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vinge the Vederal Neserve Danlis were established, and, in recent years in
increasin~ quanlity, the reports of the System hove been so complete and have do-

' seribed the operations in such detail that students of bagkin# require hardly more
than the officiel reports to gain a fairly camplete knowledze of the business con-
ducted by the Systcm.

Yven thooo who hove not studied this literclure understand that the
Reservo Panké hoid the banlzine reserves of the country; that they discount poper
for their member bénks; that they invest In bills or benkers cccceptances end in the
securities of the United States Governme t3 that thoy issue &nd redeem the princi-
pal currency of the ccuntry and distribute the metallic money coined by the mints;
that they collect cheeks and practically all other types of instruments of payment
for their members;' effect the sottlement of the dancstié exchanges; and, in their
cepacity as fiscal ggents of the Treasury, borrow all the money reguired for the
Treasury's operations; handle the Goverument debt; receive on éeposit the revenw
ues; and pay checks drawm by the disbursing officers.

It is important that this business be visualized &3 to volume as well as
character. DBearing iu mind that the Federal Reserve Bank of liew 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 resecrves,
practically all colds diécounted 46,000 pieces of paper aggregating ¢5,200,000,000
for its members; purchased 81,005 acceptances for itself and for other Reserve Banks
and for member banks and fareisn banks egeregating Ql,lﬁ0.000,0CO; and for occount
of all Reserve and other banks and of the Government and foreign banks purchased end
sold $2,400,000,000 of Covernment and other securities; it counted and handled
315,000,000 pieces of paper cwrrency aggregating $2,000,000,000 and hendled a deily
averace of 20 tons of coin; collected 118,300,000 checks, notes, drafts, coupons and
other negotiable instruments aggregating {51,000,000,000; and effected payments by

telecraph, over the 15,000 miles of telepraph wires which the System now operates,
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'a;;re;atinﬁ $17,0C00,000,0C0, Ite transections for‘the Treasury as the Governnent's
“wiccal acent were of teo great a volume and variety to express briefly in figures.
These fizures are recounted for the purpbse of emphesizing the character
erd extent of the contact of the Reserve System with the credit and currency operas-
ticns of the country end, consequently, the sipnificance of the functions which the
Rezerve P::&srcxcfcise.~
Lz to the Systcea's policies end the purposes vhich inspircd them, there is
new an extensive literature in the shape of eritical books, magazine aerticles and
publie cddrecses. It werld be bubt repstition for me to g£o over ground so fully dis-

cussed by so meny competent gbudents end critics.

There is, however, one function of the Reserve Sysfcm the importance of

winich cannot be over-emphasized end which I have determined to discuss tonight be=

couse 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-
cn our banking System in 1014 by the establishment of the Rescerve Banks, which were
glven the power to in’luence or to resulate or to control the volume of credita
Every other function exercised by the Reserve Banks sinks into insignificance along
gide of the far reaching importance of this major function.

Without rerard to the views which you may eﬁtertain as to the various
theories in regard to the purchasing power of money, or what may be more populerly
deccribed as the quantity thecry of money, there is hardly aﬁyone who 1s familiar
with these matters who will not agree that no influence upon prices is so great in
‘tho long run as is the influence of considerable chances in the quantity of money, =
by which I mean not only metal coins and paper money,. but bank deposits upon which
checks may be dravme. The lleserve Act did in foct, vhether by conscious design of

- ite authors, or not, bring cbout an almost revolutionary change in three important

particulers in bank credit which mway in turn have had an important relation to
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pricese (1) The Lct originally reduced the reserve requiremenis of the national
“canks, and, subseguently in 1917, rcduced thexn ageine She effect of this was to
nmake reserve money more efficient in thet it was permitted to sustain a larger vol-
vne of loons and depocits than previously had been permitted. (2) By conferring
the so-czlled clearine house functions upon the Rescrve Danks, it spceded up the
vhole Sysicm of payments; checks are collcctéd and pgid more prouptly; the ccurse
of currency shipuments throughcut the country hos been greatly chortened and currency
pacses more promptly o points of redecmpticn; and the couniry-wide clearing house,
known as the Gold Scttlcuent Fund, operated on the basis of daily telegraph settle=-
ments, has preatly 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
qr circvlates as curroncy. My thesis, therefore, is addressed solely to this quos~
tion of the rezulation of the volume of credit and to make c¢lear what a change has
taken plece because of the granting of this power.

Let me refresh your memory a&s to how credit matters oberated prior to
1914: Practically all of the comuercial banks and trust companies of the country
were subject to various statutory limits as to the minimum 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 vhat arose through gold production or gold imports, neither
could the supply of reserve moncy be contracted unless fold was exported. So it may
be penerally stated that the total reserves of all the banks was incapsble of con-
traction excopt by paying it out to the pudblic or exporting it; and equally incep-
oble of expansion unlessredeposited by the public or unless gold flowed into the
country from abroad or was produced from the mineg. Bear in mind I say totel and

not percentage. This had serious consequences in its relation to that mysterious
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phiencmenon which is now beoinz so corefully investisated and which _\‘.'_c call the busi-
ness (or, as I would prefcr to call it, the ecredit) cyele. At cne extreme of the
65010 the rescrves of the banks rerulorly became irmraireds Vith deficient bank ro-
serves we wore liable to see rates for "speculative™ money advance to 100% or even
more at times, cnd the charge for credit to merchants and manufacturers becene a
severe burdon upon production and distribution. In sueh a situation elmost any per~
cusoion cap would start on explosions In 1893-5 doficient revenucs of the Covernment
and an unfaversble trade bzlance which resulted in gold exports, coming at a time
waen there was agitation for a change in our monetary laws led to great uneaéinesa.

The roserves of the New York Clcurins House banks showed shortages from $

to ¢ e Teor doveloped that the Treasury would not have sufficient gold

to meot its oblirations and £inally the crash came on (date) resulting
in the Neow York banks, and banks generally throuzhout the country, suspending cur-
rency payments; very lorgely suspending cash socttlements between themselves for

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

the country. At that time a total of £ Clearing House logen certifi-

- cates were issucd,
'i-.-iuéh the same thing happened in 1907, when, after a pericd of deficient

banking reserves rumnins from $ t> & the extended condi-

tion of a number of Hew York City banks caused alarm end genoral suspensions of like
character to those ol the early 90's throughout the country. Call money loaned es
hirgh as _______,‘3, currency wvent to _______;’3 premium; and the domestic exchanges again
wore frozene.

Then arain a8t the other extreme of the cycle, after a period of liquida-
tion, surplus reserves poured into the money centers. Aftor this seme liquidation
in the early 90's the New Yurk Clearing House banks at one time showed surplus

reserves of § o And bear in mind that at that time the total ree-

quired reserves of the New York Clearins Touse banks were but % of what they

now are. loney then loaned at less thoan 1%. And the same occurrence was witnessed
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alter the liguidatiion of 17207 when tho surplus reserves of the New York City
Clearing House banks yrose 1o & .

Vhile under the conditions first described, every bank was seecking to
withdraw lcuns, under the conditions last describded, the banks were forcing money
into the mavicet, iloney would bozomn alnosh unloznible and the terptation to the
cpeanloter o0 hig Kind w2s cexlrezes I, persounally, recall making loans on the
New York Stock Ixchanse at 3/4 of 1f.

These extrene credit conditions arose because there was no stretch.
Vhen the pcriod of surplus reserves arcee funds poured into the speculative mar-
ketse Yhen the period of deficient reserves arrived all-tha banks sourht to con-
tract thelr loans 4o make geod thelir rosorves gnd.we witness2d the extrcmes of
speculation and of businecss embarrassment. There was noither control of the vol-
ume of credit, nor moderatinz influence as to rates of Interest. And, finally,
there was no control over the movenents of golé in and out of the country. I re-
‘ecall the CGovernor of the Dank of England tellins me in 1216 that ome of the most
nenacing influences on their reserve position was the possibility of a gold nove-
ment to America or from Lmerica as & result of our erratic money market, vhich no
inflvuence that they could exert wos capable of shacmming; of thelir regarding our
so=called free gold market as one of the worst menaces to tho stability of their
ovm credit positione

I have refreshed your mémory as to the conditions which prevailed under
the old System in oxder to bring out im confrast the extentto whichvit differs
from present conditions. As things are Do, vhen a perlod of business expansion
arrives, whether it be on annual and scascral one, or whether it be due to a series
of favorable crops at home and bad harvests 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, cun now be easily financed becavse of the power of the Federal

Reserve System to furnish the required reserve money as needed and thereby permit
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the momber banks in turn and in larecer volumo Vo increase tholr locas and discowils,
3nd, corrcspondinaly, their denocits.

Dub now we ccae to ong or two grave fallacies in recard o the Reserve

Systens I fear there are many people who still hold to the notleon that some mys-

toriovs intlvonce or process will operate when this enlarced volume of eredit is no
lonzer neoasd co Lot it will Bz indueed, withoul a2y comulsion or porsuasion, come

» o -

placeatly vo wallk back 1o the Rescrve Dank and surrendor itoeld

-

* cancellatlon.

L]

O

¥

And poesibly aunother fallacy still prevails anopns those who believe that because of
certaln very cracting requiremonts of the Federal Reserve Act, and tho repulations
of the Rescrve Board, as to tho type of leoan which theo Reserve Banks may make, oOF
the character of the paper which they may discount, that there is soms control exere

cised by the Reserve System as to the uses to which the credit o exlended by the

Reserve Panks shall be applied by the borrowinz menber bank, Practical expericnce
in the operation of the Reserve System seems te have disclosed sonethinz of impor-
tance as to the way credit is extended; as to the way that eredit ié retired when
it is no lonzer needod; and as to the 1mpossibility of conirol of the use that
shell be made of 1t while it is in existence.

¥irst as to the extension of credit, which may be deseribed as normal or
seasondl or necessary and lezitimate. Fractically the only motive which impels a
member banlk to borrow from the; Regserve Bank is to make gocd an existing, or ex-
pected, impairment of its reserve., I think you may accept my statenment that this
is trmo, btut let me rive one 1llustration. IEvery member bank is regquired by law
to maintain a cortain minirmm reserve on deposit with its Resorve Bank zxnd i it
fails to do so it 1s subject Yo an interest penslty upcn the amount of the impoir-
ment consliderably hisher than the repular rate of discount of the Reserve Bank,
This reserve in some cities is fizured as a weekly average end in the rest of the
country as the averace of a fortnight., Ivory member bsmk must 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
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bank to illustrate: Lxvly in tho mornins it sends its exchanges throu'*,h the
ocxing NMouse end, &s the roouli, it has to pay ouf reserve moncy or récoivos sur-
plus rescrve money according to whcther it is deblor or creditore. Throughcut the
day it has deposits made and withdrawn; it mekes new loans and has old loans re-

aid; 4%t buys ond sells sceuritics; and foreign exchan~e and furnishes currenc
4 >4

M

to custoiicrse And as ihe resuli of these wnd cil;sr tronsactions, at some hour of
the day the member ban‘ic rmist moke up what it calls its'position." If its reserve
has become irpaired as the result of the day's business it borrows from us to moke
rood ite reserve.s If the day's transactions give rise to a surplus reserve with us,

the propcr thinz for the mcumbeor banik to do would be to at once repay any funds which

it hed already borrowed from the Reserve Bank, althouzh it may not do so. The chences
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
soy it can lend the money at a higher rate than the rate which it pays us upon its
loan, namely our discount ratee. |

You will obzerve 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 lbng
run, it is my belicl that the greatest influence upon the member benk in adjusting
its daily position is the influence of profit or loss; that vhile it may rcguiarly
borrow to make good impaired reserves, it will rcpay its borrowings at the earliest
poszsible moment unless the inducement of profit leads it to continue borrowing amd -
to employ any surplus that arises in fresh loans. It may, therefore, be safely
stoted that as business expands for scasonal reassons or for any other reason, member

banks will borrow from tho Resorve Banks to mmke good deficient reserves caucsed by
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the expuusion of their lcans, provided tho rate at tlie Reserve Yank :_ls nctohi“n
8 to uake that berrowing too costly. But, on the other hand, if borrd’-sin_: af the
Reserve Lonk is profitable beyond & certain point, lLcre will bo strong terplation
to use surplus reserves when they arise for the making of additional loans rather
than for repayins the Necerve BEmk,

I shull discuss tl}o guesiion of rate coatrol later, but I wich first to
emphasize this importz;nt fact: Practically all borrcving by manber banks {rom the
Reserve Banks is ox post facte. The condition vwhich gave rise to the need for bor-
rowing hod already cane into existence before the application to borrow from the
Resorvo Dank was made, and exporience has shovm tlhat 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_ Treosury, by scasonal demands,; but more frequently bee
cause of the withdrawal of depositse.

Now as to the limitations which the Federal Reserve Act seeks to impose as
to the character of paper x’s"ni.ch a leserve Bank may discount. ' Yhen a Mbor bank's
reserve balance is inpaired, it borrows to make it good, and it is quite impossible
to determine to what particular purpose the money so borrowed may have been eppliede
It is simply the neot reserve deficiency caused by & great mass of transactions. The
borrowing member bank selescts the paper which it brings to the Reserve Bank for dis-
count not with rezard to the rate which it bears, but with regard to various elements
of convenience, that is the denomination of the peper, its maturity, whether it 1s in
form to be casily and inexpensively delivered physically to the Reserve Bank or not,
and it mokes 1little diffcrence to the borrowing bank what transsctlons may have caused
the impalrment of its reserve, because the paper which it discounis with the Reserve
Bank may have no relation whatever to the impairment that has arisen. To specify
more exacily, bocause this is an important point, suppose a member bank's reserve
became impalred solely because on & given day it had made a number of loans on the

stock exchange; 1t micht then come to us with commercial paper which it hed
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~of the day; end with the I;roceeds of the discount mke rocd the imz‘;aiment.' IT it

" \"-s the dozirm of the authors of tho Tederal Rescrve Act to prevent these funds £o
advanced by Federal ?es-erve Ranks from beins lcanod on the stock exchance or to non-
menber state bvanks or in any other type of inelirible lcan, there would be only one
ymr to prevent the fundsc beoing so used, and thnt is by prave;w‘tinr: the member banks

fron poaking eny Inolisible leans vhetscover, or deny it loans if it hade Angd, iIn

hed been discownted with the Federal Reserve Ranks egualled only about 1{&75 of the
loans end discounts of ths mmawber barks. The rmember banks uvndoubtedly had a very
much larger emount of eligible popor then indicated by this small percentase, but,
beyond that, a great mass of ineligible loans, and surecly 1t cannot be claimed that
the provisiouns of the Act, which specify so exactly wkat paper is eligible, can pos-
8ibly have exercised any influence upon the epplication cf the proceeds of these |
loans by the membor banks.

I have enlarged upon this point so as %o btring out fhia fact: = that the
expansicn of the loan account of the Federal Rescrve Banks, which as you }mowvmr-
nishes the foundation for a much greater expansicn of loans and deposits of the
commercial banks. can be brousht about as the result of any expansion in the banking
position of the country, no nﬁttpr what may be its cause. The eligible paper we
discount is simply the vehiele throush which the credit of the Reserve System is
conveyed to the members. TBut the definition of elipgibility does not effect the
slichtest control over the uze to vhich the proceeds are applied.

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

anything else. Such an influence can arise throuzh the borrowings not only of the
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'United States CGoverment in tho market, but, indirectly, through borrowinss of all
‘inds which have the effect of impairing rcscrves.
Now going still one step further, let me emphasize the contrast between
the conlditions which prevailed in the old System and those which have now ariscne
I have pointed out how, in the exiremes of the trade cycle we have on the one hand
irpaired rescrves and very hich interest rates and on the other hand surplus rescrves
end very low interést ratese That condition has now quite disappesredes In actual
operation, vhen the reserves of the mexbor banks bescome impuifed they promptly bore
row and they do not have to scromble 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 rescrves they are gencrally inclined to repay what they may

have already borrowed from us rather than rmake new loans, provided, of course, our
rates are properly adjusted to market rates, and they will continue to do so unless
borrowingzg from the Reserve Bank becomes so profitable as to be a temptation.
llow you will observe that under the o0ld System we experienced these periods
of rescrve 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 System or note. ) Yhen business expansic;n or new loans ecause lwpaired
reserves the member banks borrow from us; when surplus reserves arise for one resson
or another, they repay to us. The consequencs of this is, of course, that we have
no such cxiraordinarily hirh or low interest rates es sometimes obtained. The funds
J flow in and out of the Reserve Bank day by day as sort of a levellng off process,
s0 to speak. Now in a banking System vhere 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 controly that the volume of c¢redit may become dangerously enlarged

and that in consequence we may be guilty of furnishing credit which might only re-
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'injustices which are swure to result?
The chences ¢f such a develepment ean only be undersicod if one is

amil;ar with credit conditions in allperts of the country. They could well be
expressed in the form of o map upon which curreat lcocal rates of intcrest through-
out the couniry vorld bLe expresced es nape are shaded to indicete reountain renpges
and their peclse It vourld be found thet ever & large poud ol tlhe coulk, consld-

roble portions of ‘ths middle west, end generally throughout the Recky licuntain
recion interest rates are not conly hich, but in many cases aslhich gs 125. Mot
only do the veury laws of some stetes permit benks {o lernd money as high as 10% or
125, but in proctice a very large number of the smaller banks throughout the coun-
try in states c¢hich permit hiszh rates meke practically all of their loans at rates

renging all the way from 8% to 1275, and there are rany banks that charge cven

higher rates by various round about methods. DIut the rate difficulty becomes more
acute when it is realized that even within ons Tedoral Reserve district of large
arca like Xansas City or San Trancisco, there may be sectlions where retes as high
as 125 are cherped, tut, on the contrary, in the money centers, especially in ths
. eity where the Reserve Bank is located, the retes may be little if sny hicher than
those prevailing in New York Citye
Bearing in mingd, hoyever, that a member baﬁk may be impelled to borrow
not only because deposits are withdravm but equally because it has made loans, in
all of those sections where the loaning yate is much hicher than the Resorve Bank
rate the torptation will naturally be ever present to expand leans indefinitely so
long as the Resorve Benk is in a position to lend. This situation, which prevails
in some parts of the country, ies quite different from that in New York City, where
the vast bulk of bank loans are made at a feirly uniform rate and vhere it is pos=
sible for the Reserve Rank, by an adjustment of its rate, to exert some restraint

~upon the extent to which its members borrow from ite
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Defeorrin~s until later eny furilier discuszsion of methods of contrel of
orrowing, which means control of theo voluae of credit, lot me mow relcr to what
gppears to mo to be the most perplexing difficulty in the exercise of such cone-
trol as may be possible throuch the discount rate. It is a condition which has
aricen &s a rosult of the wor snd it is appropriate to introduce this part of the
discussion by quoting from the report rads by tho British Coanittee on Currcacy and
Foreign Izchange, frequently called the Cunliffe report, as follows:
"Thencver before tho war the bank's reserves were being

denleted, the rate of discount was raisecds, This, 8s we have al-

rcady explained, by reactins unon the rates for money generally,

acted &35 a check which operated in two wayse On the cne hand,

raised money rates tended directly to aittract cold by lessening

the dounands for lcons for businoss purppcos, they tended to chsek

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

sult that irports were discouraged end exports encoursged, and

the exchanges thereby turned in owr favor. Unless this twoflold

check is kept in working order the vholo currcncy system will be

imperilled. To mzintain the conneciion between a gold drain and

a rise in the rate of discount is esscntial.”

Vericus influences wero set in motion by the wer vhich have resulted in
our receiving over £2,000,000,000, in gold in excess of what we held before the
war started, piving 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 & billion and
three-quarters in excess of what the minimum legsl reserve requiremeants of the
TFederal Reserve Act would now require us 0 hold against our present deposit and
note liabilities. Undor the provisicns of the Federal Reserve Act as originally
pasecced by Conrress, the Federal Reserve Banks, when all of the reserves had been

ai¢ in, would have had a loaning power of rouchly & o ¥With

kel

this enormous mass of gold now in our hoands, we have a lending power at present
in excess of the billicn and one-quarter of loans and investments now made of

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

disturbance to the foreirn exchangese. thﬁ the foreign exchanges fluctuvating

within the gold shipping points any considerable expansion of credit in this
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country which caused prices to shorply cdvance would very probabl& have béég

onalized by a gold caport movencnte With the exchanses as they now are, that
is with the doller at & premium practically the world over, gcld canncet be ex=-
ported, certainly not in lerpe quantity except after such a period of expansion
and risinc prices in this country as would eatail & veritabdle orgzy of speculation;
such a debauch in credit, in fact, as would ¥ooiwo ho purchiczing powcr of the
dollar prorressively first possibly to the level of thc currencies of the ncutral
countries, then to sterling, then to the frane, ctecs And this brings me to the
point which is of such importance to the mansceoment of the Reserve System.

Before the wor, as is sof out in the Cunliflfe report, a larce gold ex-

port movement was the visible end convineins evidence, not only to the managemont

of the bank of issue, but to the country generally, that the bank rate rust be

raisede To be sure other conditlions then a gold movazent could well justify ine
creasing the rate of discount of the bank of issué, but a lairge goldl export move-
m;ent. such, for instance, as we suffered in the early 90's, which even impaired the
pold reserves of the Covernment of the United States, would require little argu-

) ment oxr explanation to convince the country that the bank of issue must take steps
to protect the gold reserve.

As we are now situated, it is true ihat we may from time o time lose
small amounts ¢f gold to those ceuntries where the currency has not been greatly
depreciated. Ve have recently shipped sane gold to Canada and it was a natural
movement becuuse the Canadian exchanse had gone to & prenium &nd dollars to a
discount as the result of a larre lcan which the Cenadion Covermunent fleated in
this counlry. And from time Yo time the currents of trade and the balence of
international payments may indeed result in small amounts of our excessive gold
holdings being withdrawn, but, with the currcncies of most of the trading and
banking nations of the world so muéh deprecicted beiow ocurs -- ronging from 107

in the case of sterling to the vanishing point in the case of Germany, Austria
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and Russia =-= it scons wliorether unlikely that any considercble zmount of our
@ﬁurplus ~old will bo takon Irai uSe Other than such & Cobauch of expansion as I
heve deseribed, the only pecsibilities of early losses in gold that I can sce
voald be throu~h rodieal chenres iﬁ the monotery lows of those nations whose Cur=
yeaclos ere ereatly doprocicted, Implying, of course, the baluncin~ of their
rovermaantal revonues and expenditures. |

Tn the absonce of the possibility, I may say oven the rceumote possibil-
ity, of any such movcuont and in the face of the conditions which I have described
as to intcrest rates in different sections of the country, what should be the policy
of the Tcdoral Reserve System in cxorcising this function which is of such supreme
importance of resulating or influencing the vélume of credite.

This brincs ug in fact to those important questions of policy in vhich
human Judsment plays eo large a part. Various sugrestions as to the poliey of the
Reserve System have teen sdvanced by critics and studentse. They all seem to lead
back to the iwo methods of regulation of eredit volume which are, after all, fun-
damontal. One may be described as the exercise of discretion by each Reserve FPenk
as tovthe smount which it is willinz or vhich it thinks wise to lend to borrowing
menbers. The other is the exercise of such influence or control as is possible
through the fixing of the diseount rate. It might at first seem that these two
nethods of rerulation were in cdﬁflict with each other, but they are in faoct both
necessary and cowplementory; both have advﬁntages and limitations.

In a rcnoral vay it is my oplnion, althouch others may differ from me,
that, so lons as presont conditions exist, rate resulation will operate effec%ivcly
in the long run as to the great mass of American bank credit, that is as to those
banks waich hold the principal amount of deposits and loans, provided the rates
gre wisely establiched by all of the Reserve Donks, and especially by those Reserve
RBanks which are located in the larger cities of the east. It is in those centors

that intcrest rates ore lowest anl most stable and where the range is narrowest
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between minirmm and maximum rates; but in the sections of the country norc rouw

o
Lo

rom the money centers, where interest rates are higher, as was carlicr dcseritced,
the exercise of a wise discretion by the management of the Resorve Bank is iupera-
tive, othorwise the facilities of the Reserve System might be abused by member

banks borrowing excesasively for profite.

the discretion, as I have earlier desecribed, must be exercised ex post facto. The
transactions giving rise o impaired reserves by the borrowing members have alrendy
cccurred when the borrowine from the Reserve Bank is desirede Applying discretion
to the borrowings of members under these circumstances really means that all one
can do is %o scold theme If the funds sre not advanced to make zood the rescrve,

then indced the reservs balance is used by the member just the same only the penalty

rate is hirher. In the course of time that bank would restore its reserve bocause
the law would prevent its paying dividends or msking new loans until it is restoved.
fhat type of scolding, however, generally cauvses irritation.

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

A third difficulty erises @s to the basis upon which discretion shall be
exerciseds Vho is to judse as to whether the transactions which cause the reserve
Impairment were justified or unjustified? A loss of depositas, theoretically, would
always justify borrowing, but if the impairment arises because of loans made how is
a Judgmeat possible as to any one loan withoult judging equally of all loans mede by a
member bank?

Fourth, even assuming that such judement were possible, who shall say how
rmuch each member bank shall be permitted to ﬁorrow without exceedinc the bounds of

prudence? Is it fair Yo assume that a member bank should liguidate omce a year, or

Digitized for FRASER
http://fraser.stlouisfed.org/

Bed @l lRason g Ronle AfCt 1 oyyjc ...




16

1 N -

twice & year, so that its borrowing requirc onto tic se 1 only, e shoulé we
gimit that a certaln evount of boxrowin~ from the Nescrve Bonlio may be permanent?
Scction 4 of the Act provides that o Reserve DNunlk shzll "exiend to cach member bank

such discounts, advanccucnts and eccomnodations as way be safely and reasonably made

with Gue rerord for tho clains and devonds of other member bankse” luch difficulty

justices Inceed it mey well be that in the abscnee of a Dranch Banking System the
Federal Reserve System will be the weohicle for furnishing a eertain ancunt of credit
pommanently to these remote sections of the cauulry vhore interest rates are high
and vhere liquid capitel is defiecient.

A f£ifth difficulty eppesrs to arise as to the resulation of the total
énount of credit for the vthole banking system, as distinsuished from the total
which any one meunber msy be allowed to borrowas Obviously the itwelve Reserve Banks
cannot work out such a nice mathanatical eorranzencnt of credit as would serve the
roquirenents of all the boanking System and work smoothly, because these requireamcnts
vary greatly at different scasons of the yoar and in different sections,

A slxth difficulty is at onee obviocus were the System to sssume responsi-
bility for dcelining loans to manmbers which made it nocessary for those members to
deeline lcans to customerse It has always scemed to me that the primary reosponsi-
bility for any loan made by a bank to its customer ghould rest with the officers
and dirsctors of that banlk and that the Rescrve Bank should never assume that
responsibility nor be willing to accept the consequences of exercising ite.

And-a scventh and last difficulty, althoush this may not indeed be all
of them, is one which I regzard as more aerious then any of the others, - the excr-

cise of powers conferred by the Reserve Act upon the Reserve Banks by this rule
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of pé:sohil'di;c:ution, I i‘c:zr, would cic:oiop incvitably in timo @ burcavczatic
attitude of mind on the part of the managers of the Reserve Banks which would be

unfertunate indecd for the welfare of tho whole banking System. Power excites ap=-

potite for moro powore Immlzors in time would rcevel and the public would rebel,

— - L4y, e Yoy o | NPT A L Gvna et s RS 4 2 AV, ek 2 o ~ " ry Y ‘.
y On the othor hand, it st be adriticd that if & nember bank is @ble

- $3 e ; 5 5 £y 7 s 2 & Py -
to loon all of ite funds of 1L o ot 127, end i€ it ia povin~ 8g hish cs &5 inter-
B ne—er &y - N L S - T Faeren AV OONPRRL! eg £ ® B R A o P = § vy T
cot voon Its Gopsolis, ond hoo the opmovtunity to diccount puper at lts Roserve Bank

at 4 1/5%, tho tomtalion to moke tho additional profit by enlarring its business
and discounting fresly cannot well be escapede Nor can the Reserve Bank chérge

that member bonk a rate thich would operate as a rostraintto its borrowins without
chor~ing a like rote to moober banizs in its own cily or in tho money contres of its
district which would put the resouwrces of the Resorve Bank entirely beyond the reach
of most, 1f not all, of the large banks of the ais’zrict_. Therefore, howvever, 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 reogulatory influence.

On the other hand, let us see how the rate will operate. I think one
should look upon the crecdit structure of the couniry as an inverted pyramid at the
base of whiéh is a foundation of bricks of gold which enjoy the peculiar power of
sustaining each its own proportion of {he enti:e ianverted pyramide Those bricks
of pold are the bank reserves liel@ by the Rescrve Banke If one brick is taken out
of the bese, the scries ol stones resting upon it, representing the volume of credit
sustainod by that reserve brick, must, inevitably, come down. 4And if a brick is
added, by so much the pyramid is very shortly enlarged. If the Reserve Dank rate
is 50 low as 1o be en induccmont to borrowins additional tiers of bricks will be
loid at the foundation and the pyramid will be by so much onlarged; and tho re-
verse is equally true if the rate does not induce borrowing, = the size of the

pyranid may be kept unchangod, or even reaucéd.
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A vate control of ths Tolume of crofit has a veriety of advantarva, 0(ms
N5 that it is doaceratice It cyplios to al) alike and it roguires 1ittle, if any,
expostulation and rencnstirance to make it elfcctiv It rmust be adudtted that an

advance in tho discount rates

dueing berrowing,

It certainly has tho cffcet of vwhat I

home." It is

ed, If licw York, for instance, sh

turn advanced rates

by the Rescrve Darnls will not nc

S 1 1 7 4 B T. 2 1 L g e e = P T . ~ =
prooptly the oountlain pexls of hirh interest rotes in como sectionse. But I rather
Y tad B dVyw S8 o maAAn - Tyl 8 ORI, B, P 50 A et g At Nt
doubt vhoilier 1t ic noceusary 1hat 16 SLOUWLG do L0. sAiagu’n BDe CAphl le of stiag=-

‘tistical cunport, I think the statemont mey be hezarded frcom past cxpericncec that a
rabe which is offcetive in cheekine borrovin~ in the mcney ceaters, or even in Te-
will indirectly be on influcnco in all sections of the country.
mirht deceribe as “drivins borrowers back
customary for many concerns which do a Jarge busiress to borrow in

he chcapest money markets, no mabter where their offices and business mey be locat-
ould advonce discount rates and member banks in

to their customers, o cerfain rumber of these oubt=of-town bore

rowers would £o to their local banks for their loans if the rates there are satis-

factory sovas to enablu 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 twelvo Reserve cities is not confined alone to thoss cities

but extends throushout the couniry.

Another point frequently overlooked in rezard to the effect of the rate is

due to lack of understanding of

H-

or
locanable funds cost it on tho averase and
which it 1s loaning.

diffcerence is its profit,

rinates, = that is throush impairod rescrves.
ahvout what it receives

It knows about what its expenscs

the way in which borrowings from the Reserve Bank

Ivery bank knows about what its
on all of the money

and overhead amount to and the

When a bank's reserve becomes impaired so that it must -

borrow, 1t does not pick out a particular picco of paper which it has discounted at

a hirher rate of interest and then rediscount that paper at the Reserve Bank rate

and fipure that it is making a profit, but it is much more liable to see whether
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the borrowing from ;he Réa;;;vo Bank atA ﬁﬁo Reserve Bank rate 1.z;vélvbe: f_Ln- p_oint of
fact an ahsolute loss, or whether 1t may not be less exponsive to re.duée loans or
sell investments and avoid borrowing;. Expressing it differently, the rate at
which a Reserve Bank ionds to its member bank has no particuler relation to the
rate which & member bank receives cn any of its transacticns, but it has a relation
to tho averapge of cll rates recoived by the member bank end the averagme cost of all
of its loanable fundse fand‘ from this I have always concluded what I firmly believe
to be the fact, that & Reserve Bank rate in ordcf to be effective in restrainingz un-
due borrowing, decs rot necessarily need to be a penalty rate, that is to say a rate
fixed eo hirsh that there will be no differentiscd in favor of the borrowing bank on
any paper which 1t may hove taken from its cusiomers, even the highest rate paper,

But en effective rate will likely be somewhere within the rangs between the averaze

cost of all its loamable funds, including overhesd, and the average that it recelves
upon &ll of its carning ansets, with due allow:ance, of course, foxr loss 651‘ intersst
On reservess.

The chiof advantage of rate control, however, is in the way it serves more
definitely to repgulate tho total volume of credit as dlstinguished from the total
amount of loans to any one individual momber bank. I would regard the determination
of the amount t¢ be loaned to an individual nember bank as a credit matter to be
determined just as any loan wéul_d be determined by any bank to any customer. Bub,
on the other hand, I would regurd the rate policy of the Federal Reserve System &8s
a national credit policy more directly related to regulating the volume of credit
in the couniry so as to maintzin stable credit conditions.

Finally, however, we must recognize that there are many people who beliove
that more monsy, and cheap méney, meang prosperity and happiness. To those people.
an advance of discount rates may at times be diffi.cult to explain. It is on that
account that the abszence of natural mvcmcnis of gold is most uwnfortunate; emd it
is for that reason, as well as for meny others, that the world will be Settcr off
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by & provpt returan to the gold standard and freo rold paynentss

Permit mo now to riake a bricf resume of this long ar~cacab: Llic xlc-:'s_cr'::
Banks have bcen riven the power to create reserve balances and to a lorge extent
to rerulate the volume of crodite That volume of credit expands in response to ex
post faeto borrorin~ by member bunks; the mass of thely traunssctions ¢ausing the
borrowins having already czevrre?, there is no nicons by which the Reserve Dank can
‘control the uso which is r2dc of the fHunds which it loans to its nesbers. Credit
80 borroved fron the Rescrve Dunks is less likely to return for cancellation when
no leaner lositimately remaired i€ discount rates are too low, and é. hirch discount

i

rato will operate to induco its rebturn. %ho present banking Sysicem has created a
g & J
eiteatlon viiere there is po curplus of baniting rescyves in tho couniry, and where

there is not likely to be a deficiency. The roal rescrve barometer 1s the reserve

percenlare of thoe Rescrve Banks, The impulse which will lcad the Reserve Systen
to chanre rates must for the present largely orise from general cond;tions, and it
cannot be czpected that the impulse to advance rates will be given by gold exporis
for a lonz time to comee Therefore, the resulation of the volume of credit which
is tho chief function of the Reserve Systecm rust be effected by a combination of
rate chonces and due caution as to members' borrowinzs.

The Federal Rcserve‘Systcm has always impressed me as being essentially
a social institution, It is not a super-Govermment, it is simply the creature of C
Congress, brought into being in response to a pﬁblic dcmand. It was not created
only to serve the barﬂ:cr, the farmer, the manufacturer, nor the meréhunt, nor the
Trecasury of the United Statese It was brought into being to sorve thom alle Its
guiding influence is not profits Practically all its receipts over exponsecs go
to the Government. Tor some the scrvice it performs is direct, for others 1t is
indircect, but is not less definite nor any loss important. It needs and asks that
it be given the benefit of intelligent study and enlightened criticism. Iis

future depends upon its owm good behaviour and upon its success in winning and
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At what time in the early 90's (when the endless chain was working ) were the
Revenues of the Treasury deficient?

In the fourth quarter of the fiscal year of 1501 und in two quarters
of 1892, '

When was the period of unfavorable trade balances?
Fiscal year 1238 = £28,000,000
1839 - 3,000,000
1893 « 18,000,000 (bat for the last six months of this year
the unfavorable bulance was £69,000,000.)
When were we exporting gold and how much?

Excess of exports over imports fiscal years as follows:

1839 - $£50,000,000
1830 - 4,000,000
]’;:}1 - G’S,C\-AO,\.‘CO

502 = 500,000

1893 = 83,000,000
1804 - 5,000,000
1895 « 50,000,000
1896 = 79,000,000

On vﬁﬂb dates and for what amounis in the early 90's were the reserves
the New Yorlz Clearing House banks impaired?

1820 1893

3%rd week § 600,000 27th veck & 5,100,000
B4 ® 2,500,000 23 " 4,300,000
75 " 500,000 29 " 1,500,000
36 » 1,400,000 50 " 4,300,000
37 " 3,200,000 31 " 4,000,000
42 " %00,000 . %2 ® 16,500,000
43 " 100, 000. 33 " 11,500,000
45 " 2,500,000 54 *  (,800,000
46 “ 900,000 35 . % 1,500,000
49 " 2,400,000

When did the actual crash came that resulted in the issuing of -Clearing

House Loan certificates?
November 11, 1820 June 1893

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

Total issue New York Clearing House banks in 1890 - {16, C4a 000
11 . " i (1] " # it " ngS - 41 90 OOO

.org/
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2a, Vhen did the Assoelated Clearine House Banks' reserves become deficient in

De

Ce

da.

be

Co
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Se

1207 and for whot amounts and on what dates?

19207 Octs 26 § 1,200,000
Nove 2 33,800,000
9 51,900,000
16 53,700,000
23 54,100,000 (raximum)
30 53,000,000
Dece 7 46,200,000
14 40,100,000
21 31,200,000
23 20,200,000
1908 Jan. 4 surplus

How high did call noney lscan?
125%
What was the premium on currency at the time of the 1007 panie?
Reached 4 per cent three times in November.

After the liquidation in the carly 90's the Clearinz House banks developed
enormous surpluses and, 28 I recall, money loaned below one per cent.
Vhen did this surplus reach its maximum and how rueh was it?

Jamary-February 1894 leximum $111,600,000, first week February

The same occurred in 1907 or 1903: when did the surplus arise and how much
was it? '

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

In the early 90%s vhen thisg zreat surplus reserve arose what was the total
required ieserves ol the associated banks, as distinguished from the re-
serve thoy actually had; and what percentoge 13 that compared to the
required reserves of the Hew York Clearing House banks today?

Averare required for year 18984 was $138,300,000
Averaze required woek ending November 18, 1922 was 511,000,000
per cent 1894 to 1922 1s 27. '

What percenitsse of the banking deposits of the country are represented by the
10,000 banks which are mambers of the Ressrve Systom?

About 55 per cent (June 30, 1921).

Ant I correct in my belief that prior to the war our total gold stock vas
$1,800,0.0,000 and that today it is £3,800,000,000, so that our net increase
is about 43,000,000,0007? (This should be teken 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,
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2. Speech at Williamstown, January 1%, 1915, (17 typed pa

3. Two drafts of a speech, not dated, without a title, prepared before July 15, 1915,
concerning the Federal Reserve System. (16 typed pages each)

4. Address at New York State Bankers Association, Group VI, Hotel Martinique, New

York City, Dec. 9, 1915 (6 typed pages, of which the first portion, to the last

paragraph on page 4is in Strong's Interpretations of Federal Reserve Policy,

by W. R. Burgess, 1930)

>. Article,"Federal Reserve Notes and Gold Reserves

"

» & discussion of the practical

kg

operations of the Currency provisions of the Federal Reserve Act, Oct. 1916
. > F)
(20 typed pages
A el a) "y ¥ oo +
6. Article, "The Federal Reserve Act and OQur Currency”, Jan. 15, 1917(13 typed pages)
|| o (=]

7 - PO . - } §
[ Two drafts of an introduction to Prof. Kemmerer's book, The ABC of the Federal Reserve

System( 5 and 3 typed pages, April 19187)

=

OT_the Wasnl??bou Cons
s Lbects I, .

i - o ¥V / s A A':’ '
f ‘ ¢ ' /” " / EfhLen A e-&F [1 -l \/ & £ aAre 9, 4 A
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on Copite
_ ADDRESSES MADE BY BENJAMIN STRONG orsaaso AL /észf
O Novemberi@, 1914 At luncheon of Merchants Association AR Ao %
) January 14, 1915 / At Williams College - Book Lecture Course

May 14, 1915 At Atlantic City

May 22, 1915 At Garden City

June 24, 1915 At Saratoga Springs - Before the first general convention

of the bankers of the State of New York
July 6, 1915 Before the members of the Bankers of

the State of New York.
Ogtober 2, 1915
October 7, 1915

December 9, 1915 // At the Hotel Martinique - Before New York State Bankers
Association. Group VI

July 16, 1917 "Government Loans"
August 3, 1917 "Finaneing Government Loans"
August 3, 1917 "aste and Economy"

September 14, 1917 At the Bankers Club - At luncheon of the Bond Club of New York
September 28, 1917 At Atlantic City - At American Bankers Association Convention
September 27, 1918[At Metropolitan Opera House - Liberty Loan Meeting

September 28, 1918 "More Liberty Bonds, or More Income?"

April 3, 1919 v Informal meeting at which Secretary Glass was present

April 11, 1921 “/ At Washington, D. C. - "War Finance" - Before students of Army

War College
June 19, 1922 Address on War Finance prepared for Army War College to
(revised) be read to students
June &, 1922 Address made at luncheon held at Hotel McAlpin by United

Waist League of Ameriea
July 27, - 29, 1922 Address - Oneonta, N. Y. (Mr. Smith's Bank)

October 3, 1922 Address made at luncheon at University Club, given by President
| of American Bankers Assoc. to Hon. Reginald lcKenna

October 26, 1922 Address — Students Army War College, Washington, D. C.

November 17, 1922 Address made at dinner of Rensselaer County Bankers at
; Troy Club, Troy, N. Y,

November 28, 1922 Address before Graduate College, Harvard University,Cambridge, Mass.

December 13, 1922 Address - Convention of American Farm Bureau Federation,
Sherman Hotel, Chieago, Ill.
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You will recall Er. Taft's statoment that the first ideal for which
a lawyer mmust strive, is thorough professiomal education. If you choose bank-
ing as an occupation, the important part of your education will commence the
day you emter the bank, and your success will depend upon your mastery, by hard
work, and close application, of both the detail of banking machinery, amnd the
prineipies governing its operation., It is also important that you plate a cor-
rect value upon the results of the work that you are doing, though at the time
-they may appear to be of small comsequence.

Vhile the measure of commercial success is commonly expressed in dol-
lars, any homest vocation in which the material reward of ability and hard work
is making momney, can also be made to contribute toward the making of good or
bad citizens, If a life of hard work is concluded with the reward of simply a

huge estate, the worker mey find that he has missed or overlooked the accom-

plishment of purposes which would hsve produced infinitely greater satisfaction
than will the possession of property. Ve are nw witnessing the growth of con-
victions regarding standards of citizemship in business affairs which are having
a profound effect upon our laws and our business methods., But ignorant abuse
of bankers and banking methods must not be allowed to prejudice your decision,
nor should ﬁ lead youm to believe that bankers are wholly selfish, that their
business is sordid, or that their point of view is a narrow one.

The technique and clerical detail of any business to be sure, is usually
dry end uninteresting, but, with the stimmlus of a correct knowledge of its
economic value, work in & bank will prove to be of absorbing interest. Banking
is, in fact, the binder of commerce and brings the successful barker into con-

tact with every mammer of business enterprise., Should you undertake that work
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e
it will be better done if you realize that it has a purpose of large signifi-

- cance, and that you will assist in the discharge of obligations to the public
and services to the Govermment which bring satisfying rewards, while not inter-
forring in the least with the exercise of your talents to earn dividends for
stocikholders,

My, Paul H. Varburg, in his pamphlet on "The Discount System in RBurope",
has forcefully stated the great problem of banking in the following langusge:

"If banks were to keep, in eash, all the money deposited with

them, business would come to a standstill and a erisis would
ensue. 17 banks were to lend to those who apply for losns

all the money on deposit with them, a gemeral pamic and col-
lapse would follow & short period of overstimulation. Between -
these two extremes lies the middle course, the finding of which
is the problem, and its practice the art of banking."

The purpose of this p@er is to illustrate, by a few al:ple. examples, - _ \
how the banking credit structure grows @m _md is supported by the gold reserves;
how these reserves, of necessity, are constantly shiftimg from ome 1u§1tut£on'to
another, from one section to amother, and from ome cowntry to another, and how
important duties and responsibilities in the custody and control of these gold re-
serves extemd with our comuerce throughout the world.

The operations I shall mention occur in endless variety in the eptntion
of the banking system with which you are alveady familiar. They will, thersfore,
be best suited to bring out the points that I heve in mind, and incidentally, they
will illustrate some of the defects of the old ;ﬂtan aMpornlt me to peint out
in conclusion the beneficial effect that our mew system will have in this respect.
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CHARNGES TOTALS
Cash Losns __ Deposits Cash Loams _ Deposits
1st Natl, Cash 80,000 -60,000 20,000
' Loans —— 460,000 60,000
Deposits 80,000 e 80,000
2nd Natl. Cash 60,000 45,000 15,000
Loans e +45,000 45,000
Deposits 60,000 —— 60,000
3rd Natl. Cash 45,000 -33,750 . 11,250
Loans — + 33,760 33,750
Deposits 45,000 e 45,000
4th Natl. Cash 35,750 =-25,312.50 8,457,.50
m —— + 25’518050 25.313.50
Deposits 35,750 —— 33,760
ete. ete. ete. ete, ete.

80,000 240,000 320,000

4 bank, {call it the First National), receives a deposit of $80,000 of gold,

which the depositor brings to this country from Europe. Bear in mind that this gold
does not come out of amother American bank in payment of a check drawn by the depositor,
but is new money imported from Europe. The tuk then shows as an asset the $80,000 of
gold, and as a liability the $80,000 owing to its depositor. As it is only required to |
keep, say 25 % cash in its vault as a reserve against its deposit liability, (as wmtil |
recently was the case with national banks in the cities of New York, Chicago and St.

Louis), it loans $60,000 to & borrower, for which it issues a check. The borrower de-

posits the check in the Second National Bank, which collects the proceeds from the First
Hational Bank. This leaves the First National Bank with cash, $20,000 (being 25 % of

the deposit) and $60,000 of loams. The Second Natiomal Bank repeats the operationm,

lending 76 % of its cash, or $45,000, the check for which is deposited in the Third
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National Bank. This operation is constantly being repeated, so that possibly
in a few days, a consolidated statement made by all the banks in the commumity
which participate in the resulting transactions would show: Cash, $80,000; Loans,
§240,000; Deposits, $320,000. Thore has now been erected a pyramid of bank de-
posits resting upon the original $80,000 of gold, in the rate of 4 to 1. The ratio
is, in fact, nearer 8 to 1 in actual practice throughout the whole system of Ameri-
can Banks. Should the origimal depositor draw a check om the $80,000 deposit, it
w#ill likely be deposited in amother bamk, snd the seme expansion will occur through
the use of the money by similar successive operations in various bamks., The same
result arises if the check is umsed to pay an existing loan, the bank which has the
loan paid off thereby comverts the smowmt of ite loam into gold, that is to say,
into reserve money, and may then make a new loan and start anew the seme successive
operationa. Our checking system has, of course, facilitated this expansion, and
the use of checks has become such a necessary comvenience to the public that in
cities containing a number of banks, the bankers have formed associations for clear-
ing, (that is for collecting and paying), the checks they receive on deposit which
are drawn upon ezch other. ZEvery morning they take all these checks to the clear-
ing house, where each bank receives or pays in cash only the difference between
the emount of the checks it has received from its depositors for collection snd the
amount of checks drawn on it which the other banks have received.

By this means, gross daily payments between the banks of Hew York City,
aggregating hundreds of millions, are settled by net payments of & few millions
only. The saving in time, clerk hire and risk to effect this clearance of checks
has been of vast benefit to the banks and to the publie.

You will observe that while the collection and payment of the claims of
the banks due to and from each other by this means necessitates only a minimum dis-
turbance or shifting of reserves within the limits of one commmity, it is in fact,
a community wethod by which the banks discharge their obligations to each other.

This will be referred to later.
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Returning to the original depositor, what happens if he draws a check
for $40,000 on his $80,000 deposit and sends it to some other part of the cmtry‘l’
If he remits the check to the South to pay for cotion purchased, the
' check will be deposited in a Southern bank and by that bank will be remitted to
Wew York for collsction. The Southeran bank, possibly requiring cash to emable
the manufscturers and farmers in its commmity to pay laborers and farm hands will
instruct its New Yorkm correspondent to ship the gold Souwth. The second chart will

illustrate what results:-

CONTRACTING

Cash Loans Deposits _ Cash _Losns Deposits

1st Natl.Cash 20,000 10,000 10,000

Loans 60,000 30,000 30,000

Deposits 80,000 40,000 40,000
2nd Natl.Cash 15,000 7,500 7,500

Loans 45,000 22,500 22,500

Deposits 60,000 30,000 30,000
8rd FNatl.Cash 11,250 5,625 5,626

Loans 23,750 16,875 16,875

Deposits 45,000 22,500 22,500
4%th Natl.Cash 8,437.50 4,218.15 4,218.%

Loans 25,513.@ J 1‘.“5.5 13,556.35

Deposits 33,760 16,876 16,876

etec. ete. ete. stc. ete. etc.
s £ N e 40,000 120,000 160,000

¥7 5 7
The withdrawal of the $40,000 of gold from the Pirst National Bank then

necessitates its calling for payment of a loan of $30,000, the proceeds of which,
together with $10,000 of its reserves are shipped to the Southerm bank. The borrow-
er draws a check for {30,000 on the Second National to pay the loan, which has been
oalled, thus causing that bank to require payment of $22,500 of its loans, the pro-
igitized for FRAcER®d8 of which, with $7,500 of its reserves, effects the payment to the First National
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Bank, and s0, agaln, by successive operations, the pyramid of bank deposits and
loans, erected as the result of the original deposit of $80,000 has been roduced
one-half by the withdrawal of §40,000, leavinmg, in fact, the comsolidated state-
ment of the varicvs banks participating in these tramsactioms: Gold, §40,000;
Loans, $120,000 amdé Deposits, $160,000.

Our National and State bemks cannot extend their business,,by a system
of branches, throughout every section of the nation, ss is done in other countries.
So the check sent to the South must be collected, and distance prevents offsetting
in the menner possible through a eity Clearing House, Merchants in the FNorth sell
their goods in the South, farmers, in the South, sell their produce in the North,
The buyers and sellers send checks back and forth in payment, and settlement of
the balances resulting from the ebb and flow of domestic commerce requires the |
shipment of vast sums cof money from one part of the country to amother, at great
cost and some risk, and gives rise to sectiomal comtraction and expansion a2s de-
scribed in the case of the imdividual bamk. Furthermore, an uwmususl volume of
purchases by one section from another section mey result in positive shortage of
eredit in the buying district which may necessitate the banke of that district
borrowing from the banks of other secticns. In a country where so large an area
is devoted to agriculture, the reguirements of the farmer mn’ a regular seasomal
demand for currency and cre;ut_ between the sectioms. It may be illustrated by a
simple example. The farmer of the South begins in the spring to prepare his land
for a erop of cotton. He buys fertilisers and seed, food for his family, laborers
and stock, farm implements and other supplies. As his purchases and his payments
tc his lasborers increase, he becomes indebted to a local merchant, freguently giv-
ing the merchant s mortgage on his cotton crop before it is picked or even grown,
The merchemt is likewise buying these supplies from implement and dry goods houses,
meat packers and other merchants in the FNorth., He finances his requirements by
borrowing {rom tho local bank, which may have 50 many such borrowing cliemts, as to
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exhaust its own lending facilities, whereupon it borrows from a larger bank in a
section where credit is available, say in New York..

For the production of the cotton erop, the farmer hsas borrowed from the
Southern merchant, the merchant from the Southern bank, the Southern bank from
the Horthern bank, and the Northern bank has shipped the borrowed geld or currency
to the South, The chain of credit has grown with the growing crop, has extended
to the Northern reserve reservoir and moved some psrt of the reserves inte the
section where the demand has arisen. Finally, in the fall and winter, the crop
is harvested and partly sold to Northern spimmers. In. payment, the spinners remit
tc the South checks drawn on New York banks, which the banks of the South, receiv-

ing on deposit from the sellers of cottonm, send to their Northern bank correspond-
ents for collection and receive credit for the proceeds,
Qut of the proceeds of the cotton sales, the farmer paye his indebted-
ness to the merchant, the merchant pays his indebtedness to the Southerm bank and ”
the Sowthernm bank pays ite loan to the Horthern bank; the last of these payments |
being effected by checks drawn by the Southern bank on its credit with its New
York correspondent. At the same time, farmers and laborers have paid their store
bills owing the merchant with the currency or gold which had been shipped South
earlier in the year and the merchants have deposited the currency in the bank or
used it to pay bank loans. The entire chain of loans and credits has been paid
off. The cash reserves of the Southern bank may then becoms excessive, abd in
order to employ its funds profitably, it ships its surplus reserve,(that is, gold
or currency,) back to the North, where it is loaned possibly to the cotton spinmer
to ensble him to manufscture the very cotton for the production of which the gold
or currency was originally shipped to the South in the fall,
Row take a case in which the cotton is sold to an Eanglish spinner. The
Southern seller of the cotton draws 2 draft or bill of exchange on the English

buyer, say in London, payable at 60 or 90 days sight. The draft on London is
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s0ld to & New York bamk, thus producing the same New York credit and resulting
in the same liquidation of the chain of indebtedness created for the purpose of
producing cotton. The New York bank, however, sells this draft in Londomn. The

proceeds are placed to the credit of the New York bank by its London correspondent,
and from this transaction an intermational credit is created in favor of this country.
Amorican importers of merchandise from England purchase drafts drawn on the london
bank by the Hew York bdank, ﬁordor to pay for goods purchased, so that, in this
instance, the shipment and sale of the cottom to Englend, by meams of these checks
and drafts, has also effected payment for goods which our merchants have purchased
from that country. But, should the value of omr exports of cotton and other com-
nodities far exceed the value of what we have purchased from England, the New York
bank may be umable to sell checks on London at satisfactory rates of exchange and
in sufficient quantity to exhesmst its balamce there. It may be more profitable %o
losn these funds at home, wherewpon it instructs its Lomdon bank correspondent to
ship gold to this country. If we consider that the shipment of gold thus arranged
is the identical pold first referred to as deposited with the First National Bank,
it will be seen that the same gold starting from London, has paid London's debt to
Hew York for cottom, has then been loamed to the Southy or has paid New York's debt
to the South for cotton purchased, and in the South it has served as a reserve for
loans created to produce eotton, or furnished curremcy for labor. Later in the
season, when the cotton is loi.d. the Southern banks, as described, may loan their
surplus funds in the north and the gold will move back sgein to New York. Possibly,
the trade balance by that time, will hsve twrmed in favor of England, when the gold
might agsin travel across the ocean., The gold hes moved between the seme points as
has the merchendise, but in the opposite direetion.

Pwo other banking operations should be briefly referred to. Our Govern-
ment receives and pays out every year hundreds of millions of momey to conduct the
Govermment's business, Payments to the Government, of duties, taxes and other rev-

onues, are made in the same kind of money that serve as the cash reserves of banks.
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At times, the revenues of the Govermment have run far shead of its expenditures, and
at other times, unfortwumately, the Govermment's revemues are not sufficient to
meet its expenditures, Our Govermment is distinguished from the govermments of other
nations iz that it has an independent treasury system; that is to say, its revemmes
are peld directly in cash tc govermment sgents and sub-treasuries, and it hes large-
ly paid its bills by warrant or check payable at the svb-trsasuries. In recent
years, this system has been shown to involve decided demger: to our bauiing system,
in that it sometimes forces withidrawale of lorge sume of cash from the reserves of
the banks which are locked up in the Treasury csusing contraction of credit, =s be-
fore illustrated. And when the Joverament®s revenues are insufficient and its
working belance as a result is paid out, large sums sre foreced oan the market, that

is, are tramsferred from Sub-Tressury tc Bank Reserves, causing possibly an ma-

healthy expanpsion.. The Government has become kaenly'alive to the faet that, in |
handling its revemmes and disbursements, it is either undor the nceessity of al-
teraately withdrawing and refurning lmge cums of reserve money from smd to the
banks, and possibly at most inconvenient snd dangerous timea, or it mmst conduct
its money transactions in greater volume throagh baske., The Covermment has, there-
fore, adopted the policy of depositing its funds in national bamks throughowt the
cowntry, in inereasing volume although by.a cuxbersome method. Im this, as in
othey respects, exverience \ahqn the imperative neeessity for a close working re-
letionship betwesn the Govermment and the banks, in the handling of the Govern-
nents finances.

The last banking transaction tc be mentioned I must sketech omly too
briefly.

The conduct of businees requires the use of two great inastrumente of ex-

change. One is o depcsit account or credit at & bank vhich may be used for pay-

ing debis, or for msking purchases, by drsowing checks upon the sccount, and which

account may be created by borrowing from the bank. The other is currency with whieh

%o pay mill hands and farm laborers, for retail cash transasctions, pocket and till
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It is not my purpose to discuss any of the many theories as to the best
form of this circulating medium. Let us assume, in this illustration, that it is
simply the note of the bank which is secured by some or all of its assets and the
prompt redemption of which is assured by an adeguate reserve of gold and by the
pledge of loans due the bank, the payment of which will result in its acowmlsting
gold,

The use of this currency will be i1llustrated if we assume that the
original depositor with the Pirst Natiomal Bank is a large employer of labor and
that, once a week or once a month, he will withdraw a large payroll from the bank
in gold or currenmcy. If he withdraws $40,000 of gold for that purpose, the con-
traction first described results. But if the bank has the means of converting its
deposit liability into = note lisbility, the customer's need is served equally
well by using the notes and the bank's gold is unaffected, provided, of course,
no greater ratio of reserves is required for notes than for deposits., The notes,
‘however, once delivered to the depositor and paid to the mill hands, are used
by the mill hands in payment for their purchases and remain in circulation a con-
siderable period of time, whersas a check drawn on the account will be presented
for payment the seme day or shortly thereafter, amd if pald in gold or reserve
money, will result in contraction as described. If, therefore, demands for curren-
¢y with which to make hand to hand payments can be supplied freely by an issue
of the notes of the bank ﬂtho:ut materially disturbing its reserves, a useful pur-
pose will certainly be performed in that a eireulating medium is provided which
may be issued as business demsnds its use and redeemed and cancelled when the amount
in circulation becomes redundant,

An analysis of the transactions described discloses the following:

Pirst: The accumulation of gold in the banks results in the creation of
an inverted pyrsmid of credit resting upon 2 comparatively marrow foundation of
golds

Second: The payment and collection of checks in comneection with the mak-
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ing of loans and the withdrawal of deposits growing out of the conduct of business
in a given commmity necessitates the constant shifting of gold reserves between
the banks of that commumity and results in expansion and contraction of loans
and deposits by the individual banks.

Third: Commerce between the different sectioms of the country necessitates
the shifting of this gold reserve between the different sections of the country,
giving rise to ezxpamsion and contraction of credits in the different sections;

Pourth: A similar shifting of the reserves of gold between the different
nations is necessitated by the exchange of commerce between nations, also, giving
rise to expansion and contraction of credits in the cowntries affected:

Fifth: The Govermment becomes & factor in this process bvf expansion and
contraction when the collection of its revemues or payment of its expemses results
in deposits or withdrawals of gold, the same as in the case of an individual de-
posit, only on a much larger scales

Sixth: The daily transactions performed by the use of cash or currency
between individusals for which checks cannot be employed may be donducted by the use
of notes of the bank which can be substituted as a lisbility in place of its lisbil- |
ity to its depositor, and thereby comserve the bank's gold reserve.

Few successful bankers will claim nowadays that their respomsibility for
the conduct of the business of the bank is completely fulfilled by the observance
of the law and by rumning their business to the satisfaction of their stockholders
and depositors., They recognize their duty to do their share, in good and bad times,
to protect, not omly their own, but their competitors' credit; for the conduct of
the business of the world depends upon the confidence felt by the public in the
ability of the bankers as a whole to maintain this structure of credit represented
by the deposit and note lisbilities of banks at all times and under all conditions.

In the case of the local commmunity, first mentioned, where the banks are
assoclated in a Clearing House, their respomsibility to oms smother is commonly
recognized., In times of difficulty, some of the banks in a community may be called
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on to meet needs of thelr depositors to withdraw deposits or for loans in excess
of thelr cash rescurces. In such cases, as in 1907, and sgain in August and
September of last year, the Clearing House banks of New York permitted those of
their members who needed to do so to settle the net balances of exchanges, not in
cash, but by borrowing from the other members. By the use of loan certificates they
were enabled to borrow from all the other Clearing House banks for a time instead
of immedistely paying checks drawn upon them in cash. Surely, this is a recogni-
tion of the principle of mmtual obligations: And in recent times the banks which
are associated in Clearing Houses, recognizing their obligations to each other,
have frequently sgreed among themselves upon 2 plan for examination by examiners
employed by the Clearing House Association for the purpose of further protecting
the commmmity and one amother.

In the case of the different sections of the country, the plan recontly
arranged for providing a large crsdit for loans to Southern berrowers on the secur-
ity of cotton affords a striking illustration. By reason of the war, the value
of cotton has been reduced this year to one-half of last year's value. Southern
farmers, merchants and bankers feared that it would be impossible to market a large
part of the erop, aand to the extent that it was marketed, that it might mot pro-

© duce sufficient value to ensble them to pay their debts. An appeal to the dbankers
of the comntry resulted in the pledge of $100,000,000 by the banks of the North
and West tobolomdupoathsumityofeoﬁoninordwtennmmm

lender of the necessity of forcing the sale of his collateral at & sacrifice, The
obligations of bankers in one section to the bankers and business men of another
section could not be better illustrated.

The intermational brotherhood of menkind in matters of eredit, forces its
recognition uwpon the banker as soon as his gold is regquired to meet a foreign debt.
He becomes the medium through whom the great international credit transsctions
growing out of commerce are adjusted, snd upon him the country depends for the
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settlement of the balances in gold.

A situation arose, ss a result of the war, in respect of onr country's
indebtedness to Burope which brought home to the psople of our country the extent
of its dependence upon the banks and their managers in these matters. The city of
Wew York had borrowed §80,000,000 sbroad, Herchants and bankers were also large-
ly indebted to merchants and bankers of Burope. The outbreak of the war necessi-
tated an unexpectedly prompt payment of a large part of this debt, Nearly 1,500
V‘omh of the United States entered into an sgreement to furmish a2 total of
$180,000,000 of gold for shipment to Europe, if required, in order that the city
of New York and other American debtors might promptly meet their engogements. The
possible drdnnpon the reserves of the banks &s 2 rosult of this engegement and
of other demands growing out of the war justified the Secretary of the Tressury

in depositing large sums of gold held in the Tressury with various banks through-
out the country, snd the gold resources of the govermment, as well as of the banks
were brought to the relief of s situation which might have caused serious ezbar-
rassment to both the ereditor and the debtor.

The shock of the war likewise caused some panicky feeling throughout the
country in the minds of the people who feared that they would nct be able to get
money (that is to say, gold or currency) from the banks with which to conduct their
business. In 1907 similar fears became so exaggerated as to result in the hoard-
ing of large sums of momey for which a premium of 3 or 4 # was psid, and a similar
ocourrence last year, coming at & time when our debts abroad had to be pald might
have resulted in such huge withdrawals of roserve cash from the banks ss to cause
& most dangerous contraction. This demamd was met, not by paying gold out of bamk
roserves to those who demanded currenecy, but by the iassue of nearly $400,000,000
of bank notes which were secursd by the pledge of a portion of the assats of the
baniks .

Had the withdrawal been gold, the contraction of loans resulting there-
from might have brought disaster to our country's business. In effect the banks
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substituted note liabilities for deposit lisbilities and conserved their gold
reserves. l :

Dealings in Mt as vast and complicated as are required for the con-
duct of industry and commerce result in a constant increase and decrease in the
deposit and loan accoumnts of the banks, snd constant changes in the ratic of re-
serves to deposits and loams., But a safe ratio mmst always be maintained, and it
is well to consider what causes may put the reserves in jeopardy snd the situation
beyond the bankers' contrel.

A general or widespread loss of gold by the banks is fregquently caused
by increased activity in business which, for its conduct, requires the use of an
increased supply of currency for pay-rolls and hand to hand payments, or by a de-
mand for eredit from one section of the comntry upon another section, which may

draw reserves from one section to another; or by an adverse foreigh trade balance
resulting in shipments of gold to foreign countries; or by high rates of interest
in foreign countries which induce loamns to those countries, or by the locking up
of gold in the Treasury through accummlation of the Govermment revenues, or by
hoarding.

A sound banking system, coupled with a recognition by bankers of their
mutual dependence upon each other, generally provides the means of meeting with-
drawals of resarveﬁ arising from all of the causes mentioned, except from hoard-
ing. ¥o denger causes the ‘nmkc;r such & chill. as that caused by the stupid, un-
controllable effort of foolish people to withdraw gold from the bank in times ot
distrust. Unfortunately, our banking system formerly comtributed to the possibil-
ity of this danger arising. In such times, not only individuals, but the banks
themselves, accwumlate and lock @ip gold., With over 25,000 banks in the country,
some of them will at times insist upon building wp their reserves beyond what is
regulerly required. Individuals also put gold in safe deposit bozes and other
places of safety. No remedy for this ever-present danger is so effective as that

of meeting the demand, Fortunately, our new banking system has provided means for
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the issue, when such demand arises, of a note based wpon the assets of the new
Federal reserve banks, which greatly minimiges the danger of this occurrence,
usually brought about by the actions of selfish, wnthinking people.

It is not difficult to realize that the custody of the gold wpon which
eredit rests, held as it is in this coumiry by these 25,000 banks, and supporting,
as it does, credits of nearly twenty thousand million dollars, places a. responsi-
bility upon the banker, both to the Government amnd to the people, of wide signifi-
cance indeed. Itcammot honestly be claimed that his responsibility is limited to
compliance with the law, earming dividends for stockholders and meeting the de-
mands of his depositors. His larger obligations must frequently be discharged for
the bemefit of or in co-operation with his own competitors. It extends throughout
the country as well as to the people of his own immediate commmity.

And now, within the past five months, a great military confliet has
started, one of the consequences of which is to impose upon our bankers increased
burdens and responsibilities of intermatiomal importance. Ve must prepare ourselves,
by a better understanding of our duties and of how they should be performed to help
ameliorate the distress and hardship which is certain to result from the war and to
disturbd the world of commerce and credit.

Already the effect of the war has beea to direct commerce through new
channels, and, as banking oredit 1s the hand-maiden of commerce, we mmst now prepare
t0 wndertake those banking obl;.eatim which are imposed by the enlargement of our
commerece. We must not subject ourselves to the criticism which would justly arise
were we to seek to reap the profits without assuming our share of the responsibil-
ities growing out of our increased participation in the world's comserce, We can-
not be camp~followers profiting from the plunder of the battle field and capitaliz-
ing the misfortumes of our sister natioms., If we are to enlarge our usefulness by
furnishing a larger supply of food and clothing to the rest of the world, we must
likewise enlarge our usefulness by enabling our banks and merchants to extemd credit

facilities to our mew customers.
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The ocecurrences of 1907 (a year of serious panie and distress) empha-
sized the urgent need for irmediate study amd revision of our banking laws., Our
note issues were inelastic, and thelr volume had no relation to the demands of
the people for emrrency to effect hand to hand exchangss nor could they ozpand and
contract with fluctuating demands. No check could be interposad to the exporta-
tion of gold resulting from adverse trade balances or higher rates of imterest in
foreign markets, and no mechinery existed to ensble the banks to readily comvert
their resources 8o as to satisfy enlarged demands by their customers for both credit
and currency. Nor could the Govermment'!s revemues be deposited in banks with the
Congress has now mated twelve institutions, (the Federal reserve banks)
into which have been pald over $260,000,000 of the reserves of the natiomal banks
and subsequent payments, by both the Government and the bamks, it is hoped, will
increase this acoummlation of gold ih the one cormon reservoir to more than
$600,000,000, The reserve banks are ewthorized to perform five principal functions -‘
that relate directly to the occurrences which I have described and for the eontrol |
of which this country has heretofore been Wﬂy equipped. |
mymnmammmmmuthomwmmm |
assets into eroazta, and thereby increase their credits to their customers, with-
out the use of emergency measures, such as the clearing homse loan certificate
first mentioned.
They will in time furnish facilities for @ more prompt and economical i
settlement of domestic exchanges, and the balances resulting therefrom, without
the risk and expeunse of actual transfers of suck large amommts of reserves, and
with a minimum sectional expension and ecﬁtmﬁan.
They provide for the prompt isswe of currency as business demands its use,
and the liguid charecter of the assets of the banks, with their large gold reserves,
insure prompt redemption of this curremey whem its use is mo lomger reguired.
They will serve as the depositaries of the revenuss of the Governmment,
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thereby avoiding the contraction and expansion caused by the independ-
ent operations of the Treasury.

0f even greater importance in such times as during the past few
months, they may become the instruments, through a judicious influence
upon interest rates,and a wise use of credit, for exercising a certain
measure of control over the importation and exportation of gold.. By
that means they may protect our banking system as a whole against the
dangers of too violent expansion or contraction, too suddenly imposed,
as a result of an uncontrolled international movement of gold reserves.

The conduct of business by competitive methods is an economic
contest no less than is the war now raging in Burope a military coniest.
Credit (that is,the facilities of the banking system)has become the
most necessary instrument in the successful conduct of business.. 1In
a national sense,the machinery of credit, in order to be safely and suce
cessfully employed in the interest of the country's industry and commerce,
must be mobilized under the leadership of a general staff and by a com=
prehensive plan upon much the same principles as those upon which an
army is mobilized,

We are now putting into practical operation a better conception
of the functions of bankg based upon a recognition of the principle
that a cpo-ordination of banking interests and a centralized control
of banking reserves afford a greater protection to the banker and re-

sults in a better service to the public,
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You will recall the case of the man who stated in his&
will, that he had led a very unhappy, life, worrying about things,
90 % of which, however, never happened,  This statement, un= :
fortunately, would equally apply to the attitude of many bankers
toward the Federal Reserve System. It is, also, true that these
ssme bankers have in the past had many unhappy moments worrying
g.bout things which frequently did happen, but which are not now
likely to happen again. Frank discussion of these matters with
the member bankers should dispel some of the misconceptioms of the
effect of this legislation and make clearer some of the advanta-—
ges which.may not yet have become distinctly a.pparenf.

It hes frequently been stated to me that the Federal
Reserve banks will not earn their expeﬁses', mich less their div-
idends, and that the menmber banks, either directly or indirectly,
mus t Qtand gome 1loss, This surmise is unfounded, The Federal
Reserve Bank of New York in the p_ast six months, has earned all
of its current expenses and a consider#ble sum to be applied to-
wards liguidating the expenses of ke organization, and while it
may take some months to extinguish ‘the latter item, it would, if

that were necessary, be guite proper to apportion it over a period
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'CZ) of years, as the greater part of the orgenization expense con~ |

sisted 6of the cost of preparing an initial supply, and a very |

£§ large one, of Federal Reserve notes, The Federal Reserve Bank J
of New York has total resources of §140,000,600. With but 10%
of these resources invested and loaned at the present very low
rates of interest, the bank is to-day making earnings at the rate
of a@bout $200,000 a year, after paying its running expenses, If
from 20% to 25% of its resources were invested at present rates,
it would earn its expenses and dividends and have something in
excess to 2dd to surplus, and its reserves would still exceed 75%
of its lisbilities,

It has not, however, been the policy of the bank to
force its funds into use at & time when huge excess reserves are
held by the banks throughout the country, Had the Reserve banks
been in operation a few years, and accumulated a considerable
loan and investment account, their policy under present conditions
should be to withdraw funds from the money market for the purpose

f1e Gnomil

of correcting undue ease of money rates, which is omly too liable -

—be—beraccompanied by unsound expansion and speculation. In faect,
the policy of the reserve banks in using their funds, should be
influenced by a“desire to stabilize rates, rather than to employ

their funds at any rate obtainable, for the sole purpose of earn-

ing dividends, without regard to the effect of such a policy,
gitized for FRASER
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!,.\,/ ~ The statement has also been made by some bankers of our
district that very little, if any, of the paper held by their banks
is el 1gible for rediscount with the Federal Reserve Bank, Those

bankers who make this statement are liable to create the impres-

sion that this opinion is held generally by member banks; but an

examination of statements filed with us disclosed that only about

80 banks, out of our 480 members, reported that they had very lit-

tle, if m, paper eligible for rediscount, With these, we have
communicated, in order to ascertain upon what theory their reports
were based, By correspondence snd personal interview with many
of them, we have satisfied them, as well as ourselves, that one-
half or more of the paper they hold is eligible for rediscount,
: The reports, also, disclosed that the banks outside
of the City of New York, which carry about $10,000,000 of reserve
deposits in our bank, elaim to hold no less than $79,000,000 of
eligible paper, and the banks of New York City which have on de-
posit with us §$120,000,000, report $248,000,000 of eligible paper.
Up to the present time , and until Ju_}_:_f__}_ii_t;@, consider-
able latitude has been allowed as to the method by which the eli-
gibility of notes offered for rediscount, shall be de_termined. The
Judgement of the officers of the member banks and of the Reserve

bank has been exercised broadly, and I may say, without dmduse |
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(/4 to technicalities, few notes hava been rejected on ac-
'eo{mt of failure of eligibility; some having been returned ow-
ing to carelessness in drawing or endorsing; and it has been
our practice = which we shall gontinus -~ to act upon ths appli~
cation on the day of receipt, and advise credit if so requested
by telegraphes There is, in fact, no red tg‘g to be untied,
nor is there any disposition to use it, On July 15th next, how-
ever, Regulation B becomes effective, and to the terms of that
regulation your atbtention should be particularly directed, Af-
ter July 15th, member banks will be expected to furnish more
specific evidence of eligibility of notes when applying for re-
discounts, As to smaller borrowers whose notes are offered
for rediscouﬁt, considerable latitude will Btill be permitted
in determining the question of eligibility; as to largef' bor~
rowers, the ;rxember ba.nks_ are asked to adopt standards of credit
information which will enable them to promptly determine for
themselves the eligibility of the paper which they desire to
rediscount, The regulation is based upon three important gen-
eral ruless:

First, That the member ba.n.l; should hgve in its
files an original or certified copy of a signed statement dis-

closing the financisl condition of the borrower in the case of

all commercial paper purchased from brokers or through W

Federal Reserve bank of St. LOUIS




sndents,
Second:  That it should have similar statements

on file as to the financial condition of customers whese notes
are offered for rediscount for a total =smount of $5,000 or over,
or for an smount exceeding 10% of the capital stock of the mem=
ber benk meking the application; that is to say, fimancial state-
ments mist be held as to all purchased paper, and as to paper
made by the bank's customers where the amount of the customer's
obligation rediscounted exceeds $5,000 or 10 % of the bank's
capital, On the other hand, no such statement is required by
this regulation as to customers whose paper is offered for re~
discount in smaller aemounts than those named, in order that they
should 'oe‘elig;i.ble°

Third: That the proceeds of the losn must have been
used or be intended for use in some industrial, commercial or
agricultural transaction, but not for the purchase of land, build-
ings or machinery, or other fixed or permenent assets or invest-
ments, or for the purchase of goods carried for speculative pur-~
poses, lMost bank officers are sufficiently well-acquainted with
those who borrow small smounts, to ;'eadily agcertain the purpose
for which the loan was made, In the case of larger borrowers, ..

this can be best determined by an examination of a statement of
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/a/such form as to disclose whether the amount of his cur-—

-

/fént essets, that is to say, cash, bills and accounts receivable,

stock of goods, or raw and partly manufactured material, is

reasonably in excess of his current debts, Should the borrow-

er's statement disclose that his short loans and bills and ace-

counts payable, in other words, his current liabilities, are

greater in amount than his gquickly convertible assets, it would lﬁ)
necessarily indicate that some portion of the proc;.eed.s of his § |
éhort loans hes been invested in more permsnent form in his bus-

iness, = Such a condition would, in most cases, render the credit
doubtful unless strengthened by an endorsement, Notes made by

borrowers of that cheracter are therefore, not ellgible for re-x

e Gaw 1o Made Jo and buo Stal@monit
diacountAmW a good end:arserAconfornxs to
the same teat of eligiblility that is required of ‘a maker o

becompn EL5ibl for Xedio Count,

Firms and corporations ¢ néaged in mercantile or mane
ufzeturing business as a rule can make statemeuts which can be
readily analyzed to determine this question of eligibility, With
an 1ndividué.l, and particularly the agricultural borrower, this
geems more difficult, If the loan is made for a commercial
purpose, or its proceeds are used in agriculture, its eligibil-
ity can usually be ascertained by inquiry of the borrower at the

time the losn is made, Encouragement of the practice of requir-

Fg fina.ncla.l statements will in itself tend to establish higher




+f banking, Eligibility and goodness, however, should

~0e confused, It is assumed that every loan made by a member

>, ”‘bank is geod, but only those made for commercial purposes and

-~
>

L having the self~liquidating characteristics referred to, are eli~
gible, There will now be incentive for benk officers to use
greater energy in obtaining definite knowledge of the financisl
condition of their customers in order that their banks may have a

considerable percentage of paper eligible for rediscount, Cus=

tomers of a member bank will likewise be benefitted by the addi-
tional assurance afforded to the bank that at times of seasonal
demend and in time of crisis, their bank has an assured means of
converting a large percentage of its paper into credits for the
benefit of its own customers, Officers of member banks have
frequently stated that they felt obliged to keep a portion of
their resour;es invested in bonds in order that they might have
collateral readily available at any time for borrowing purposes,
With standards of commercial borrowings so established that a
large} portion of the paper held by the banks is readily con-
vertible at the Federal Reserve Banks, the necessity for carry-
ing a bond account, simply for borrowing purposes, should no
longer exist,

It must not be assumed that these changes can be

brought about at once, nor would the development of the system
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be Promoted by attempting to force new methods upon member banks,

without allowing ample time for study and preparation, But the
mere establishment of a standard for commercial paper which may
be rediscounted, will gradually exert an influence towards the
creation of that class 'of baper, that will be more effective in
br inging abo,ut the desired result tham will the establishment of
ah rules, Such peper will in time command better rates,
The influence of discrimination will ultimately be irresistible,
The emeriencé of the pest six months haséiven mich ewidence of
the desire of memberr benks to gain & better understanding of whet
is required in order to make as large an amount of their assets
as possible available for rediscount with the Federal Reserve
Banks,

.The Reserve benks are at bresent engaged in the es~
tablishment o} a system for collecting checks, the details of
which plan are so well known as to require no particular comment,
Discussion of the plan, however, discloses two strong objections
in the minds of the officers of member banks, = one being the pos-
sible loss of revenue from exchange charges now mede by the coun-
try banks, and the other the possible loss of interest on balances
at present carried with Xie-Reserve Agents, through whom collec—
tions are made, and which now count as reserves,

As to the first objection: Experience must demonstrate

]
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_~" whether economies resulting from a more prompt and scientific

system for collecting country checks, together with earnings
growing out of the enjoyment of other advantages a.fforded by
the Federal Reserve system, may not entirely make up the loss
of exchange charges to the extent that such charges are reason-
able and legitimate,

As to the second objection: Some of us feel that
in many caseé, the present system of check collection necessi-
fates carrying larger compensating balances than should be re-
quired or will be necessary when the Federal Reserve collection
system is in full operation, To the extent that balances main-
tained solely for collection purposes can be withdrawn and used
locally, additional revenues will accrue to the member banks,

“The statement is, also, frequently made that the
member banks that join the system, are liable to suffer unex-
pected depletion of their reserve balances, and on that account,
they will find it necessary to carry unaccustomed excess balances
in order to anticipate such depletion, This, we hope, will not
be the case, . As stated in our circular to member banks and

a3 indicated in a more recent eircular letter, it is our intention

4

to co-operate in every way possible with the banks for whom we

are collecting checks, so as to enable them to maintain the re-
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: Ass. If a member bank finds, after experience, that the
=z 'oha,rges against its account exceed the amount of the offset
"/~J which they are able to remit, it should be possible by arrange-
ment with ite Reserve Agent to make regular transfers for its
credit by a simple transfer entry on the books of the reserve
bank, On the other hand, the Federal Reserve Bank will enter
into such arrangement as may be desired to make regular trans-
fers from the accounts of member banks to the credit of the
member benks' Reserve Agent, so that excess balances should not
unduly accumlate, This plan should prevent wexpected impair-'
ment of reserves, as well as wimecessary loss of interest on ‘
balances,

It is alsc urged that, as a considerable percentage
of the dhegks handled by country banks are drawn on state in-
stitutions, and cammot be collected through the Reserve bank,
country benks must continue existing collection arrangements 4
carrying collection accounts with their correspondents, and
that after two years such balances will not count as reserve,
On this account, the claim is made that reserve requirements are,
in fact, increased by reason of the Act, rather than decreased

and that further losses of interest will result from this cause,

This conclusion anticipates a possible loss to arise a year or

two hence, Such balances will count as reserve wholly or in
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& /,6”};r the next two years, It also assumes that no progress
<@ ”f////;ill be made in the next two years in finding a sstisfactory
;i) method of dealing with the situation, It also assumes that

state banks will not take membership in the Federal Reserve
System, and such assumption is far from being justified, To
the extent that the member banks employ the facilities of the

reserve bank for collecting checks on member banks,. the neces-

sity for carrying outside balances will be reduced, and to the
extent that state banks take membership, the necessity for car-
rying outside balances will be further reduced, In order to
minimize the necessity for carrying additionsl balances that

two years hence will not count &s reserve, member banks should
employ the Reserve Bank collection facilities to the fullest ex-
tent posgible, rather than reduce the effectivene#s of this col-
lection facility by withholding their consent fo the plan.'

We also frequently hear the claim made by the counftry
banker that he will be unable to conduct his business and make
his collections economically on the 12 ¢ reserve now permitted
by the law, and that he is therefore unable to take advantage
of the reduced reserve reguirements. This claim is based upon
a lack of appreciation of the present flexibility of his position.

If 50 % or more of the commercial peper in the port-

folios of the member banks may be promptly converted into reserve
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ances DY rediaco;mta with reserve 'banke,‘ the count-ry .ba.ﬁkeri
shoulé. certainly be a.ble to teke advantage' of tlie reduced re-
86€YVe requirements without undue apprehension as to his #bility
to meet unexpected demands by his customera. Ve apprec:.ate
very thoroughly that he is obliged to make every available dol-
1a.r sprn somethinge Apprecia.ting. also, the fears that have
been expressed as to the poss:.ble effect of the new system of
~ gheck collection \mon the eaz'nings of’n_uember banks, we havé ar=
renged with competent experta to make careful examinations of
typical benks in this district in order 1O agcertain in what re=
spect economies may be effected and earnings augnented as &
result of the changes to be undertalken, and its rosults will be
made Jnown to the member banksS. »
Tha experience .of the St. Louis district throws some
1ight on this matieXs The Federa.i Reserve Bank of that district
undertook to clear checks for its 459 members gome months ago.
No essent was asked or obtaineds The adoption of the general
collection plan has recently afforded all the inem‘oer bankn of that
istrict opportunity %o ithdrew if they so desired I am advis-

ed that only 99 out of the 459 have WithdrawWis Presumé.bly; the

other 360 are gatisfied to continue the services 1t will be d
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2% to the officers of the bank, if the member banks will

"

“ite patient consideration to the work now being done and give

/; the new collection system a fair trisl.

- w One other unfortunate aspect of the attitude of mem=~

’ﬁ banks toward the system should be referred to, They have not
yet developed a proper sense of proprietorship and responsibility
as to the reserve bank itself, They are too much disposed to re—‘
gard it as & govermment office or department and overlook the fact
that the bank was created by law for the purpose of performing a
service to its st ockholders and depositors and not to impose upon |
them expense and hardship, This cannot be too strongly emphasized,
All the stock of the reserve barks is owned by member banks and all
the deposits are the property of the member bgnks; two-thirds of
the directors are elected by the member banks; the primary respon-
sibility for the management of thé reserve banks rests upon the mem=-
ber bankers themselves, It i s their duty and responsibility to
see that competent directors are elected and that efficient and re-
liable officers are appointed, They should regard their ownership

and interest as a privilege, and they should likewise feel free to

suggest and criticize -~ certainly, to a greater extent than they

would feel warranted in making suggestions and crigicisms to their
W/
% -psemg,mtm.x
’ _

d The matters I have so far referred to are rather those
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‘H/,cﬁig;ve been a cause of anxiety or criticism in the minds of
H/,////iankers as to the future, Yowr attantion‘dhould be directed to
0 one important thing which has been a cause of anxiety in the jast
and which may now  safely -be forgotten, At no time since our
Civil War and ahe financisl disturbances which followed 1t, hais
Asoﬁ,many yncertainties -eséwbed regarding future financial develop-
ments as at the present tnme. Uncertainty, doubt, timidity,
der old American banklng methods have freqpentf§:;T:e to occurren-
ces which have been a menace to our whole credit syatem and even
to the solvency of some of our banks, The underlying cause has
been doubt in the minds of the banker as to his ability on short
notice to convert his assetq, even the most avallable, into &
circulating medium of undoubtedness goodness and acceptability
to the people.

‘ -The occurrences of last Fall, when the fear of what
might happen, gave rise to instant demand for currency, demonQ
strated that the ability to promptly satisfy that demand would
promptly and effectively allay apprehension, The issue of
$388,000,000 of Aldrich-Vreeland currency served on the one
hand to protect bank reserves, and on the other hand to meet

the demands of depositors, The machinery then in existence

for the issue of this currency was necessarily slow in starting
motion and not completely effective until after the lapse of
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You will repsll the case of the man who stated in his
vill, thet he had led o very yahappy 1ife, warrylng sboyt things,
90% of which, however, never happened,  This statement, yn-
fortunately, would equally spply to the attitude of many bankers
toward the Federal Zeserve System, it is, aleo, true that these
gamo bankers have im the past had wany uynhappy moments worrying
shoyt things which frequently did happemn, but which are net now
likely to happen sgeim, Frenk discussion of these matters with
the member bsukers would dispel some of the misconceptions of the
mntefmolqicm1nm-§hmmotth“h-
ges which mey mot yet heve become distinetly sppereut,

it has frequamtly been stated to me that the Federal
Zeserve banks will mot esrm thelr expenses, much less thelr divi.
dends, and that the member banks, either directly or indirectly,
met stand some loss, This surmise is unfounded, The Federal
HReserve Bank of lew York in the paet six months, has esrmed all
of its current expenses and g considerable sum to be applied to
wards liquidating the expenses of orgenisstion, snd while it may
&hmm&toﬂhﬁ&ﬂ?&hﬁtnimttmﬂ.um

were nooessary, be cuite proper to spportion it over a perilod of




Digitized for FRASER

-

yoars, as the greater pert of the organisstien exponse censisted
of the cost of rrepering an initdal supply, eud a very lsrge oue,
of Federal keserve notes, The Federal Seserve Bask of New York
has total resources of 140,000,000, Vith tut 108 of these
rogourses invested and losned at the present very low rates of
interest, the bank le to-day msking earaings ot the rste of sbout
§200,000, & year, after payiang its rumning expenses,  If from
205 to 250 of its resources were invested st prosest wates, it
wnmthwmﬁmmmmuw
coss t0 add to syrplus, =ad its reserves would still exceed 757
of its lisbilities,

1t has mot, however, besn the roliey of the bemk to
force its funds into use =t & ti:e when huge ez0088 reserves are
been in operation o few yesre, ond scowmlsted s somnsidersble
loan ond investment sgcount, their poliey under preseat osnditions
should be to withdraw funds from the money markei for the purpese
ezmmwmamm.mummm
quently sccompanied by unsound exvension sud spesulstion, Im
fact, the policy of the resorve banks in using thelr funds, should
hmw»mmummm.nmmu-

mmmnwmm,twm-uhm#“

ing dividends, without regard $0 the effest of such a poliey, |
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The statement has also been made by some benkers of our
district thet very little, if amy, of the paper held by their banks
is eligible for rediscount with the Federal Reserve Bank, Those
bankers who make this statement are liable to create the impres-
sion that this opimion is held generally by member baniks; byt an
examination of statements filed with uys disclosed that only sbout
80 banks, out of 480 members, reported that they had very little,
if any, paper eligible for rediscount, With these, we have come
mynicated, in order to zscertain upon what theory their reports
were based, By correspondence snd personal interview with many
of them, we have satisfisd them, as well as ourselves, that one-
half or more of the paper they hold is eliglble for rediscount,

The reports, also, disclosed that the banks outside

of the City of New York, which carry sbout {10,000,000, of reserve

deposits in our bamk, claim to hold mo less than §79,000,000, of
eligible paper, and the bemks of Hew York City which have on de-
posit with us §120,000,000, report $248,000,000, of eligible paper,

Up to the present time, snd until July 15th, consider-
able latitude has been allowed as to the method by which the eli-
gibility of notes offersd for redisscount, shall be determined, The
Judgment of the offiscers of the menber banks and of the Reserve
bank has been exercised broadly, sand I may say, without undue
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regard to technicalities, few notes have been rejected on ac=-
count of fallure of eligibility; some having been returned ow-
ing to carelessness in drawing or indorsing; and it has been
our practice - which we shall continus - to aot upon the applie-
cation on the day of receipt, and advise credit if so regquested
by telegraph, There is, in fact, no red tape to be untied, nor

is there any dispositiom to use it, On Jyly 15th next, however,

Regulation B becomes effective, and to the terms of that reguyla-

tion your attention should be particularly directed, After July
15th, member banks will be expeeted to furnish more speecific

evidence of eligibility of notes when applying for rediscounts,

As t0 smaller borrowers whose notes are offered for rediscoynt; con-
siderable latitude will still be permitted in determining the question
of eligibility; as to larger borrowers, the menber banks are asked
to adopt standards of credit informetiom whigh will emable them to

promptly determine for themselves the eligibility of the paper which

they desire to rediscount, The regylation is based ypon three
important general rules:

First: That the member bank shouyld have in its
files an originel =mi or certified copy of a signed statement dis-
closing the financ@ial condition of the borrower in the case of

all commercial paper purchased from brokers or through
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correspondents,
Second: That it shonid have similar statements

on file as to the financial condition of customere whose notes
are offered for rediscount for a total amount of §5,000 or over,

or for an amount exceeding 104 of the capital stosk of the mem-

ber bamk making the application; that is to say, financial state-

ments must be held as to all purchased paper, and as to paper

made by the bank's customers where the amount of the customer's
obligation rediscounted exceeds §5,000 or 10% of the bank's
capital, On the other hand, no such statement is reguired by
this regulation as to customers whose paper is offered for re-
discount in smaller amounts than those named, in order that they
should be eligible.

Third, That‘theprooeodsof the loan must have been
used or be iantended for use in some industrial, comsercial o¥
agricultural tramsaction, but not for the purchase of land, build-
ings or machinery, or other fixed or permanent assets or iavest-
ments, or for the purchase of goods carried for speculative pur-
poses, lMost bank officers are sufficiemtly well-acquainted with

those who borrow small amounts, to readily ascertain the purpose

for which the loan was made, In the case of larger borrowers,
this can be best determined by am exsminatiom of a statement of

the borrower's financial condition. His statement should be
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made in sych form 88 to disclose whether the amount of his current
assets, that is to say, cash, bills and accounts recéivable, stock
of goods, or raw and partly menufactured material, is reasonably
in excess of his curreat debts, Should the borrower's statement
diseclose that his short loans and bills and accounts paysble, in
other words, his curreant liabilities, are greater in amount than
his guickly convertible 2ssets, it would necessarily indicate that
soms portion of the proceeds of his short loans has been invested
in more permanent form in his business, ©Sych & condition would,
in most c=ses, render the ocredit doubtfyl unless strengthened by
an indorsement, Hotes made by borrowers of that character are
therefore, not eligible for rediscount but if the loan is made to
a good indorser and his statement conforms to the same test of
eligibility that is required of s maker of sn uymindorsed mote, it
then becomes eligible for rediscount,
mm«wzmwmmm-um
ufseturing business as & ryle ocan make statements which can be
readily smalyzed to determine this tmuti\m of eligibility, With
an individual, and particularly the agrigultursl borrower, this
seems more difficult, If the loan is made for a commercial pur-
pose, OF its proceeds are used in agriculture, its eligibility
cau usually be aseertained by iaguiry of tho borrower at the
time the loan is made, Encouragement of the practice of requir-
ing financial statements will in itself tend to establish higher

Federal Reserve Bank of St. Louis by
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stendnpds of bunking, Eligibility ool goodnees, Rovewer, should
not be oonfused, It is asoymed that swvery losm msde by s mosber
bank is good, bt enly those msde for ocsmmergial purposes sud
having the self-liguidating charaSteristics referved to, sre eli-
givle, MW@EM&.M“M”M
greater smergy in obtuining definite mowledge of the finsssial
conditien of thelr customers in order that their bonke may have &
econsldersble persontage of peper eligible for redisgomnt, Cuse
tomers of = mexber bank will 1lkevise be Denefitted by the addi-
tienel ssswrunco afforded to the bemk thet at times of sessomel
desond and im time of erisls, thelr baak has sn sssured mesms of
convertiag a lerge peresntage of its paper iuto oredits for the
Benofit of its owa customers,  Offlcers of mesber benks have
frojuently steted that they felt obliged te kevep a portien of
their resourses investeld in bonds in order thet they might lave
collatersl reedily svailsble at mny time for bBorrewing purposes,
#ith standards of commroisl borrowiugs so establoshed that a
lerge portion of the papar held by the banks is readily con-
vortible at the Fodernl legorve Banks, the nesessity for earry-
ing = bond socount, simply for borrewing purposes, showld mo
longer exist.

it mat not be cssgwed that those shanges osn be
brought sbout at ouce, mor would the development of the system
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be promoted by sttempting to foree now methods upon member banks,
without sllowing saple time Cor etydy and preparation, But the
mere establishment of # standard for commercial paper which may
be redisgounted, will greduslly oxert an inflyexco towards the
greabion of that elease of peper, that will be more effective in
bringing about the desired resylt than will ths establislment of
restrioti¢ffrules, Buck peper will in time commend better rates,
The influence of diserimimntion will ypltirstely be irresisblble,
The experience of the past six months hes siven mych svidence of
the desire of member banks to gain a better understanding of what
is recuired in order to make a8 large an smount of their assets

a8 possible availsble for rediscount with the Federal Reserve

h

Banks,

The Reserve banks are at present engaged ia the es-
tadlishment of & system for colleeting ohecks, the details of
whigh plan are sc well Xmcwn as to require mo particular commsat,
Discussion of the plsn, however, dimsgloses two strong objections
in the ninds of the officers of member benks, - one deing the pos-
sible loss of revemye from excbange charges nmow made by the coua-
try banks, and the other the possible loss of interest on balances
at present esarried with Reserve igents, through whom collections
are made, snd wvhich mow gount &8 reserves,

As to the first objection: Experience must demonstrate
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whether economies resulting from & more prompt and scientifie
system for collecting country checks, together with earnings
growing out of the enjoymemnt of other advantages afforded by
the Federal Reserve system, may not entirely make up the loss
of exchange charges to the extent that such sharges are reasob=
sble and legitimate,

As to the second objection: Some of us feel that
in meny cases, the present system of check collection nesessi-
tates carrying larger compensating balances than should be re-
quired or will be neeessary when the Federal Reserve collection
system is in full operation, To the extent that balances main-.
tained solely for coliection purposes can be withdrawn and used
loeally, additional revemues will accrue to the member banks,

The statement is, also, frequently wade that the
member baunks that joinm the system, are liable to suffer ynex-
pected depletion of their reserve balances, and on that accoynt,
they will find it necessary to carry unascustomed excess balances
in order to antisipate such depletion, This, we hope, will not
be the case, As stated in oyr eirculsr to member banks and as
indicated in a more regent circular letter, it is our intention
to cooperate ia every way possible with the banks for whom we are

collecting checks, so as to enable them to maintein the reserve

required by law without wmecessary depletion or ynnegessary

http://fraser.stlouisfed.org/
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excess, If a member bauk finde, after experience, that the
charges against its account exceed the amount of the offset
which they are sble to remit, it should be possible by arrange-
ment with its Reserve Agent to make regular transfers for its
ofedit by & simple transfer eatry on the books of the peserve
bank, On the other hand, the Federal reserve bamk will enter
into such srrangement &8 may be dosired to mske regular trans-
fers from the asccunts of mewber banks to the credit of the

member banks® Reservs Agent, so that exeess balances should not
unduly accumlate, 7His plan should prevent unempected impair-

ment of reserves, as well as unnecessary loss of interest om
balances,

It is also urged that, as a considerable percentage
of the chegks handled by country banks sre drawn on state in-
stitutions, and cammot be eollected through the Reserve Bank,
country banks mist continme existing colleotion arrangements,
carrying collection accounts with their correspondents, and
that after two years such balances will not count as reserve,
On this account, the claim is made that reserve recuirements
are, in fact, increased by reasom of the iAct, rather than de-
ereased and that further losses of interest will result from
this cause, This conclusion anticipates a possible loss to
arise = year or two heunce, The balances will count a&s reserve

wholly or in part for the next two years, It also assumes
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that no progress will be made in the next two years in finding a
satisfactory method of dealing with the situation, It also as-
sumes that state banks will mot take mewber ship in the Federal
Reserve System, and such assumption is far from being justified,

To the exteat that the member banks employ the facilities of the
reserve bauk for collecting cheoks on menber banks, the necess-
ity for carrying cutside balsnces will be reduced, snd to the
extent that state banks take mewbership, the necessity for carry-
ing outside balances will be further reducéd, In order t0o mine
imize the necessity for carrying additional balances that two years
hence will not count as reserve, member banks should employ the Ree
serve Bauk collection facilities to the fullest extemt possible,
rather than to reduce the effectiveness of tais collection fagility
by withholding their comsent to the pian,

We also traqg‘ea{ly hear the clalm mede by the couniry
banker that he will be unable to conduet his business and make his
collections ecomomically om the 137 reserve now permitted by the law,
snd that he is, therefore, unable to take advantgge of the reduced re-
serve requirements, This claim is based upon a lack of appreciation
of the present flemibility of his positilonm,

If 50% or more of the commercial paper in the portfolios of

the memwber banks may be promptly converted inte reserve balances by
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rediseounts with reserve banks, the couatry banker should certainly
be able to take advantage of tho reduced reserve requirements withe
out undue apprehension as to his ability to meet unexpected demands
by his customers, Ve appreciate very thoroughly that he is obliged
to make every svailable dollar carm something, Appreeiating, also,
the fears that have been expressed as to the possible effeet of the
new system of check cellection gyon the carmings of nember banks, we
have erranged with competent oxperts to make careful examinations of
typical banh in this district in order to ascertain in what respeect
economies may be effected and carnings augmented as a resylt of the
chenges to be yndertaken, and ite wesults will be made kmown to the
member banks,

ihe experienge of the 5f, Louis district throws some light
on this matter, The Federal HReserve DBaauk #f that district Mrtqo;
to clear checks for its 459 members some months age, No asseal was
asked or obtained, The adoption of the gemeral collestion plan has
recently afforded all the member banks of that district opportuanity .
to withdraw 1f they so desired, I am sdvised that only 99 out of the
459 have withdrawn,  Presumsbly, the other 360 are satisfied to cone
t#m the service, It will be a great zid to the officers of the

Federal Reserve Bank of St. Louis .
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bauk, if the member banks will give patient comsideration to the
work wow belng dme and give the new collection system a fair
trial,

One other unfiortunate aspsct of the attitude of member
bsmks toward the system should be referred to, They have uot
yet developed a proper semse of proprietership and rujulitmty
as to' the reserve bank itself, They are too mmch disposed teo
regard it as a government office or department and overlook the
fact that the bauk was ereated by law for the purpose of performe
ing a service to its stoeckholders and depositors aand not to impose
upon them expense and hardship, This cammot be too strongly em-
phasized, 41l the stosk of the reserve banks is owned by member
banks and sll the deposits are the property of the member banksj
two~thirds of {he direetors are elected by the mewber banks; the
primary rvesponsibility for the manasgement of the reserve banks rests
gpon the menber bankers themselves, It is their duty and responsi-
bility to see that competent directors sre clected and that efficient
and relisble officers are appointed, They should regard their owner-
ship and interest as a privilege, and they should lilkewlse feel free
to suggest and criticise - certainly, to a greater exteat than they
would feel warranted in making suggestions and criticisms to their
HReserve igemnt,

The matters I have so far referred to are rather those
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whtich heve been o cause of anxiety or eriticism im the minds of
bankers as to the future, Your sttention should be direeted to
omo important thing which has been a csuse of amxiety ia the past
and which may mow safely be forgotten, At no time sinoce our
e@ummzmrmmumm&mmmm
the world faged so many ungertainties regerding future fiasncisl
developnante as at the present time, Uncertainty, doubt, timidity,
ynder old idmerican bamking methods have Crequently given rise to
cocurrences wiilch have doen a menace to our whele credit system sad
ever to tho solvenoy of some of owr bamks, The undorlying csuse bag
been doubi in the minds of the benker =8 to his ability on short no-
tiee to couvert his nasets, even the most anmbin, into & eircuiat-
ing medium of uadoubtedngesdness mud scceptability to the people,
The ogeurrances of last Fell, vhen the fear of whet wmight
hasppen, gave riss to métajt dewran for eurrensy, demonstrated that
the 2bility to promptly satisfy that demand weuld promptly sud affes
tively allay apprehension, The isswe of $388,000,000, of Aldrish-
Vreeland currenmgy served on the ome hand to protest bask reserves,
and on the other hand to meet the demands of depositers, The
maghinery then in existense for the issge of this eurrency was nec-
essarily slow in starting motion and met completely effective uatil
after the lapse of some weeks, Ve have mow im existence most
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complete machinery with whieh to meot any normal or cxeeptiomal
demand for currensgy, =nd 1t san be put in motiom without previous
notice or preparation, The currency to be issued, that is, the Pede
eral reserve motes, while at present largely secured by the deposit
of gold, ma y be issued, if required, against deposit of commercial
paper eligible for rediscount and imdorsed by member banks, it will
be edditionally protected by large gold reserves and it is the direet
obligation of the United States govermment, The Federsl reserve
banks to-day hold over §$250,000,000, of eash resources, principally
gold, and there is no longer need for aaxiety by the member bankers
ag to their ability to meet the recuiremeunts of their customers end w‘

depositors,

The last siz monthe have been ocoupied by the members of
the Federal Heserve Board and by the directors and offlcers of the
reserve banks in painstakiag efforts to graduslly develop this great
organization, so that it may demomstrate in actyal operation what it
was designed to accomplish,

The reserve system was creabded to perform a service and
provide protection direetly to the baniks of this country smd ine
directly to the ocustomers of the benks, However mach was &accoom
plished by the passage of the Ast, it cannot serve its true pur-
pose except by efficient administration; ouch an administration

depends for its success upon the cooperatien amd loyalty ef the banks

on the ome hand and iantelligent work by the msnager of the system on
Digitized for FRASER

npiraser stousied oo e other,  Of ome thing you may be assured: this statute is oa
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other words, why hasten organization any faster than the business develops?
I think a complete snswer to this question can be masde by colling your at-
tention to the responsibilities which will rest upon this country and upon
the Federal Reserve Banks as an important part of its banking maohinery; in
effecting nécessary.z;:j-ustments which ultimately must be made as & result
of the war,

It would be foolhardy to prophesy what this process of readjust-
ment will be, but some of the effects of the readjustment I think can be
discerned at this time, People who have been aceustomed to doing busi=~
ness with banks, to a great extent measure the ability of the banks to
meet their liabilities by the amount of the bank's gold resources, The
degree of confidence felt in a bank by its customers, may also be felt in
a larger way by an entire nagion as to its banking system, and this is par-
tieularly true in those countries whose banking systems are based upon a
centralized control of gold resérves which are held by centré.l banks which
have the exclusive right of note issue, During this present period, we are
exporting vast quantities of goods to Purope and notwithstending the huge
loans which we are-':zextending to foreign nations and banking institutions
and notwithstanding our Purchases of large amounts of American seecurities
formerly held abroad, our customers An foreign countries find it necessary
to ask their banks to ship us large amounts of these gold reserves in pay-
ment for their purchases,

Since the gold movement started in our favor, we have received
about {400,000,000 in this way, lMuch of this gold, if not all of it,
immediately finds lodgement in the benks, and to some extent in Reserve
Banks. In other words, our ratio of reserves to bank lisbilities is be-
come unduly large and the ratio abroad is being correspondingly reduced.

In order that these payments may be made, the belligerent nations have

even induced their citizens to give up their gold to the banks, thereby
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enabling the banks to enlarge their loans and note issues at the same time

that they are shipping gold to us, The result is plain enough to be seen:

Lisbilities, both banking and national in belligerent countries, are out of
usual proportion to gold reserves; our gold reserves in a sense, are out of

usual proportion to bank liabilities,
e also know that there is nothing quite so fluid or which readjusts

gquite so promptly as credit, In normal times, when credit becomes extend-

ed and money rates are abnormally high in one part of the globe, money is

attracted to that point, Balances of trade, financial operations, the ex-

penditures of tourists and investment transactions generally about offset

each other, just as in the clearings at the Clearing House, debits offset

credits and but & very small balance is settled in gold,

Just now, however, in an international sense, the clearings are

out of balance, We are presenting more checks at the Clearing House than

are being presented against us, the balances are constantly in our faver

and gold moves in our direction in unprecedented volume, That will be the

reaction from this development, and in what way will the Federal Reserve

Banks be invoived in the operation? It seems to me that when the war is over,

or at any rate, whenever our export balance of trade disappears, readjustments

“This will be the world's chesp money merket, If

will begin to te=ke place,
foreign nations and banking institutions emerge from the war with their credit

maintained, normal credit operatioms will be resumed, Borrowings in this

market or sales of goods in this market or the re-sale of securities to this
country, or other international transactions in such volume or sequence as
we cannot now forecas$ will begin very promptly to cause the return of some

part of this gold to restore depleted bank reserves. To express it in the

simplest language, those nations and banking institutions which have kmem un-
duly expanded their liabilities, will begin to build up a stronger founds-

tion of gold reserves, if they have credit, or the geods, or securities to
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sell which will enable them to acquire the gold. It will be the first
time in our history, with the exception of the developments at the out-
break of the war when this counbry will be called upon to exhibit its
strength and resourcefulness in international finance, I feel very
certain that with the immense resources in gold now being accumulated
by the Federal Reserve Banks, we will be able to bear our part in this
read justment with credit to the country and to the system, Just how
the operation will occur cannot be prophesied. From the standpoint of
the member banks, it seems to me that we can feecl great satisfaction and
assurance, as well as a security never before felt, in having the com=

mand of resources of institutions which can convert bank assets of a

liguid character, such as commercial paper, into eredit or currency at

notice, It seems to me that we should then be able to demonstrate, as

T have no doubt we will, that proper banking machinery will enable us %o
meet the demends upon our banking resources which may then be made with-
out the shock and confusion and without the humidiation which we suffered
in 1893 and 1907, While it would, as I have stated, be hazardous to ai-

tempt to forecas® the various steps ém order of events by which these ad- -
|
jus tments will be regquired of us, we can, nevertheless, face with equanim- '

ity, the necessity of a large loss of gold if we have gold on hand and in
our custody, and that is where the Federal Reserve System will demonstrate
its value, No small part of thework of the past year has been directed
toward providing both the machinery and the material means of protecting
the interests of member banks against these demands which will likely be
made upon them as a consequence of the war,

It may be that some of our members have allowed their attention
to be directed too intently upon other considerations than those which are
of national, as well as individual, importance. I am reminded of this

by a letter just received from a banker in this state who calls my atten-
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,,félon to the dissatisfaction of some of the member banks, arising from the pos-
& sible loss of interest and possible ioss of exchange profits, as a result of
,/ ' the gradual transfer of reserves and the enlargement of the collection system,
I hope the member banks will not permit this consideration to influence them
too strongly in their attitude toward the system and I particularly hope that
they do not assume that the difficulties, and all of the difficulties which
they have been discussing among themselves are not quite as fully well-lnown
to the management of the Reserve Banks,
The work of the past year has developed a belief in the minds of
maeny of us that we have not yet established as close relations with the mem-

ber banks as are necessary to a complete mutual understanding, this being due

no doubt, to the engrossing character of the work of organization and the lack

of time for more frequent meetings than has heretofore been possible, Steps

have been taken, however, to overcome this difficulty., At the last meeting
of the Americsn Bankers issociation, a Natiomal Bank Section was organized and
an Executive Committee representative of the National bank members appointed, 1
This is an encouraging developiment, For the first time, the entire membership
of the Federal Reserve System is organized and has appointed a representative
body with which we can deal, You will be interested to learn that the offi-
gers of our bank have already held one meeting with the members of the Execu- W
tive Committee of the Nationai Bank Section, Ve have furthef arranged for a j
conference of the Governors of the Federal Reserve Banks with this Committee to

be held in Washington next week, At the conclusion of the meeting, a joint

conference will be held with members of the Federal Reserve Board, Thus, for

the first time, opportunity is presented for an organization representing all

the member banks to discuss all of those problems face to face, both mhimx

with the body that supervises the system in Wnshington and with the officers

who are rumning the banks in the different sections of the country, I am

hopeful that these meetings will be productive of gatisfactory results. Ve,
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furthermore, have under consideration, a plan by which the Federsal Legisla-

tive Committee of the American Bankers Association may hold a similar con-
These meetings will be de-

ference some time during the month of January,
voted to making earnest effort to reconcile conflicting views as‘to the

meaning of the statute and as to how it should be put into practicsl oper-
be given by the officers of the reserve

ation and careful considerstion will
are submitted,

banks to such recommendations as
district will accept my assurances,

I trust the members in this
make the opera-

which I earnestly make, that every effort will be given to
their legitimate

tion of the banks in every way satisfactory to them and to
interests so far as the law permits, You should not lose sight of the fact

that all of our stock is owned by the member banks, that all of our deposits

belong to them, -~ the member banks elect two-thirds of the directors, by |
whom the officers are selected and our direct responsibility is to our own
We have no objects or interests to serve save theirs, I hope,

membership,
aw into opera-

also that the various steps which we are taking to put the 1
tion, as required by the terms of the statute, can be undertaken with the
cooperation of you who are our stockholders and that we can with your aid

develop relations of mmtual confidence and cooperation,
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FEDERAL RESERVE NOTES AND GOLD RESERVES. //ph

A Discussion of the Practicel Operations of the 7
Currency Provisions of the Federal Reserve Act.

Since the establishment of the Colonies, the American
people have almost continuously paid dearly for experiments with
unsound currency. It seems as though the costly lessons of ex-
perience in other countries had been rejected by our government

and benks and that American ingenuity had been directed to devis-

ing new currency expedients equally expensive and disastrous.
OQur trade with the Indians was first conducted by the use of beads

and wampum and the enumeration of what has since been empleyed as

"money" from that day to the present sounds almost grotesque. We

have used bales of pelts, hogsheads of tobacco, irredeemable Colo~- ‘
nial notes, (which were generally repudiated), irredeemable Conti-

nental currency, coins of foreign nations, wild cat bank notes,

shin plasters, postage stamp currency, greenbacks, Treasury notes

and occasionally clearing house notes, not to mention the present
bond-secured bank notes and long years of experiment with bimetal=-

lic currencys.

Throughout & considerable part of this period, the los=-
ses sustained by the American people were enormous. Not only was
there the direct loss caused by the repudiation or depreciation of
notes issued by the Colonial and state governments and by the Con-
tinental Congress and later by the failure of state banks of no
responsibility, but there was the much greater indirect loss re-
sulting from the expulsion of gold from the country, with the con-

sequent derangement of prices and trade.
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The unfortunate inheritances of the present generation
from these past days are both tangible and intangible. The tan-
gible legacy conaists of

United Stafes notes (greembacks).........$346,681,016

- Silver certificates (Sept. 1, 1916)...... 482,006,557

Treasury notescceeeceeecceseocnoeccnnnsns 2,079,799

National bank notes (Sept. 1, 1916)...... 734,493,851

Total...................$l,565,261,223

The intangible legacy consists of the great crop of dis=-
ordered notions about our currency which it seems impossible to
fully eradicate. Fortunately, the sound money campaign leid the
bogey of bimetaliism in the dust and the five years of agitation
for bénking and currency legislati;n of 1908 =~ 13, resulting in
the passage of the Federal Reserve Act, has at last prepared the
way for the final settlement of this perplexing currency question.

The Federal Reserve Act has among its objects, twe, which
are most important and fundamental: One, the laying of a founda-
tion upon which will be based a complete reform of our inelastic
currency; the other, the creation, through the instrumentality of
reserve banks, of a sound and adequate system of gold banking re-
serves. The followihé treats of the first of these objects.

Congress could not or, at least, did not undertgke at
one siroke to dispose of the existing assortment of nearly
$1,600,000,000 of currency, some part of which should never origi=-
nally have been issued and 211 of which once having been issued
should have been retired as rapidly as the development of the coun=-

try's resources and the growth of -the government's credit permitted.
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So the effert of the present legislation was limited, first, to the
y" fgra;:al retirement of about two-thirds of the national bank notes
to the introduction of a new and elastic element into
the currency by the creation of Federal reserve note issues. The
lenguage employed for these purposes is somewhat obscure and the

gperations involved are rather complicated, but it is only necessa=-
ry to get a clear general understanding of what the law in its
present shapepermits of accomplishment, limited though it is, and
then form our conclusions as to the character of evolution which
must be reliéd upon to perfect the law and ultimately complete

this reform. Short-sighted criticism must not be allowed to dis=-

credit a great piece of legislation or mislead the public as to what

it may accomnlish. Most of the criticism of the Federal Reserve
Act has been of minor importance, considering the broad plan of the
legislation, but in one important matter those directing the policy
of the reservé banks have been charged with failure to observe the
spirit, if not the letter, of the law. It is claimed that issues
of Federal reserve notes in exchange for gold are being made by a
method not authorized by the statute, and that this process congti-
tutes inflation and is‘noﬁ in harmony with the theory of elasticity.
As to the charge of inflation, it may be disposed of in
a few words: The Federal reserve banks had received from the gov=
ernment at October 6th, 1916, $220,490,000 net, of notes which
amount constituted the entire outstanding issue to that date. These
notes are secured by the pledge of $204,476,000 of gold and
$16,014,000 of commercial paper, ad the banks' net liability of
$15,523,000, aa reported Oct. 6th, 1916, (which is simply for such

of the notes as are secured by commercial paper), is offset by
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15,225,000 of notes which the twelve Federal reserve banks held in

N
2

their cash, so that if all the notes held in their tills were si=-

pultaneously surrendered or presented for redemption, the net issue
to=-day would not represent one dollar of inflation. About $204,000,000
ef Federsl reserve notes, which cannot be counted as reserves by the
banks of the country, have been substituted in circulation for a

like amount of gold which otherwise would count as reserve and which

would form the basis, in time, of a very considerable expansion of

credit. It is this -issue which suffers the indictment of"inflation".
How ridiculous! Had the entire $204,000,000 of notes been issued

against discounted paper, every dollar would have been added circu-

lation and "inflation" = if increased circulation even though it be

=]

legitimate and necessary can be termed "inflation."

In brief, the effect of exéhanging Federel reserve notes
for gold is to cause no change whatever in the volume of currency,
although incidentally, it does impose some restraint upon the ex-
pansion of bank credits to the extent that gold has been withdrawn
from bank reserves. S& much for "inflation". Now as to the mat-
ter of elasticity of the new note issue:

Prior to the enactment of the Federal Reserve Act, the
country clamored for aﬁ elastic currency.. Elasticity in the cur-
rency means that the volume can be expsnded to meet the demands of
trade by some other method, of course, than by the importation of
zold from foreign countries, or by its production from domestic
mines. That is to say, currency must be issued in exchange for
some kind of security other than gold. The Federal Reserve Act

proposes that this be done by permitting the Federal reserve banks
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< %o issue their notes, (for the payment of which the government has

been unnecessarily obligated), upon depositing as security there-
for certain classes of commercial paper which they have discounted.
The principal limitation imposed upon the amount so authorized to
be issued is the requirement that there shall always be on hand a

4 of the issue. This is the

gold reserve equal to at least 40
theory of all elastic note issues and of course contemplates al-

mo st unlimited expansion as demands arise, provided always, that
sufficient gold is in hand to comply with the 40 % minimuﬁ reserve
requirement. But is there sufficient gold in hand to fortify

note issues which may be required to meet whatever legitimate de-
mands may arise, and if not, how may it be obtained? It is nec-
essary to take into consideration the method of obtaining and the
certainty of the sources of supply of this gold, for upon this will
inevitably depend the amount of possible expansion, the degree of
gsecurity and the adequacy of the reserve.

The member banks have now paid in to the reserve banks
$55,000,000 as capital and they, with the government, have also
peid in about $560,000,000 as deposits, the greater part originally
consistiﬁg of gold. * Of this $615,000,000 of gold, the reserve
banks have since paid ;ut $183,000,000 in acquiring discounts from
member banks and investments in the open market - it will later be
explained why these operations always necessitate gold payment = so
that, sllowing for other deductions, such as holdings of silver,
United States notes and uncollected checks carried by the reserve
banks, their net gold reserve to-day is about $387,000,000, exclud-
ing the §204,000,000 held by the Federal Reserve Agents against

note issues above mentioned.
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With $£183,000,000 invested, the reserve banks as a whole

are egrning their expenses and somewhat less than the 6 % dividends

en the capital. To earn the full dividends on the capital and a

margin for increased expenses, would require-the investment at pres-

-~ ent interest rates of about $7o,obo,ooo to $80,000,000 additional,
which would involye the loss of a like amouﬁt of gold and leave the
gold reserves of the twelve banks at, roughly, $300,000,000. The
minimum required reserve of 35 % for deposits (substantially no re-
serve being required for note issues as at present with gold secu-
rity), amounts in round figures to #200,000,000.

If, therefore, the banks held investments sufficient to ' F
pay all expenses and dividends, there would remain in their hands
only about #$100,000,000 of gold.in excess of the minimum reserve per-
mitted by the statute, if we exclude the $204,000,000 éf gold obtain-
ed in exchange for notes issued. No one would for a moment advocate
such a reckless policy for the reserve.banks that their reserves would
normally remain at anything like the minimum level, but assuming
that a time of crisis justified such a policy, and fﬁrther assum=
ing that the reserve banks were able. at such times to issue notes
freely in payment for discounts té member banks instead of paying
out their reserve m;nay, the peeitive limit of elasticity to the
Federal reserve note issue would at present be about $250,000,000.
This sum is only about one-half the combined totgls of Aldrich=-
Vreeland notes and Clearing House loan certificates of the New York
Clearing House Association aloné, issued during the Fall of 1914,

How, therefore, may thé reserve banks discharge the ob=
ligation resting upon them, and upon‘the performance of which the
country has placed almost unlimited reliance, of supplying what=-

ever demands for currency may &arise, not only in normal times, but
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growing out of possible disturbances resulting from the war? How,
alss, may the reserve banks be expected to furnish their members
with some part>of the $600,000,000 of recently imported gold when
the conclusion of the war results, as it may, in adverse exchanges
and large gold exports? They can meet every demand in my opinion
by regulating the note issue in accordance with sound principles
as a means of accumulating gold; but this policy should not be made
the excuse for expanding the amount of bank loans and credite for
which at present there is no justification and which, taking the
country as a whole, is already of unprecedented if not dangerous
volgme.

Stating the matter in plainest terms, the member banks
of- the country have deposited £500,000,000 gold with the reserve
banks, and that money is oﬁing to the member banks in the form of
book credits. Free issues of Federal reserve notes against depos-
its of gold, dollar for dollar, would simply mean that indirectly
the public, which requires currency for daily transactions, would
also deposit gold with the reserve banks and in exchange accept
notes for the purpose of their trade, instead of the book credits
used by the member béngs. The book credits which are owing to
the member banks are usually more convenient to them for the set-
tlement of accounts between themselves and their customers and to
a great extent between each other. The currency is more convenw=
ient for pay rolls and the retail trade of the public. Both forms
of credit, as furnished by reserve banks, serve to impound gold in
their vaults. This operation of accumulating gold by note issues

involves no "inflation", does not alter the volume of currency one
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The growth of our country and of its bankihg resources
is too rapid to justify any such arbitrary limitation with the in-
evitable and unfortunate necessity for periodical revisions. A
brake, however, might be applied to expansion at the point where
expansion arises, - that is, by an automatic increase in the dis-
count rate charged to member banks whenever the reserves of the re-
serve ‘banks are reduced below a fixed atatutory mrinimum. Thatvis
the kind of restraint which would be effective, as it would apply
as a penalty to those who are responsible for the expansion.

But the greatest safeguard against misuse of the credit
power of the Reserve System is, as already stated, the character of
its supervision , and in thet respect the System is most fertunate,
and does not need the steel bands of minute statutory-limitations.

The legal basis fof the present method of issue of notes
egainst gold has been established to the satisfaction of the Fedéral
Reserve Board and of the officere and directors of the Federal Re=
serve Bank of New York, and the process has been elaborately explain=-
ed in former statements. No explanation has so far been made, how=-
ever, of why the Federal Reserve Act and our currency laws at times
cause the operations of the twelve reserve banks to develop a tenden-
cy to drain the reserve banks of gold; which will be the case so long '
es we have outstanding such a miscellaneous assortment of currency
and so long as the Federal reserve notes are limited in their legal
tender quality and cannot be counted as reserve money by the member

bankse.
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¥ The growth of our country and of its banking resources
> is too rapid to justify any such arbitrery limitation with the in-
; evitable and unfortunate necessity for periodicel revisions. A
braké, however, might be applied.to expansion at the point where
expansion arises, = that is, by an éutomatic increase in the dis=-
count rate charged to member banks whenever the reserves of the re-
serve banks are reduced below a fixed statutory minimum. That is
the kind of restraint which would be effective, as it would apply
as & penalty to those who are responsible.for the expansion.
But the greatest safeguard against misuse of the credit
power of the Reserve System is, as already stated, fhe character of
its supervision, and in theat respect the System is most fortunate,

and does not need the steel bands of minute statutory limitations.

In a former article, I have endeavored to explain some of
the difficulties encountered by the management of the Federal Reserve
Bank of New York in connection with issues of Federal reserve notes an&
why it seems desirable to urge upon Congress the adoption of amendments
to the Federal Reserve Act in respect of that matter.

The legal baeis for the present method of issue of notes
against gold hes been established to the satisfaction of the Federal
Reserve Board and of the officers and directors of the Federal Reserve
Bank of New York, and the process has been elaborately explained in for-
mer statemente. No explanation has so far been made, however, of why
the Federal Reserve Act and our currency laws at times cause the opera=
tions of the twelve reserve banks to develop a tendency to drain the
reserve banks of gold; which will be the case so long as we have out=-
standing such a miscellaneous assortment of currency and so long as the
Federal reserve notes are limited in their legal tender quality and can- )
not be counted as reserve money by the member banks.
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Issues of Federal reserve notes by the present method, or
by any other authorized method, have nothing whatever to do with this
logs of gold and accumulation of silver certificates and United States
notes. The reserve banks all lose gold whenever they have payments
to make, either for investments or for settlements through the Gold
Settlement Fund, and they all accumulate United States notes and sil=-
ver certificates whenever they have pafments made to them through
Clearing Houses which settle balances in other kinds of currency as
well as gold or gold certificétes. The reason is obvious. For ex-
emple, when the Federal Reserve Bank of New York buys $5,000,0GO of
New York City revenue warrants, it pays for them by handing to the
broker or city authorities a check for $5,000,000. This check is
presented to the Federal Reserve Bank throligh the New York Clearing
House, and unless the bank happens to have $5,000,000 of silver cer-
tificatee and United States notes it must, of course, meet the check
by settling its debit balance with gold certificates. It it handed
Federal reserve notes to the broker or to the city authorities, the
notes would be deposited in banks and by banks would immediately be
presented for redemption and the gold would be paid out in redeeming
them instéad of in séttlement of the Clearing House debit balances.

Even if the resulting debit balance at the Clearing House
could be settled by the use of Federal reserve notes, nothi;g would
be accomplished, because the notes do not count as reserve for the
banks and such banks as received them in settlement of credit balan-
ces, (unless they happened tc have a demand for currency at the mo-

ment,)would promptly present them for redemption and we would lose

Federal Reserve Bank of St. Louis



the gold just the same, having first made a series of useless and
C) expensive motions. In other words, the reserve banks must pay out
gold for their investments and cannot pay out Federal reserve notes.

The loss of gold when discounts are demanded by member

banks ig substantially similar to that which occurs when the reserve
J

w0
2y}

banks invest in the open market. The proceeds of discounts are
credited to the- accounts of member banks, which have probably bor-
rowed for the purpose of making additional locans or meeting demands
of depositors; that is, to create larger balances or restore reserves
already depleted. Against the credits so made to the member banks'
accounts, they draw, or have already drawn, checks which are also

presented through the New York Clearing House where settlement is

made by the reserve bank in gold, unless it happens to have United
States notes or silver certificates which it can use for the purpose.
No issues of netes are made to the discounting banks unless their
customers happen to need currency, which is seldom the motive for
borrowing. Di scounting, therefore, also causes a loss of gold, and
when these investments and discounts fall dﬁe, the checks received
in payment are collected through the Clearing House, thus creating
credit balances which are settled principally in silver certificates
and United States notes, this causing the substitution of that kind
of money in place of the gold which was originally peaid out when the
-investments or discountes were made.
But the principal less of gold arises from quite a dif-

ferent cause and again has no direct relation to the note issue:; A

large part of the present unusual buginess activity in the United

Stetes arises. from the production and manufacture of goods for export
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C} :”V to Europe. These goods largely leave from the Atlantic Seaboard
// <) and principally from the Port of New York. Almost all payments
by purchasers abroad in settlement for exports are made through
New York banks, which are being drawn upon by their interior cor-
respondents or are remifting to the interior points from which
the goods were originally shipped and where ultimate payment must
be made. On the other hand, European nations and institutions ére
borrowing large sums in this country, elmost enmtirely through New
York., The loans are distributed throughout the country and beanks
at interior points are remitting to New York in payment. The flow

-~

of exchange back and forth occasioned by these tremendous currents

of trade and finance, added to our normal seasonal trade, results

at times in the reserve banks of the interior shipping to the Fed-
eral Reserve Bank of New York very large amounts of New York ex-
change. The checks sent us are precented by the Federal Reserve
Bank of New York to the drawees through the New Y;rk Clearing House
and the credit balances arising are paid to the Federal Reserve

Bank largely inm silver certificates and United States notes and to

e small extent in gold. The resulting credit balances on the books
of the Federal Reserve Bank of New York in faver of the interior re-
serve banks, however, a;e settled through the Gold Settlement Fund,
always in gold, as our currency laws do not permit the issue of other
forms of money in large denomination "order certificates", which must
be employed for the settlement of balances between the reserve banks
by this most economical method of settlement. It should be under=-

stood that the gold which has so far moved to the interior represents

the net balances arising from this offsetting flow of exchange between

igitized for FRASER

ttp://fraser.stlouisfed.org/ 5 .
ederal Reserve Bank of St. Louis ) l :



/"’ b 14-

7 New York and the interior, The consequence, therefore, of receiv-
s ing payment in silver certificates and United States notes from our
/ debtors through the Clearing House of New York and meking payment
in gold to our creditors through the'CIGaring House in Washington
is to cause at times an accumulation of the less desirable money
by the New Y;rk bank. Issues of Federsl reserve notes have no re-
lation to the matter whatever.
Further development of the present collection plan will
in time overcome some part of'the difficulty. Interior banks which
now carry balances with New York correspondents are inclined to re-
gsent the action of their New York correspondents in collecting in=~
terior items through the Federal Reserve Bank of New York, for reas-
ons which need not be elaborated. The result is that the interior _ y
reserve banks which do collect a large volume of items payable in
the New York District send more New York exchange to the Federal Re=-
serve Bank of New York than that bank is able to offset by exchange
gent to the interior reserve banks. There is also a considerable
volume of New York exchange purchased outright by interior reserve
banks whenever, ag has frequently been the case, New York exchange

is at & discounte. Thig& all. contributes to cause the settlement

through the Gold Settlement Fund to be adverse to New York practi-
cally 2ll the time, and results in many of the New York member banks
settling with their interior correspondents to some extent, direct,
thus enlarging the constant gold drain on the New York Reserve Bank.
When old collection arrangements are more generally abandoned, the
Federal reserve bank exchanges will more nearly balance and save

some part of the drain of gold.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis a




Digitized for FRASER
http://fraser.stlouisfed.org/

One other disagreeable consequence of the operations
described has been to transfer through the reserve banks and the
Clearing Fund, something like $200,000,000 of the recently import-
ed gold first to other Federal reserve banks, through them to their
member banks and finally by the member banks into general circula=-
tion. It seems unfortunate that means were not available to ér-‘
rest this general dietribution of gold and impound it in the re-
serve bgnks imﬁediately upon its arrival, but no such result could
be accomplished so long as the present limitations continue in re-
gard to the recerve qualities of Federal reserve notes. The best
that could be accomplished by the New York Reserve Bank was to effect
exchanges through the courtesy of the member banks and of bankers
who have controlled the gold importetions, of such silver certifi-
cates and United States notes as accumulated in the reserves §f the
New York Reserve Benk, for the newly arrived gold and to further ac-
cumulate about §75,000,000 of gold against direct issue of notes to
the member banks. Much of the imported gold has simply gone to the
interior to pay for some of the wheat, horses, automobiles and other
goods exported to Europe from the interior.

It should‘noi be supposed that the present total issue
of, say, $204,000,000 of Federal reserve notes has displeced a like
amount of silver certificates and United States notes in circula-
tion and developed a tendency to drive them into the vaults of the
reserve banks. They displaced $204,000,000 of gold certificates
at the time of their issue, and once issued against the retirement
of an equgl amount of gold certificates, it is difficult to see how

they could again displace further amounts of other kinds of currency.
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It is easy to mistake or confuse the influences which
determine how much of our many varieties of currency will contin-
ue in circulation in the hands of the public, or how much will
find iodgement in bank reserves. About the most constant factor
in currency circuletion is the amount which will remain in general
circulation outside of bank reserves, which amount fluctuates in
total roughly in proportion to the volume of business and of season-
al demands. The strongest influence to contrel how much of any
one kind of this currency finds its way into bank vaults and how
much remains in cifculation is the proportion in which the denomi-
nations of the different kinds of notes are issued.

One of the contributing causes, end probably the prin-
cipal one, for the excessive circulation of gold certificates in
the hands of the public and the excessive accumulation of silver
certificates in bank reserves is the fact that too many gold cer=-
tificates are issued in small denominations and too maﬁy silver
certificates in large denominations for the best interests of the
country. It is a significant fact that the great increase in vol-
ume of $10 and $20 bills now circulating throughout the country,
appears to be in gold certificates, whereas, the excessive accumu-
lation of silver in bank reserves which at times occurs consists
usually of the larger denomination silver certificates. If our
government would discontinue the issue of gold certificates of de-
nominations of less than $50, or even somewhat reduce the volume of
tens and twenties now being issued and at the same time would in=-

crease the volume of small denomination silver certificates so as
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to meet the constant and apparently unsatisfied demand for §1, #2
and at times, $5 bille, we would very shortly see a stream of gold
certificates flowing into the national banks to replace present
holdings of silver certificates, thereby affording opportunity for
considerable issues of Federal reserve notes against gold to éartly
take the place of the denominations withdrawn from circulation.
Inherited notions, as well as ignorance, in regard to
our currency have proven an obstacle to a correct understending
in this country of the real function of & bank note and a bank de=
posit. Originally, banks extended credit almost entirely by note
issues and their profits arose from meking issues of notes for
loans extended to borrowers. The enlarged use of current accounts
against which checks are drawn has driven the bank note out of its
former supreme position as the instrument for extending credit and
effecting exchanges so that notes are now used by the.public only
for hand to hand payments and by baéking institutions for settling
differences between amounts owing to each other, = that is, the
Clearing House exchanges. The volume of currency or bank notes
in hand tc¢ hand circulation remains fairly constant, much more so
in fact, than bank dépgsits do, but they should be looked upon as
a claim upon a benk just as a deposit account is, always however,
with this qualification; the ownership of a bank note when it has
legel tender qualities, is involuntary, as one must accept such
notes in payment of debts; a bank deposit results from a purely vol=-
untary relationship between the depositor and the bank, no creditor
being obliged to accept a check from his debtor in payment of a
debt, and when suspicion of weakness of his bank is entertained by
the depositor, he is at liberty to remove his account to.some other

bank.
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Consequently, the circulation of bank notes must depend
: ;7C§ for its success upon a large gold reserve and not, as in this coun=-
ok ry, vorn a reserve consisting of the various k&nds of money which

we iye 80 long allowed to remain in circulation and which must be
presented to the Treasury for redemption in order to get gold,
sometimes when it is most inconvenient for our government to furnish
ite Therein lies the weakness in this country's currency system,
resulting from the issue of $1,600,000,000 of currency without ade-
quate gold backing, a large part of which is counted as cash reserve 1
by banks.

The introduction of an elastic currency to take the place
of our inelastic currencies can only be brought about by the with-
drawal of some part of present issues so as to create a void to be
filled bvaederal reserve notes. A lar ger proportion of ultimate
reserve money, that is, gold, should be held by the reserve banks
and the kind of méney which should be u;ed for hand to hand paymeﬁts
by the public, should be in larger proportion the elastic currency,
that is, the Federal reserve notes, the volume of which will expand
and contract as demands for its use arise. If the latter has ade=-
quate gold becking, it\ch likewise be made with safety to count as
reserve money for the member banks.

The time to commence correcting these inherited defects
in thorough=-going fashion is right now, when the people of the

United States have at their command the largest supply of gold of

any nation of the world and the lergest ever held in this country.

The various steps in completing the reform of our currency position

will result in assembling some of this gold,;and serve also, to

strengthen us to meet the need for its later return to Europe.
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/// It seems that the object of the recently proposed amend-
{5“' ments to the note issue provisions of the Federal Reserve Act must

have been misunderstood, when it is claimed that the failure of Con=-
gress to enact the amendments constituted a rebuke to the managers
of the system for permitting the present method of issuing Federal N
reserve notes. The amendment was designed to accomplish two need-
ed changes in the Act. The important change was to authorize the
reserve banks tocount gold accumulated by note issues as part of
their assets end to treat the notes so issued as part of their lia=-
bilities and thereby immensely strengthen their reserves. This |
was the real object sought by the amendment. 0f less importance,
ana having the effect simply of saving much clerical work and in=
convenience, was the proposed amendment authorizinghdirect exchange
of notes for gold without so many bookkeeping motions involved by
the preliminary pledge of commercial paper. Congress certainly
failed to ddopt the suggestion about the gold counting as reserve,
but had it intended this as disapproval of the method now author-

ized by the law, which was fully and clearly explained, it would

have amended the statute so as to have prevented its continuance
by the present less convenient method.

On the whol;, the peoplé of the country and the press
have given whole-=hearted and very welcome support to the efforts
of the management of the reserve system to make it an unqualified
success. Unfortunately, the task has been so immense that there
has not been sufficient time for the officers of the reserve banks

to explain in a careful and accurate way the various complicated

operations with the insuguration of which they have been charged.
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It is equally unfortunate that those writing criticisms of the
Ci system have been willing to do so without de;inite information
f/'r on some of these matters, and which they have et times been un=-
willing to make effort to obtain. Lack of information explains
most of the criticism which has so far appeared, although in some
cageg our critics have been guilty of a species of mentsl hiberna-

tion which it is difficult to comprehend.

The Federal Reserve System ies not going to be a success =
it ig a success. It is largely tﬁe product of many years of study
and thought by the business men and bankers of the country who were
interested in promoting this great reform; their views have finally o~
been crystallized by the committees of Congress in the present leg-
islation. Its deficiencies will be remedied, but let us hope not
as an outgrowth of unfortunate and costly experiences, bﬁt as the
result of the recommendations of those who are giving the best years

of their lives to bringing about a much needed reform.

B e Sor
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4100 MONTVIEW BOULEVARD ‘
DENVER, COLO.

Denver, Colorado,
Jenuary 15, 1917.

THE FEDERAT RESHERVE ACT AND OUR CURRENCY.

Like every reform, the Federal Reserve System must depend for
enduring success upon popular approval end support. It cannot be ex-
pected that both the bankers and the public will accord this support
unless the various features of the System and its operations are open
to examination and discussion. The importance of this cannot be exag-
gerated when it is realized that changes are teking place in the world's
financial affairs which are certain to throw heavy burdens and responsi-
bilities upon the reserve banks. Plans to anticipate these must be made
in advance, and should be understood. We must also recognize that the
authors of the Federal Reserve Act little realized at the time of its
preparation that before the reserve banks could be orgenized all Zurope
would become involved in the greatest war of all times. Nor could any
humen wisdom foresee the changes which would take place in our country's
trade, in its interhaﬁional balance sheet and in the magnitude and char-
acter of its banking tremsactions,

The addition of overy1,000,000,000 t0 the country's gold stock in
two years is one of the most significant and impressive of these occurrences.
It raises questions in regard to our currency which should be discussed and
considered at this Fime.

The purpose of this and subsecquent articles is to describe certain
transactions of the Federal Reserve Banks and the difficulties which have

arisen and which may continue to multiply on account of that part of our
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hodge-podge currency with which the Federal Reserve Act does not deal.
Also, to suggest certain inconsistencies and dangers in those matters

which can be dealt with if we are willing to consider that the Federal
Reserve Act is only the first step in a2 program for progressive refomm

of our currency.

OUR CURRENCY RECORD.

Since the establishment of the Colonies, the American people
have almost continuously paid dearly for experiments with unsound cur-
rency. It seems as though meny costly lessons of experience in other
countries had been ignored by our government and banks and that American
ingenuity had Been directed to devising new currency expedients equally
expensive and disastrous. Our trade with the Indians was first con-
ducted by the use of beads and wampum and the enumeration of what has
since been employed as "money"™ from that day to the present sounds al-
most grotesque. We have used bales of pelts, hogheads of tobacco, ir-
redeemable Colonial notes (which were generally defaulted), irredeemable
Continental currency (likewise defaulted), coins of foreign nations, wild
cat bank notes, shin pléstera, postage stamp currency, greenbacks, Treasury
notes and oceasionally clearing house notes, not to mention the present
bond secured bank notes and long years of experiment with bimetallic
currency.

Throughout & considerable part of this period, the losses sustained
by the American people were enormous. Not only was there the direct loss
caused by the repudiation or depreciation of notes issued by the Colonial
and state governments and by the Continental Congress and later by the
failure of state banks of no responsibility to redeem their notes, but
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there was the much greater indirect losg resulting from the expulsion
of gold from the country, with the consequent derangement of prices and
trade.

The unfortunate inheritence of the present generation from those
past days are both tangible and intangible. The tangible legacy consisted

January 1, 1917 of

United States notes (greembacks) - - - - - - - 346,681,016
Silver certificates = = = = = = = = = = = = - = 476,795,613
Treasury notes — = = = = = = = = = = = = - - = 2,035,188
Wational Bank notes = = = = = = = = = = = - = 726,825,240

HIERERE] i e ' ) || ] Ly $1,552,537,057

The intangible legacy consists of the great crop of disordered
notions about our currency which it seems impossible to fully eradicate.
Fortunately, the sound money campaign laid the bogey of bimetallism in
the dust and the five years of agitation for banking and currency legis-
lation of 1908 - 13, resulting in the passage of the Federal Reserve Act,
has at last prepared the way for the final settlement of this perplexing
currency question.

The Federal Reserve Act has among its objects two, which are most
important and fundamental: One, the laying of a foundation upon which will
be based a complete ref&rm of our inelastic currency; the other, the creation
tﬁroggh the instrumentality of reserve banks, of a sound and and adequate
system of gold banking reserves. The following treats of the first of these

objects.

GRADUAL RETIREMENT OF NATIONAL BANK NOTES.

Congress could not or, 2t least, did not undertake at one stroke
to dispose of the existing assortment of nearly 3$1,600,000,000 of currency

above mentioned, some part of which should never originally have been is-
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sued and all of which once having been issued should have been retired

as rapidly as the development of the country's resources and the growth

of the government's credit permitted. 8o the effort of the present legis-
lation was limited, first, to the gradual retirement of about two-thirds

of the national bank notes and, second, to the infroduction of a new and
elastic element into the curreney by the creation of Federal Reserve note
issues, leaving everything else wmdisturbed. The language employed in the
Act for these purposes is somewhat obscure and the operations involved
rather complicated, but it is only necessary to get a clear general under-
standing of what the law in its present shape permits of acecomplishment,
limited though it is, and then form our conclusions as to the character of
evolution which must be relied upon to perfect the law and ultimately com-
plete this reform, Short-sighted criticism must not be allowed however to
discredit a great piece of legislation or mislead the public as to what it
may ultimately accomplish. Most of the criticism of the Federal Reserve
Act has been of minor importance, considering the broad purposes of the
legislation, but in one important matter those directing the policy of the
reserve banks have been charged with failure to observe the spirit, if not
the letter, of the lah.i It is claimed that issues of Federal Reserve notes
in exchanée for gold are being made by a method not authorized by the statute,
and that this process constitutes inflation and is not in harmony with the

theory of elasticity.

ISSUES OF NOTES AGAINST GOID.

The legal basis for the method now being employed for issuing
Federal Reserve notes against gold has been established to the satisfac-

tion of the Federal Reserve Board and of the officers and directors of
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the Federal Reserve Bank of New York, and the legal aspects of this

operation have been elaborately explained in former statements made by

the members of the Reserve Board and by officers of the New York Bank,

which need not be repeated here.

1t seems, however, that the object of the emendments to the
note issue provisions of the Federal Reserve Act proposed to the last
gession of Congress must have been misunderstood, when it is claimed
that the failure of Congress to enact the amendments constituted a re-
buke to the managers of the system for permitting the present method of
issuing Federal Reserve notes. The amendment was designed to accomplish
two needed changes in the Act. The important change was to make clear
that the reserve banks may count gold accwmulated by note issues as part
of their assets and may treat the notes so issued as part of their liabi-
lities and thereby immensely strengthen their reserves. This was the
real object sought by the amendment. Of less importance, and having the
effect simply of saving much clerical work and inconvenience, was the
proposed authorization of direct exchanges of notes for gold without so
many bookkeeping motions involved by the preliminary pledge of commercial
papér. Congress failéd to adopt the suggestion about the gold counting as

reserve, but had it intended this as disapproval of the method now author-

-

ized by the law, which was fully and clearly explained, it would have amend-

ed the statute so as to have prevented the issue by the present less con-

venient method,

THE CHARGE OF INFLATION.

As to the charge of inflation, however, it may be disposed of
in a few words: The Federal Reserve banks had received from the govern-

ment at Januwary 5th, 1917 $300,280,000 of notes which amount constituted
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the entire outstanding issue to that date. These notes are secured by
the pledge of 281,292,000 of gold and 20,272,000 of commercial paper.
Such of the notes as are secured by commercial paper are, in fact, offset
by $21,664,000 of notes which the twelve Federal Heserve banks held in
their cash on January 5th, 1917, so that if all the notes held in their
tills were simultaneously surrendered or presented for redemption, the net
issue today would not represent one dollar of inflation. About 281,000,000
of Tederal Reserve notes, which cannot be counted as reserves by the banks
of the country, have been substituted in circulation for a like amount of
gold which otherwise would count as reserve and which would form the basis,
in time, of a very considerable expansion of credit. It is this issue which
suffers the indictment of "inflation". How ridiculous! Had the entire
$281,000,000 of notes been issued against discounted paper, every dollar
would have been added circulation and "inflation" - if increased circulation,
even though it be legitimate and necessary, can be termed "inflation".

In brief, the effect of exchanging Federal Reserve notes for gold
is to cause no change whatever in the volume of currency, although ineci-
dentally, it does impose some restraint upon the expansion of bank credits
to the extent that gold has been withdrawn from bank reserves. So much

for "inflation.” Now as to the matter of elasticity of the new note issue.

THE ETASTICITY OF FEDERAT RESHRVE NOTES.

Prior to the enactment of the Federal Resserve Act, the country
clamored for an elastic currenecy. Elasticity in the currency means that
the volume can be expended to meet the demends of trade by some other

method, of course, than by the importation of gold from foreign countries,
or by its production from domestic mines. That is to say, currency must

be issued in exchange for some kind of security other than gold. The
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Federal Reserve Act proposes that this be done by permitting the Federal
Reserve banks to issue their notes, (for the payment of which the govern-
ment has been unnecessarily obligated), upon depositing as security there-
for certain classes of commercial paper which they have discounted. The
principgl limitation imposed upon the amount of notes so authorized to be
issued f; the requirement that there shall always be on hand a gold reserve
equal to at least 40% of the issue. This is the theory of all elastic note

issues and of course contemplates almost unlimited expansion as demands a-

rigse, provided always, that sufficient gold is in hand to comply with the

40% minimum reserve requirement. But is there sufficient gold now in hand
to fortify note issues which may be required to meet whatever legitimate
demands may arise, and if not, how may it be obtained? It is necessary to
take into consideration the method of obtaining this gold and the certainty
of the sources of its supply for upon this will inevitably depend the amount
of possible expansion, the degree of security and the adequacy of the re-

88IrvVe.

VOIUME OF NOTES WHICH MAY BE ISSUED.

The member banks have now paid in to the reserve banks about
$56,000,000 as capital &nd they, with the govermment, have also paid in
$682,000,000 as deposits, the greater part originally consisting of gold.
Oof this §$738,000,000 of gold, the reserve banks have since paid out
$213,000,000 in acquiring dlgcounts from member banks and investments in the
open market - it will laber be explained why these operations always nec-
essitate gold payment - so that, allowing for other deductions, such as
holdings of silver, United States notes and uncollected checks carried by
the reserve banks, their net gold reserve today is about §$460,000,000 ex-

cluding the $281,000,000 held by the Federal Reserve Agents against note
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issues above mentioned.

With $213,000,000 invested at interest, the reserve banks as a
whole are earning their expenses and somewhat less than 6} dividends on
the capitale To earn the full dividends on the capital and a margin for
increased expenses, would require the investment at present interest
rates of about $75,000,000 additional, which would involve the loss of a
like amount of gold and leave the gold reserves of the twelve banks at,
roughly, $385,000,000¢ The minimum required reserve of 35} for deposits
( substantially no reserve being required for note issues as at present

with gold security) smounts in round figures to (240,000,000,

1f, therefore, the banks held investments sufficient to pay all
expenses and dividends, there would remain in their hands only about
$145,000,000 of gold in excess of the minimum reserve permitted by the
statute, if we exclude the 3251,000,000 of gold held as security for note
issues. No one would for a moment advocate such a reckless policy for
the reserve banks that their reserves would normally remain at anything
like the minimum level, but assuming that a time of crisis justified such
a policy, and further assuming that the reserve banks were able at such
times to issue notes~frgely in payment for discounts to member banks in-
stead of paying out their reserve money, the positive limit of elasticity
to the Federal reserve note issue (unless the gold accunmlated by issues
of notes is counted as reserve) would at present be about $360,000,000,.
This sum is only about two-thirds the combined totals of Aldrich-Vreeland
notes and Clearing House loan certificates of the New Yorx Clearing House

Association alone issued during the fall of 1914.

HOW CAN FEDERAL RESERVE BANKS DISCHARGE THEIR OBII GATI ONS
AD RESPONSIBLIITIES?

How, therefore, may the Reserve Banks discharge the obligation
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resting upon them, on the performance of which the country has placed
almost unlimited reliance, of supplgq;hatever demands for currency may
arise, mot only in normal times, but growing out of possible disturbances
resulting from the war? How, also, may the Reserve Banks be expected to
furnish their members with some part of the {1000,000,000 of recently im-
ported gold when the conclusion of the war results, as it may, in adverse
exchanges and large gold exports? They can meet every demand in my opinion

by regulating the note issue in accordance with sound principles as & means

of accumulating gold; but this policy should not be made the excuse for ex-
panding the amount of bank loans and credits, for which at present there is
no justification and which, teking the country as a whole, are already of
unprecedented if not dangerous volume.

GOID SHOULD BE ACCUMULATED THROUGH NOTES AS WELL AS
THROUGH DEPOSITS.

Stating the matter in plainest terms, the member banks of the
country have deposited 656,000,000 gold with the reserve banks, and
that money is owing to the member banks in the form of book credits.
Free issues of Federal Reserve notes against deposits of gold, dollar for
dollar, would simply mean that indirectly the public, which requires cur-
rency for daily transactions, would also deposit gold with the Reserve
Banks and in exchange accept notes. The book eredits are usually more con-
venient to banks for use in settling accounts between themselves and their
customers and to a great extent between each other. The currency is more
convenient for the pay-rolls and retail trade of the public. Both forms
of credits, as furnished by Reserve Banks, serve to impound gold in their
vaults., This operation of accumumlating gold by note issues involves no

"Inflation”, does not alter the volume of currency one dollar, nor violate

any sound banking principle. What it will do, is vastly to increase the
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power which the Reserve Banks may exercise in time of need. It will
ensble them when crisis or emergency threatens, to extend credit to the
member benks of the system and (through the banks) to issue currency to

the people of the country, who are the customers and beneficiaries of

the system.

if, in addition to the $656,000,000 deposits now made by the
member‘banks, the public also deposits, éay, 600,000,000 of gold, for
which it accepts notes, then when the demand comes, the resulting "in-
flation™ of the note issue - if again the term "inflation" applies to
issues of notes against assets, as in the case of the Aldrich-Vreeland
notes - will be sufficient to meet demands, will be based upon an adequate
gold reserve to support its issue and will be acceptable to those who de=-
mand its use. There would still remain in circulation and in member and
non-member bapk reserves, over 1500,000,000 of gold, an amount exceeding
the total stock of any other nation.

SUPERVISION RATHER THAN LEGISLATION BEST CHHCK
TO EXPANSION.

No fear need be Bntertained that this enlargement of the gold
reserves of the Reserve Banks means an unlimited expansion of credit or
enlargement of fiduciaf& note issues. None of the many restraints im-
posed by law ﬁpon reckless expension of credit or inflation of note
issues are as effective as is the gzood judgment and cammon sense of
those who are managing the systeme They already have ample powers 0
indulge in all sorts of reckless experiments which would discredit the
system and bring about its downfall, The restraint of public opinion and
a proper sense of responsibility can be relied upon to prevent misuse of

powers which are necessarily broad, and convincing evidence of the
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exercise of this conservatism is afforded by the moderate earnings of
the Reserve Banks during a period vwhen there is strong incentive for
them to make a good showing of earnings. They have continuously demon-
strated their unwillingness to press their funds upon a market already
gorged with credit.

Various suggestions have been made, however, for preventing'
undue expansion of note issues by express provision of law, and it may
be necessary, but only in order to satisfy public opinion, to surround
the discretionary powers of the Reserve Banks with such restraints.
Those proposed have generally been either to impose a tax of some kind
upon issues of notes as they expand, or to fix an arbitrary limit on
the total beyond which issues cannot be made. Neither of these plans
would be satisfactory. A tax upon note issues would begin to operate
when the Reserve Banks had become extended and were consequently earning
large profits, a part of which would go into the United States Treasury.
A tax would not, therefore, have a restraining influence when the banks
were already paying large profits to the govérnmsnt, as they would be
indifferent whether these payments were made as a tax upon notes, or
simply as a ccntributioi out of surplus earnings.

Fixing a statutory limit to the note issue would be equally
unsatisfactorye It would have mo relation whatever to the condition of
the Reserve Banks or their reserves. 1t has been estimated that had the
tax proposed by the Aldrich Bill been applied to issues of National Bank
notes less than two decades ago, the maximum tax of 6% would already ap-
ply to a considerable portion of the bank notes now in circulation. The

steady growth of our country's population and of its banking resources
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are too rapid to justify any such arbitrary limitation with the in-
evitable and unfortunate necessity for periodical revisions. A brake,
however, might be applied to expansion at the point where expansion
arises, — that is, by an automatic increase in the discount rate charged
to member banks whenever the reserves of the Reserve Banks are reduced
below & fixed statutory minimum. That is the kind of restraint which
would be effective, as it would apply as a penalty to those who are re-

sponsible for the expansion.

FURTHER CURRENCY LEGISLATION.

Two years of experience with the Reserve Banks in operation
have I believe demonstrated to the managers of the System that the
Federal Reserve Act failed to reach fundamental difficulties with our
currency. 1t provided only for an elastic note issue without providing
for a sufficiently prompt retirement of National Bank notes and failed
entirely to furnish any means of dealing with United States notes and
silver certifiéates. A somewhat cumbersame meﬁhod is now being employed
to fortify the position of the Reserve Banks by accumulating gold against
issues of reserve notes, but the process is not as effective as it would
be if the gold countéd as a part of their reserves. Our whole currency
system will remain defective so long as National Bank notes, silver cer-
tificates and greenbacks continue to occupy the important place which they
now do in our currency circulation and so long as Federal Reserve banks
are restricted in their note operations by the limitations now imposed by
the law upon the method of issuing Federal Reserve notes and so long as
Federal Reserve notes do not count as cash reserves for the member banks.

These defects have caused and will continue to cause difficulties

Federal Reserve Bank of St. Louis
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in the adjustment of domestic exchange. Our currency laws likewise

have an important bearing upon the development of our banking system in
foreign countries. But these matters can all be dealt with expeditiously
and effectively if we take advantage of the present opportunity and of
the present plethora of gold now in circulation to complete the reform
by further legislation, to which reference will be made in subseguent

articles,
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The Federal Reserve banks cage into being in the month of
November, 1914. The passage of the legislation by which they
* were created had been preceded by five years of discuasion,fol-
lowing the financial upheaval of the fall of 1207, such as might
} have been expected to prepare the way for the considerable changes
in banking methods contemplated by the new law.

* Notwithstanding, however, that American bankers had gained

a betiter understanding of the deplorable defects in our banking

i and monetary system, the managers of the new Federal Reserve banks
soon found that the welcome accorded to them by the banks of the
country was, to say the least, cool., Business men generally
welcomed the change"fgr the better, recognizing ﬁhe protection

which the reserve system afforded them, but nevertheless both

| bankers and business men were regrettably ignorant of what 1t all

meant.

&om '
It was the influence of the outbreak of war which sequgggggié .

that the Federal Reserve banks be organized as promptly &s possible.
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wThe best banking machinery and the best banking talent in the
country secmed to be required to protect the interests of both
bankers and business men. Much was expected from the new system,
at once it was started. Very shortly, however, immense imports
of gold from abroad, general business prosperity stimulated by
war profits, and reasonably comfortable conditions in credit énd
banking, appeared to put the Federal Reserve banks for the first
two and one half years of their existence into the class of
expensive luxuries, -in fact examples of governmental interference
with business which were tolerated but, nevertheless, were not
appreciated by many bankers.

During this 1nterva%,i-sm November, 1914, to April, 1917, the
system, by slow stages of progress, found itself; The machinery
for conducting actual operations was designed and developed far
beyond the needs of the moment; the terms of the Act were per-
fected where need was discovered, the men engaged in the work
became better acquainted with theilr duties and with each other,

skilled clerks were engaged and trained, and accounting methods &tre
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perfected so that when the test of our participation in the war
came in 1917, the Federal Reserve banks were in iarge measure
prepared for the grave tasks and responsibilities at once to be
agsumed.

During these first 12 months of our country's participation
in the war the reserve system has become established upon a basis
of confidence, respect, even in fact of admiration, which is now
accorded by both bankers and business men and to such a degrec as
to assure their future so long as good management deserves the
support now enjoyed.

During all these three and one-half years, however, the work
of organization, and during the last year the work assumed by the
Federal Reserve banks as fiscal agents of the Governument, ha{i
80 occuplied the time of all comnected with the system that it has
been difficult to overcome, in a comprchensive way, much of the
ignorance and misunderstanding of the functions of the System.

It is widely accepted as successful and necessary, but, with some
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~exceptions, 1t is still hardly possible to say ti'at it 1s

\ understood. It has come as an/additio to a great banking

| vheeh. lod beeone — Jire Claaos f-basikia,

‘ machine aL%aadz&complicated by the dual development ofAnational

and atate’bants, and in the case of state banks, a development

\ | which cowesns a vast field of business activity, not confined to

eﬂ?fﬁing towards ETEETT?y!ngmbimmwﬂ

\ Until, through dome evolution in methods and many changes in

both state and national laws, we have a truly unified system -
Bankigg in this country will be a puzzle and a mgstery to the
casual observer to t?e business maqland to bankers abroaqyunless
its various features are presented in a concise and comprehensive
form, stripped of the technicalities of economic discussion. It
is much more difficult to present & complex problem in concise form
than in extended detail. This task, however, Professor Kemmerer
has underﬁaken with distinct success in the following pages. (ij:)

The A. B. C. of the Federal Rescrve Systdam should enjoy a
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~Wwide circulatioh,us:£§ is km—fmal, a public service to undertake

the difficult task of preparing an account of this great change in
;buaAVJFﬂ’
our fiscal system wiseh combine’ accuracy with a suffdtetently
Gud ot S

comprechensive survey o the subject to avoid technical discussion
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exception and in view of the position now,ocﬁﬁﬁied by the reserve

banks in the country's affairg,/ifﬁis all that is required to give

o

the general reader“g/véiy complete and accurate account of what

~

1t all means.
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The }(ederal eserve’ banks came into being in the month of Zvember D

1914, The passage of the legisiation by which they were created had been pre-
ceded by five years of discussion, following the financial upheaval of the fall
of 1907, such as might have been expected to prepare thé way for the considerable
changes in banking methods contemplated by the new law,

Notwithstanding, however, that American bankers had gained a better un-
derstanding of the deplorable defects in the American banking and.e;;@ system,
the manegers of the mnew Féderal ,Réerve banks soon found that the welcome accorded
to them by the banks of the country was, to say the least, cool. Business men gen-
erally welcomed the change for the better, recognizing the protection which the re-
serve system aff;)rded themjbut nevertheless both bankers and business men were re-
grettably igmorant of what it all meant.

It was the' influencs of tha war Whish deiendes’ thet e Aederal Hains
banks be organized as promptly as poss‘%igle. The best banking machinery and the best
banking talent in the country seemed toube required to protect the interests of both
:nankers and business men. Ifuch was expected from the new system, once it was start-
ed. Very shortly, however, immense imports of gold from abroad, general business
prosperity stimunlated by ‘wa._;' profits, and reasonably comfortable conditions in credit
and banking, appeared to put the Federal }Géerve banks for the first two and one-half
years of their existence into the class of expensive 1uxuries)' ‘ in fact)they were
regarded as examples of govermmental interference with business which were tolerated
but, nevertheless, were not appreciated by many bankers. |

During this interval, November, 1914, to April, 1917, the system, by slow
stages of progress, found itself/ The machinery for conducting actual operations
was designed and developed far beyond the requirements of the moment-\ﬁe terms of

the Act were perfected where need was discovered, the men engaged in the work became

better acquainted with their duties and with each other{ skilled clerks were engaged

hitp://fraser.stiouisfed.orging trained, and accounting methods were perfected. so that when the test came as
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a result of our the war,in/\lSl?, the,K Federsl Reserve banks were

in large measure prepared for the grave tasks and responsibilities at once to be
- assumede.
During these first twelve months of our country's participation in the

war the reserve system has become established upon a basis of confidemnce and respect,

even in fact of admiration,

and to—suehEivITET IS to-aseule

the support now enjoyed.

both bankers d business mena-

Al
<80 long a8 good management deserves

During these three and one~half years, however, the work of organization,
and during the last year the work assumed by the Federal Reserve banks as fiscal
agents of the Governmment, haé"go occupied the time of all gonnected with the system
that it has been difficult to overcome, in a comprehen‘sive way, much of the iénora.nce
and misunderstanding of the functions of the /Sgstem. It is widely accepted as succes
ful and necessary, but, with some exceptions, it is still hardly vossible to say that
it is understood, It has come as an enlargement of the scope of a great banking ma-

chine which had become complicated by the dual development of two classes of banks,

national and state, andj in the case of state banks, a development which covered a

vast field of business activity/ not confined to commercial banking. Under the :

influence of the new system of twelve closely allied banks of reserve and of discount,
\

the tendency will be towa;-d Jnification and simplicity which will be brought g.bout by
the state institutions, in inoreasing numbers, becoming stockholders and depositors
in the reserve banks. |

Until, however, through evolution in methods and meny changes in both state
and national laws, we have a truly unified system, banking in this country will be a
puzzle and a mystery to the casual observer, to the business man, and to bankers
abroad, unless its various features are presented in a concise and comprehensive form,
strippéd of the technicalities of economic discussion., It 18 guch more difficult
to present a complex problem in coneise form than in extended detail. This task,

however, Professor Kemmerer has undertaken with distinct successW
.
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“A_descrirtion of the functions assumed by the Federal reserve banks as fis—
* sal agents of the LW;F#F Government, and of the handling of war bonds, certif: *ates
of indebtedness and Aovermment funds would have complicated, and, possibly, rendered

, less clear the description of the position theﬁeral}(serve,&ﬁtem occupies in

the banking field. It would have inyolved, further, a disouifion of the long felt :
/ I
&ha roperly

necessity for a modification of the independent }l{easury ste

been enlarged upon @-&h&s—m&mm—

%It is a public service to undertake the difficult task of preparing an account of

this great change in ouf fiscal system so as to combine sccuracy with a comprehen-

sive survey of the subject and, at the same time, to avoid technical details._«
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All that is required to give the reader an understanding of the fundamente

als of the new r‘:gime of American benking is contained in the following pages, which
will be read with attention and interest by many who have been seeking this informa-

tion during the past three and one-half years.

Fradicol Poosve

%a.a 28 /9%
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The extent to which Federal reserve banks should enter into commitments
for the immediate shipment of gold, or for shipment at a period subsequent to the
termination of the war, should be determined as & matter of policy and whatever
determination is reached should, in my opinion, be made to apply to all twelve h‘der—,w
al reserve banks,

Gold engagements with neutral countries to be ligquidated subsequent to
the war, are in effect no differen& from similar engagements which might be entered
into by the Federal govermment so far as the supply of gold :ll'ognoomd, because
the reserve banks would necessarily furnish the gold in either. event, On the other
hand, an engagement by the Federal banks is slightly different from a government
engagement , because in the latter case direct diplomatic negotiations would be emw
ployed in dealing with any difficulty which might arise, whereas in the former it
would be a b@m transaction pure and simple, and the central bank of the country
naturally should contemplate immediate fulfillment of such engagements without
postponement, because the influence upon domestic and foreign credit would be too
serious in its consequences, if avoidance of such obligation should be attempted.

It seems to me that a decision as to the amount of gold engagements of
this character to be undertaken can only be arrived at by considering the following
controlling factors; --

FIRST: 1Is the engagement essential in order to secure materials required
by the prose%ution of the war?

SECOND: Is the total undertaken for shipment prior to the comclusion of
the war large enough to impair our credit situation if shipment is demanded?

THIRDs 1Is the total committed for ;hipmnt subsequent to the comclusion
of the war sufficient to embg/rass our credit situation when post-war readjustments

are imposed upon us?
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FOURTH 1Is the total of all engagements for immediate, as well as post-war
ol shipment, iikaly to become so large as to be a gause of embarrassment at m#im?

FIFPH = Is consideration given to the rapidly growing ocurrent account, be-
tween this country and neutral nations, which in itself may require gold shipments when
the war is over, unless our exporters are in a position to ship goods in large volume,

A1l that I have had in mind in comnection with negotiations now pending is to
imngmt we do not make commitments to the point of embarrassment by entering into
sach agreement seperately, without considering the effest upon our situation when the
total of all such engagements is considered.

~ Our undertaking with Lrgontmrmvolns 2 commitment at the present time of
about one hundyed millions and this may require enlargement, The proposed agreement
with Chili;likewise, may involve one hundred millions or more,

Negotiations are proceeding along similar lines with Peru, Bolivia and Colom-
bia, the amounts involved still being undetermined,

1 &% informed that go0ld payments ere in contemplation in Switzerland, and
Spain for Italian account, The plans under consideration from Mexico, likewise, in-
volve a moderate but constant loss of gold,

Negotiations have been under consideration with England and France for a con-
siderable joint shiprent to Spain,

The sum total,  thepefore, of all undertakings, concluded or under comsideratio
may, indeed, be very large,

It has seemed to me that before concluding the Chilean agreement, all pending
negotiations should be considered by the Federal Reserve Board which is the ultiuto(y
.rosponublo authority on b#nking reserves, and a definite policy adopted to which we
could all conform and by which all reserve banks would be bound,

The importance of preserving international gold payment cannot be exagerated
but it seems to me that gare must be exercised in case we assume the burden for making
payments t0 neutral countries for sccount of England and France or Italy that we do not

do s0 in such a way as to render control of our own banking reserves impossible,

U RasvantMmiiv anbmitted.

Egdaral Rocarve Ronk ofSt |loyig ...






