoption of a constitution in many ways resembling
those of Westem Europe., Along with this has come an extension of the fran-
chise and an advance toward responsible parliamentary government. Progress in
intellectual and educational affairs has followal the introduction of a complete
system of public instruction on Occidental lines, with universal compulsory
prinary educatiocn as a foundation, and culminating in the universities which
have been under great pressure to accommodate the numbers who apply for admission,

Japanese scholarsghip has revealed great power of assimilation and is
already making contributions of importance in many fields.

Changes in economic organiszation have been equally important. In the
old order, the country was chiefly self-sufficient and there was little foreign
trade, Its main industries were agriculture and fishing., The opening of Japan
to world commerce through the visit of Commodore Perry introduced a new era.
The insular character of the country, the nearmess to the Asiatic continent, and
the limited area of tillable land were all factors impelling it towards develop-
ment into a great industrial and commercial nation, exchanging its manufactured

products abroad for raw materials,




The growth of manufacturing and trade has been reflected in the rise
of great industrial centers and the creation of a remarkable system of trans-
portation, including railways, ports, and a mercantile marine, Banking, cur-
reicy, insurance, and other parts of the financial structure have been greatly
strengthened, Modernizing of the economic structure has made possible a rapid
increase in the country's wealth, and a general gain in the standard of living.

While the_ accomplisiments of the people of Japan have been unique in
history, thers remains one field of endeavor in which much can still be accom~
plished to make modern Japan a well balanced organization for economic and
social well being. The transformation of the mation from so largely agricultural
te equally important industrial development should not neglect the need for cor-
responding social readjustments sultable to the needs and happiness of an indus-
trial population gathered in large eities, as distinguiched from an agricultural
population scattered throughout the islands, The social life of city dwellers
depends just as greatly for hajpiness and health upon sound social institutions
as does industrial welfare upon the development of well organized industrial
plants. The enlargement of opportunity for the people of Japan to enjoy healthy,
stimulating scoclal intercourse through religious, athletic, musical, educational
and other erganizations is a necessary accompaniment of the creation of city life,.
Possibly here is where the giant strides of Japan towards world success have out-
distanced the collateral devalopment towards social and community advancement.

In the rise of Japan tc her position as a world power, her relations
with the United States have been particularly close, America's early part in
opening Japan to world commerce, her trzditionally friendly attitude which must
not be impaired, the interchange of teurists and students, and the unifomm
courtesy with which American visitors are treated by the Japanese, have all made
for friendship and understanding., For many years the United States have beemn
Japan's best customer, buying chiefly its silk and selling in retumm large quan-
tities of raw cotton, iron and steél, and machimery. An inereasing proportion




of Japan's foreign financing has been supplied by the United States, and the two
countries have undoubtedly been drawn clower together by the assistance givem at
the time of the recent earthquake.

Notwithstanding some occasions making for misunderstanding in recent
years, responsible opinion in both nations desires mutual understanding and ad-

justment of differences, and hopes heartily for a continuation of the friendship

between the two countries.






