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Greeeiiloed 773/

& Boetocic,
IASTAULSSTS OF FEOBRAL RESERVE POLICT

The Federal regecve—offictals, facad with 2 zivea situation
whichk tands, say, to inflatlon, decide to 4o sonmething. Shall
+hat something be an increase in the rates, sales of Government
securities, wernings, direct action, or the use at some other
ingtrument? The decision, as reprecsented by what zotually is done,
incicates a judgment as to the reletive efficacy of the various
ingtmumants of poliey. Of course, one cannot equate warnings
#ith changes in the volume of securities, or changes in the raie
with nenalties. For example, one cannot sey that § nage werning

in the Bulletin ecuals in effeet the sale of 330,000,000 of
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Governmenta, equals an increase of F % 1
And yet, somelow or otaer, the 2eserys authoriiias muph apnrzoni-
mate just that! In short, the banks, subject %o revier and dow-
termination Ly the Boord must establish whether snd in vhat di-
reetion and to vhat extent the rabte of rediscount is to be changed
the open-market commistee with the approvzl of the Bozrd must
decida in what directlon and to what exbtent the reserve bankst
porticlio of Governments is to be changed, etc.

An important element in each situation is the flexivbilidy of
the worious instzruments of molicy. Aldhough there iz nothing
absolutz about these instruments, some are subjset o o wider and
more precise adjustment than are others. Hor are these fagiors
indesnendent of the circunstsnces under which they ars used. Phus
Chg cannot hope to enforce a firm conbtrol over the volume of
credit Dy tinZkering with the tradition against zediscounting. It
13 $rue that rate changes (particularly redustions) may b2 taien
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as & signal that 2 change in this tradition is desired, but the
adjustment on the basis of the tradition is vory crude. There is
no method to determine the extent to which centrzl bankers nmay
rely upon changes in the effectiveness of this instrument to alter
the volume of credit.

Warnings fall into much the same category. Herein lies the
chief objection to their use as instruments of policy. Some time
elapses between the issuance of a warning and the determination of
its effectiveness. This period muy be sufficiently long to peramit
»the vicious circle” of inflation to get underway. If a single
warning proves ineffective, experience seens to indicate that an
entire series is likely to prove ineffective also. In s sense one
may say that much of the effectiveness of the instrument 1s ex~
hausted with the single use; and there is no method to determine
even rouzhly how effective ii will be.

In this respeot direct action 1s more like these instruments
thzn it is like the ratec and o-en-market operationa. How can one
adjust the amount of direct pressure which is exerted upon the
meaber banks, be equlitable to all, and yet produce the desired
amount of curtallment? If the pressure 1s too effective, hov is
it to be relicved? On the other hand, if the first application is
not sufficieantly great, how is it to be inoreased?

For this purpose the rate has cexrtain advantages. Its
effectiveness is not exhausted with a single use. If the first
change does not produce the desired effect, it may be changed
again and yet again - and in either direction. However, it is not
efficient under all circumstances. In periods of rapidly falling

prices any rate at 211 is likely to be deterrent. The lowest

1. Fisher, I. The Theory of Intorest, OlLs. II ond XIX and

NS  vemwmete ~n

appendix to Ch. XIX.
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centrol ook rate ia hilstory did ot sncouraid borrovin; 2arly in
1231. The bank rate can be raised sufficiently “o curb any rise
in prices not financed exclumively without reaserve funds; but it
may not be possible to lower 1t sufficiently to check = fo11.>
Furthermore, changes are made one-half per cent. or multiples
thercof at a time. One con determine only roughly, if at all,
how much effect a jiven chonge will have. 1In short, the rate is
a crude instrument to b2 used for major changes only; =nd, cven
ther, is likely to be ineffective in depressions.

Cnen-nariket operations bridge both these gops. Probobly
they =re the most sensitive znd sdjustable of 211 the instruments.
They nre cffective in periads of prosperity and depression alike.
The chief linitation upen their ucse ig the volume of recurities
eld at any ziven time by the reserve banks.s- Within this mar;;in
adjustuents mny bte made with a great degree of nicety. For this

cason the rate should be used for the cruder adjustiments, while
the open-anrket portfolio is retained for the finer ones. Since
the extent to which the securities may be used to curtall credit
is continzent upon the size of the portfolio, it is wiase for the
reserve banks to bulld up their holdings of securities in periods

of depression. And it is precisely at such a time that purchases

of securities are the best instrument to stimulate rccovery.

2. Cf. Pigou, A. C. Industrinl Fluctuations, Part II, Ch. iv;

Keynes, J. Y. The Nation and Athenaeun, ifoy 10, 1330, p. 183.

5. Gov. Stronz suggested (Stab.Hear.l927,p.450) that at times
Governments are slmost unobtainzble. Probably they could be

secured at a sufficiently favorable price. Should the total

volunme be reduced greatly, other securities might be substi-

tuted. Esnecially important in this comnection is the suggestion

to put bill purchases upon a footing similar to that of Govern-

ments. If necessary, the Federal Reserve Act could be emended

to sunply sufficient investnents.
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As zn 2id to meticulous adjustment, it probably rould be
wigse for the reserve banks to handle the portfolio of purchased
bills in a fashion similar to that used for Governments. If the
open-market committee would purchase definite amounts of bills
instead of taking all that are offered at the established rate,
the situation could be adjusted more accurately.4. Cextalnty and
adjustability are two criteria which should be important in the
gselection of instruments of policy.

1. The Rate of Rediscount.

The traditional{ that is to say the oldest) instrumeat of
reserve bank policy desizned to control the volume of credit is
the centrzl bank rediscount rate. Although the functioning of a

central bank in the open-market seems to have been understood by
De
Ricardo, central bankers d4id not adopnt the instrument. Ricardo

also understood that a low rate would operate in the direction of

. 6.

inflation, and that a high rate would tend toward deflation.
Jm&m g 3

' 2 Lhewls ;
He did not, however, discuﬁg;chan €s in égs rate Gesdgned to

steritizntion.. Nor did Mill discuss the matter, though his gen-

eral analysis leads one to believe that he understood it.

Beckhart states that the operation of the bank rate was under-
8-
stood by British central bankers as early as 1857.

4. In 1928-1929 the purchased bill holdings of the reserve banks
were used as a part of general credit policy. Cf. Burgess,
7. R. In Review of Econcmic Statistics, XI1I, pp. 19-20.

S. Ricardo, Works (licCulloch Edition), pp. 507-512. Plan for
the #stab. of a Hatl. Bank.

6. Prin. Pol. Zcon., p. 220.

7. Cf. Prin. Pol. Econ., Book III, Chs. XXIII and XXIV; also
Report Select Com. on Bank Acts.

8. Discount Policy of Fed. Res. Sys., Ch. I. contains an account
of the historical development.
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Jowadays, however, theére is nc longer an exclusive reliance
upon the gate on the vart either of centrzl bankers or of banking
students. Of course the logical case for the rate remains un-
changed. It runs as follows: If prices are tending to rise, an
jncrease in the bank rate will decrease borrowing by making it
less profitable. Less borrowing will mean a reduced volume of
money and credit. The decreased demand for goods which results
will mean a tendency for prices to fall. ULikewise the tendency
of prices to fall czn be corrected by a2 reduction in the rate -
which 7ill increase the volume of money and cradit by making
borrowing profitable.

It was observed, hcwever, that in periods much disturbed -
especially those of precipitously falling prices - any rate, how=
ever low, -vas nrohibitive. In other words, =z reduction in the
rate did not have the desired =ffect. It vas observed further
that if the member bankes were sunporting the credit structure
without reserve bank funds, they would not pay the rate; and hence
the penolty feature would not be effective. As a consequence
there developed various theories defining an effective rate.

This concept has gone throuzh an interesting evolution.
Since the obvious purpose of rate changes is to effect changes in
the volume of credit, one might suppose that the definition of
the word effective would run in terms of changes in the volume of
credit, or in terms of developing z credit situation which could
be seen to be lezding to a reduction of rediscounts. For, though

there mzy be no immediate reduction, the increase in the rate may

9. Recently the American reserve bankers have relied more heavily
upcn the rate. For some time the holdinze of Governments have
not been changed greatly. Cf. testimony of A. C. Uiller in
Oner. of Hetl. and Fed. Res. Bank.Sys. Hear. 1931, p. 150.

Cf. Keynes, J. . A 7reatise on Honey, Vol. 2, Chapter 33,
DigitizedforFRASERsecS° 1 and iii.
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condition a later decrease in the volume of currency. un-
fortunately sensible conclusions have been dra'm out seldom in
regerve banking history, and this is no exception.

During the period under consideration warious phases of
theory have risen into prominence. The first idea is that =a
gentral bank rediscount rate, in order to bo effective, must be
above the market rate.ll. The second, which is fundamentally
similar to the first, also centers attention upon the relation be-
tveen member banks and the reserve¢ banks. According to this idea
a rate cannot be effective unless some banks actually vay it,
that i3, are in debt at the reserve banks.lz. The third concent
of effectiveness is that the rate i3z effective if it forces mar-
ket rates to follow.ls’ Finally, the concept which i1s based upon
the objectives of rate changes mazkes the definition continent
upon the rszlation between rzate chanzes and changes in the voluame
of credit. These various concepts cf efiectiveness will be
exanined in turﬁ.

The oldest theory ostensibly is borrowed from British prac-

tice and states that the bank rate should be above the market

14.
rate. The inmplication i3 that thelreserve banks should not
5.
be used except in cases of emergency. As a matter of fact,

however, the earning ussets of the reserve banks continually run

10. Rcbertson, doney, pn. 174-175.
11. Ann. Ren. Fed. res. Boord, 1921 (VIII) pp.30-31; 1919 (VI)
rp. 2, 68.
13. Fed. Res. Bull., July 1923 (VIII) p. 769.
13. Ann. Rep. Fed. Res. Board, 18233 (X) p. 10.
l4. Aan. Ren. Fed. Res. board, 1921 VIII) pp. 30=31. At times
Hawtrey seems to take this view. Cf. his Review of the Annual
Report for 1923 in Econ. Jour., (XXXIV) p.2384. The concept of
market rates itself has gone throuzh 2n interesting evolution.
Cf. the following: Ann. Rep. Fed. Res. Board, 1921, (VIII)
Pp. 30-31, Fed. Res. Bull. July 1921, (VII), p. 776. Stab.
Henr. 1937, p. 984 (testimony of . R. Burzess). Ann. ReD.
“ed. 25, 3oard, 1828, (XV) p. 12. - T
it 15, Cf. Furniss, E. Foreli+n Zxchonse, ppe 395-398 and Keynes, J. M.
igitized for FRASER m A ] —
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over 2 bPillion dollars. Rediscounts alone have veen wore than
a billion dollars at times ond typlically run over half-a-opillion.
Po reduce this to zero —wvithout offsettiny purchases in the onen-
market would involve stupendous deflztion. &. . Keynes has
pointed out that in this respect the Americanlg?nking systen is
decidedly different from itgs British neighber. The Bank of
Inglznd rate habitually is kept at a penaltiy height. Since the
Yar, the Bank controls the reserve resources of the member bonks
practically eiclueively by means cf open-market operations. 1In
inzland, with 1ts branch banking system, this instrument works
very well. All of the central offices have dirsct access tc
the centzal 'pool of regerves.' Changes in the Bank of Zngland
portfolio of open-uarket securlities react upon all. In America,
hovwever, with rather more than 24,000 commerciil banks scattered
over the couatry, the pool of reserves 1s made more avuilzbdle
to the member banks by means of rediscounting. The cuestion
resclves itself into choosing between the rate snd open-market
onerations as the better of instrument of policy. %hile the
latter is undoubtedly more precise for acourate adjustments,
and apnears to be more effective to stimulate a recovery from
a severe depression, it does not follow that it is best in all
syste:xs for major changes. Since the War Britain seems to have
ciogen ownen-market operations. The recent policy of the reserve
board seems to indicate a greater reliance upon the raxe.lv.

The second theory of effectiveness is a variant of the
Penalty rate idea. According to this theory, however, a differ-
ential is not of itself sufficient. Some banks must also pay the

Pénzlty, i.e. must bBorrow from the reserve banks. Historically,

16. Ibid.

17. Ibid.
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thiz eriserion 2lways has been zatliafiec in werica. On the face
of things this idea 1s paradoxical. Since the object of the in-
crease in rates 1s the discourazement of borrowing, it would seem
a contradiction in terms to call a rate sufficlently high to
discourage all borrowing, an ‘ineffective' rate. Upon more ex-
tended study of the statements this contradiction dissolves into
an unfortunate selection of terms. Statements of this sort are
made when rate lncreases are combined with reserve bank sales of
Goveraments. The arpument under those circumstances runs as
follows: If the member banks are not in debt at the reserve
baniks, an increase in the rate cannot curtail credit because no
.aone =111 be forced to pay the nenalty. Consequently, if the

"
¢ mecaboer bonks are not heavily enough indebted to the reserve banks
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zate is increased, the chunge will be ineffective. Un-

Q«ier such clrcumstances it iz further neceszary to force some

e
vy Y
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%the nember banks are sufficiently indebted to the reserve banks
% M
:J‘the venalty feature will over.te on them in the diraction of
o |
ﬂf reducing thelr own extensions of oredit. 1In essentials, there-
¥

3
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. aember banks into the reserve bvanks by anles of Sovermments. Once
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fore, these two theories - one that member banks should not
normally borrow from the reserve banks, and the other that they
mast s> borrow in order to be discourazed - are built upcn the

Saxe base, viz., that an effective bank rate 1s a rate above the
market.

Althouzh this m=y be za convenient rule of thumb under
certain circumstances, such as exist in Britain for example, 1t
should not be set up 2s 2 goal applicable under all conditions.

In some of the rezsoning of the reserve officizls there appears
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40 be a process of rationalizing this rule of thumb into an end
18.

per se. Thus Burgess, both in his book on the {g?erve systen
and in his testimony before the House Committee, concludes that
a rate between that on commercizal paper and that on bankers!
acceptances is a 'fair price' for reserve money., He seems to set
up the relationship between the bank rate and market rates as an
end of policy.

The Board does not always set up the same goal as does
Burgess. In the Repoxt for 1918, a year of trememdous inflation,
the Board suggested a penalty bank rate to make borrowing un-
profitable and thus tend to check the inflation. When the Board
relies upon the rate and sugzests the penalty feature as ideal
under normal circumstances, it posits a persistent tendency
toward inflation on the part of the economic system. For if
there iz a tendency toward deflation - as there is from time to
time -~ borrowing should be encouraged by making it profitable;
the rate should be belov the market. If one assumes that the
rate is an important factor in controlling the volume of credit,
the bank rate, in general, should be fixed at whatever point is
necessary to secure the desired result. Although the relation
to market rates might prove a convenient rule of thumb in de-
termining the probable results of changes, the market rate
structure should not be made az shibboleth. The Board recognized
RO such mechanical formula as the proper guide for policy. Indeed,
there appears to be no consistent policy at all.go

LA

18. The Reserve Banks and the Money Market, pp. 191-195.

19. Stab. Hear. 19237, pp. 966-967.

20. Two oitations from Annual Reports of the Federal Reserve
Board may be given to indicate the lack of consistency. 1In
the Bixth Report (1919,p.3) appears a statement of the
earlier concept. "The rediscounts of the Federal reserve
banks, therefore, instead of being higher than the market
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The analysis of the penalty rate is not complete without
mention of another factor. Since the bank rate must be above
the market, any downward movement of the bank rate must await
earlier changes in the market rates. B8uch a change must walt
until the market rates decline sufficiently to keep the bank rate
higher even after the change. In other words, the bank rate must
follow. It is not viewed as an immediately causal factor; though,
of course, it is considered a conditioning factor indirectly.

A third concept of effectiveness meets this difficulty.
It is not bvased upon the rate structure at any particular moment
of time. On the contrary, it centers attention upon the rate as
an active factor in the situation. A bank rate is effective
provided changes in it are followed by changes in market rates?l.

This theory of effectiveness has run the whole gamut from
denial to explicit statement as a fact. In June 1930, the
Federal Reserve Board presented a reverse sequence. At that time
it was stated that the increase in the bank rate reflected, that

23.
is followed{ market rates. This is in keeping with the

Contin.~ rates, as in theory and normal practice they should bave
been, were made lower than the market rates. This circum-
gtance is enough to prevent the normal functioning of a
Federal reserve bank, whose rates should be so fixed that
resoxrt thereto is unprofitable to the borrowing institution
and thus has a tendency to check inflation.® Italics those
of the present writer. In the classic Tenth Report (19233, p.9)
appears the later idez. "The outlook for Federal reserve
credit regulation would indeed be unpromiging, in view of the
great disparity of customer rates at member banks in differ-
ent sections of the country, if the reserve banks had no other
means than discount rates by which to regulate the volume of
their credit uced, and if this discount rate could exert no
effective influence unless it were a penalty rate.® Cf.
Report for 1925, pp. 15-18.
Cf. Gregory, T. E. Federal Reserve Banking System, p. 43.
and Xeynes, J. 4. A Treatise on Money, Vol. I, pp. 200-201.
Cf. Fed. Res. Bull., June 1930 (VI), p. 558; and June-July,
1924 ZK) pPp. 457 and 831.

<l.

<3.
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analysis of Burgess that primary consideration is ziven to money
rates in the determination of the bank rate. A 'fair'! rate lies
gomevhere between the open-market rate for commercial paper and
the rate for bankers! acceptances.as. Of course, such a rate

structure may be justified logically. ] 3ince the spread between
these rates does not as a rile run as much =28 1 per cent.,as. bark
rate changes generally are limited to 4 per cent. However, it is
anomalous, to say the least, that the control element should
follow other factors in the market. Indeed, it is a tacit ad-
mission that the main controle lie elsewhere.

Another feature of this problem connects it with two other
instruments of policy: open-market operations and the tradition
against rediscounting. A sale of securities leads, in the first
instznce, to increased rediscounting. If the tradition holds,
therefore, the sale will result in efforts on the part of member
banks to get funds with which to repay their indebtedness to the
reserve banks. This scraibble for funds will force up the rates?a.
According to the theory presented above, these hlgher rates will
be the signal to the reserve banks to Increase the bank rate.
Although other factors enter into the rates, this still places
the primary responsibility upon the reserve system. All that has
happened is that more of the burden of responsibility has been
placed upon open-market operations and less upon the rate itself.

At times sufficient attention has been focussed upon the
market rates to exonerate the bank rate entirely. This is true,
23. The Reserve Banks and the Money Harket, pp. 191-195.

34. Tbid. and Stab. Hear., “1927, pp. 964~967.

35. There are exceptions as in the last half of 1924 and late in
both 1928 and 1989.

26. Cf. Riefler, Y. W., Money Rates and Money Harkets, ‘Ch. 2.
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of course, particularly in perlods of severe depression. Illus-
trations may be drawn from the 1920-1921 depression.g7'

After that, however, there was another change. 1In the Tenth
Annuzl Report (1933) the Roard states that the bank rate is an
jmportant =nd at times dominating element in the situation.ge‘
This repcrt has been called the matured opinion of the Board. It
claims effectiveness for the rate if such effectiveness is
pezsured by changes in the market rates resulting from changes in
4he bank raxe.zg' This 1dea of responsivenzsss of market rates to
changes in the bank rate is similar to the others given in that
all centsr attention upon the ratéds themselves. However, not the
rates but control over the volume of credit is the prime objective
of banking policy.sg. It is true that an increase in rates will
tend to decrease the amount of credit demanded. It will do so in
the first instance by cutting off marginal loans. More remotely
the change in pelicy will change the expectancy of borrowers.

The prospects of profits are less roseate when the reserve systen
indicates that it intends to curtzil credit than otherwise. If

a change in the bank rate is followed by changes in the market
rates, it is termed effective because it thus discouragee borrowing.

Therefore, it would appear that a more useful definition
of effectiveness is that which relates rate changes to changes in
the volume of credit. This focusses attention upon the heart of
the metter - the objective of rate changes - and states that an

effective rate is one which accomplishes the object sought. The

e
<

« Fed. Hes. Ball., January 1921 (VII) p. 8; and July 1921, pp.

T75-7765.
28. Ann, Rep. Fed. Res. Board, 1923 (X) p. 10.
39. Tbid. |

30. 'As wzs indicated in Fed. Res. Bull., Julyrlsao (v1), p».885-636.
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concant is useful esnecially in periods much disturbed, when all
rotes nove in the same direction but %oo slowly to gorrect the
tendency. Thus, often in perlods of rapidly rising prices the
pank rate is increased and market rates inorease, but the volume
of borrowving continues fto be augnented and prices continue to rise.
Likewide, frequently in periods of falling prices, hesltant re-
ductions in the bank rate 4o not check the continuous reduction
jn the volume of borrowiags. Such perlods, which come from time
t0 time {1920 and 1930), indicate a further usefulness of this
method of attack. Other methods center attention upon the control
over inflation; this is equally useful for periods of deflation.
An effective rate should not only be high enough to discourage
borrowing in periods of rising prices; it should 2lgo be low
enouzh to encourage borrowing in periods of fzlling prices.

¥or can the rate be abstracted from other instruments of
policy. Thus if the credit structure iz being carried largely
without rediscounting at the reserve banks, an increase in the
rate cannot appreciadbly reduce the volume of this borrowing from
the reserve banks and consequently cannot decreazse the volume of
commercial credit. Gold imports under such circumstances would
lead to inflation. The rate alone would not be an effective
instrument of control.

Under such eircumstances the rate can be made effective
through a reduction of the reserve banks' holdings of open-market
securities.~ either by a sale of Governments or by a reduction in
the holdings of bilis bought. This reduction will abgorb funds
Irom the market and thereby impair the reserve balances of the

member bzniks. The efforts of the member banks to restore these
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balances %hrough borrowvin; from the reserve banks will be possible
only upon payment of the higher xrate. 1In other words, even under
the assumed conditions, the commercinzl banks do not support the
marcet independently of the reserve banks. A large support al-
ways comes from reserve bank credit. If this reserve bank credit
is largely in the form of rediscounts, the rate can control 1t
effectively. If, on the other hand, it is largely in the foru of
bills bouzht or holdings of Government securities, decreases in
these holdings will cause a shift to discounts and thereby ank
the rate effective. One may rely upon the self-intercst of
bankers to reduce unprofitable borrowings.

At the other extreme of the cycle, however, self-interest
may poiat toward the folly of borrowing at any rate which the
reserve imxs8 are likely to establish. If prices are felling as
rapidly as they did in 1930-1821 and again in 193C-1831, a
noainal rate of a very small per cent. will be a renl rate of a
mucn higzher figure.sl' Consequently, increased open-narket hold-
ings by the reserve banks may be used to supply additional funds
in order to stimmlate revival.

Althou;zh member banks may not borrow at the resexrve banks
to increacse their balances, neither will they long retzain surplus
reserves. Consequently, purchases of securities by the rescrve
banks wihich increase these belonces will lead to competition
amongst the member banks to loan surplus reserves. If the
business community does not borrow more funds, the commercial
banks 7111 increase their holdings of securities of vorious types.

These nurchases by the commercial banks will increase the doposits

Sl. Fisber, irving, The nate of Iluterest.
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of bhelr customers. Iacreases in tie voluwue of
Jorce.! upod the couamunity in this fashion. In fact, tais
gequeace of evends probubly is mcre efflcacious thaon rate de-
creases o stimulste & revival out of severe depression. 4s is
jnaicuted later, opeén-market opcrations may also be used for
small or tzmporary operatiocns.

Coen~masket operustions and the rate, therefors, sre co-
ordinuse and supplcumentixy instrumenis of policy. There i= neo

similar conjunction welween the rate and the tradition agninst

rediscounting. hey not only faill as supnlementary instruments;
to a cewtuin sxteul they are anitazgonistic.

An interesting paradox ariazes out of the statouaents of the
reserve cusihorities concersing tha ralation of the meuber vanks
to the regerve banka on the one hand and the theory of rate
chauges on the other. Fiue and again 14 is stated that the member
bangs should nod resort to the reserve hanks except 1In caces of
emergency. They should nct resort to the reserve banks for the
purpose of profiting by a rediscount rate which is lower than the
rate which the membexr benk charges its customers for the funds
secured. In other words, resort should be had to the reserve
banks in pericds of atress regardless of the rate; onc corre-
8poudingly, reserve rocilities cshould not be used at other tiues
DO mavuer how favorable the rates. In developing this concept
that the purpose of reserve funds 1s to meet cmergencies only,
the resurve banks have fusterg% vhst has been termed the tra-
altion against rediscounting. - Pressure 1s brought to beaxr

upon banks which borrsw tco heavily or too continucusly from the

e ————..
(4 e e g e«

v "1 i e 7.l 4 P
@y Surgess, . ey Mhe Nzzorve Ionko and the Moy ey . tarizet,

2n.183-124.
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regerve bank. In other words, every effort is made to keep member
banks out of debt at the reserve banks. If that is the object,
one might wonder why not leglislate member banks' borrowings fronm
the reserve banks out of existence? If the tradition against
porrowing were fully developed, of course, the same result would
be obtained without leglislation. This is not done because it pre-
cludes the possibility of caring for an emergency. Now, there is
nothing absolute about such an emergency. In fact, Mr. A. C.
Miller implies that there is a continuous emergency to the extent
of one billion dellarscas‘ He also favorg the operation of the
reserve banks solely as institutions of rediacounting.sg.'Taken
together, this may mean that the tradition is not to be effective
against the first billion dollars. This fact is mentioned here
only to indicate that the member banks as a whole are expected
always to be *in® the reserve banks.

But a more ssrious charge may be levied against the tradi-
tion against rediscounting. If member banks are to resort to the
reserve banks in cases of emergency only, and then without regard
for profit, the rate should not be a necessary element of pdlicy.
An increase in the rate would not discourage borrowing because
there would under no circumstances be any but emergency borrowing
and that would take place regardless of the rate. More serioys,
however, would be the fact that a decréase in the rate could not
be effective. It might make borrowing more profitable, it is
true, but if resort to the reserve banks is mnot based upon prdfit,

@ reduced rate would not encourage borrowing.

33. See his testimony in Oper. of the Natl. and Fed. Hes. Bank.
Sys.Hear.1931, pp.138-139. The statement would seem t0 imply
that the member banks should be ezpected to borrow $1 billion
%i%gs the reserve banks$ holdings of Governments and purchased

8.
* lm" p‘ 150-
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Of course, the reserve officials do consider the rate an
integral and essential instrument of policy. Perhaps the way to
100k at the matter is to consider a reduction in the rate as an
announcenent to the business community that the tradition against
rediscounting is to be 'suspended' for the time. Contrariwise,
an increase in the rate is to be taken as an announcement of the
treenactment! of the tradition. Reading such a meaning into the
term certainly stretches the concent. What 1s important is that
this hiatus between the theory of rate changes gnd the tradition
against reédiscounting be recognized.

3. Open-market Ovperations.

At least three not entirely dissociated points of view are
possible in surveying the 'Reserve Bank Credit Outstanding!
account of the Federal reserve banks. One point of view empha-
sizes the compesition of the account. The total at any time
equals the sum of the separate items: viz., "Bills discounted®,
"Bills bought®, *United States Securities®, "Other securities®,
"Foreign loans on gold*, "Due from foreign banks®, and *"Reserve
bank float”. Here we have an automatic balance. The whole equals
the sum of its parts.

Another view emphasizes changes in the money market cor-
relative with the changes in "Reserve Bank Credit Cutstanding.?
The elements are as follows:

1. Increase in monetary gold stock.

3. Decrease in money in circulation.

3. Increase in Treasury currency.

4. Decrease in unexpended capital items.

5. Decrease in member balances at Reserve banks.

6. Decrcase in non-member balances at Reserve banks.
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Any excess in the total of these items will e absorbed by equal
decreases in the item “Reserve Bankz Credit Cutstanding®. Con-
versely, any deficit will be counterbalanced by increases in
sRegerve Bank Credit Outstanding®. Again we have a balance auto-
matically. a5.

These two views may be cambined. The cambination would
show the sources of change in the demand for and the supply of
regerve bank credit as well as the particular forms which tke
changes took. It might show, for example, that additiomal
currency requirements or gold exports were supplied with reserve
bank purchases of securitles rather than through rediscounting.

The third view is that changes in the voluwje of Reserve
Bank Credit Cutstanding are an index of Federal reserve policy.

This view emphasizes not how the balance 1s struck; but - far

more important as a matter of policy - 2t what amount the elements

balance. The emphasis is upon changes as evidences of policy not
as matters of correct accounting and arithmetic. These three
views will be examined in turn.

At times 1t is stated that the open-market arm of Federal
reserve policy is not effective because a sale of securities
results merely in an immediate increase of rediscounts. The
absorption of funds by the reserve banks through fhe sale of
securities impairs the reserve balances of the member bank (ox
banks) which purchases them or whose ciystomers purchase them.

To offset this debit item to ite balance the member bank nay

elther increase its reserve by rediscounting at the reserve bank

35. See Riefler, W. W., Noney Rates and Honey Markets in the

United States, tables pp. 153y 139, 141, 143, 151, 169, 196,
and Ap Appendix 1I.
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or it may reduce its loans and other investments. In other

words, the percentage may be restored by increasing the reserve,

py decreasing the 1liability against which the reserve is held,

or by both. Immediately, banks do the former. This is indi-

cated clearly by the curves showing Government securities held by
the rescerve banks and rediscounts at the reserve banks. When

the first changes, the latter changes almost invariably by an
amount roughly the same. In longer perspective, however, especlal~-
1y when the sales of securities by the reserve banks are accompanied
by rate increases, the banks decrease loans and investments. ‘

It must also be recmembered that zlihough the banks may borrow from
the reserve banks for short periods to meet an emergency, the
reserve bankers exert pressure upon banks which borrow con-
tinucusly. ) Bankers may be called in and advised that surplus
funds could betier be used to repay the Federal reserve banks

than to increase loans.

The immediate effect of a sale of securities, then, just as
the immediate effect of a gold shipment, may not be an apprec—
iable curtailment of reserve bank credit; but the tendency in the
long run will be in that direction.  This tendency can be
supplemented by a simultaneous increase in the rate.

A purchase of securities operates in the opposite direction.
The additional funds may be used to repay loans at the reserve

———

36. The banks may trench upon the readily convertible assetg
first, put the efforts to restore what the banker considers
desirable proportions amongst his assets will exert pressure
upon customers! loans and long term investments.

37. More will be said about this tradition against rediscounting
in a later section.

38. Of. Burgess, W. R., The Reserve Banks and the Money Market,

Pr. 210-211 and 314-215. Also see Xeynes, J. M., A Treatise

on Money, Vol. II, pp. 353-354. -
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panks, or may be used to inerease the loan and investment
account of the bank. It is this last alternative which is not
fully déiscussed. Yet, from the viewpoint of policy it is of
tremendous importance. It appears to be the only way out of
the dilemma of a serious business depression. This dilemma of
jow rates which fall to attract borrowers appeared insoluble.
If loans could be increased at such a time, they would mean
larger bank balances for the publie, larger purchasing power in 2.
their hands, and larger purchases resulting in stimulated trade.
But it is said, persons simply will not borrow. If, in such a
veriod, the reserve banks increase very greatly their holdings
of securities and bills bought; and the commercial banks, unable
to loan the additional fuands, in turn purchage investments, the
result will be larger bank balances for the public just as if
there had been an increase of loans to the »ublic. The differ-
ence is that the business man, instead of borrowing, sellaz his
investments to the bank. In other words, bank balances - and
for present purposes they are of crucial significance - can
be increased at a time when any rate at all seemg to be deterrent.
Changes in the regerve banks' holdings of bills bought
operates in this connection precisely as does a change in the
portfolio of Governments. Although this connection has been
stated recently, it is something new in reserve bank thinking.
The earlier comparisons emphasized the differences between bills

bought and Governments. On the contrary, when bills bought
Were compared with bills discounted, chief attention was paid
Y0 similarities. Thus for both purchased and discounted bills

39. One of the characteristics of such a period is an increased
denand for currency and bank balances (ile. a lower velocity
of circulation). For trade to be stimulated, the increase in
Credit must be more than sufficient to offset this increased

Digitized for FRASER demand (the lower velocity).
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the reserve bank and the Bozrd deternine the rate, cnd the member
banks take the initiative in offering the bills to the reserve
bank. | Furthermore, reversals in the differential between the
puying rate and the discount rate led member banks to shii? from
one to the other in order to secure reserve bank credit. This
faoct - that member banks are gulded primarily by rate differ-
entials - i3 a weighty argument for those who claim that the
tradition against rediscounting is not especially effective.

Viewed as instruments of policy, bills bought appear to
have the essential characteristics of Government securities.
Indeed, in 1939 the volume of bills bought was allowed to decrease
greatly in order to tighten rates. 1In other words it was implied
that a3 differential rate unfavorable to purchased bills acis
approximately as does a sale of @overnmentis. Viewed as instru-
ments of long-run policy, the newer position places bills bought
in essentially the same category with Governments. Previously,
changes in the ﬁaldings of purchased bills had been used largely
to adjust reserve bank credit to seasonal needs. Usually the
low for the year is reached in July or August and the high in
December. Intérvening months represent gradual approaches to
these peaks and troughs.

The determinat ion of the proper relation between the
réserve banks and the open-market, especially the bill market,
has occupied considerable attention. With regard to open-market
Purchases the American Bankers®' Assoclation Convention expressed

the desire for an investigation into the wisdom of such competition

40. fnn. Rep. Fed. Res. Board, 1925 (X11), Dp. 7-8. OF.7ed.hes.
4 «E}ﬁl.’ jmgn 1925- (:iI), I.)' 53?0 .
1. Burgess, ¥. R., in Rev. of Econ. Statisties, XII, p. 17.
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Ly the reserve banks with their member banks for business. It

ig not difficult to understand the argument of these bankers

that the reserve banks should not enter the open market. On the
face of things they can make out a presentable cage. In a period
of depression when, to use the bankers' phrase, there is a ple-
thora of funds, the reserve banks typically buy in the open
market. They thus add to the supply of available funds when

they are large and subtract from invesiment opportunities when
they are smell. In periods of rising prosperity and rates, on
the contrary, when there appear to be scanty funds and abundant
investment opportunities, the reserve banks add to the latter

and subtract from the former. It might appear, therefore, that
the reserve banks merely aggravate the evil. Such a poliocy,
however, through its application of additional pressure in periods
of increase tends to check the increase - tends to break %the
vicious circle of inflation.' Likewise the decrease of pressure
in periods of decline tends to retard the decline - tends to
break the 'vicious circle of deflation.t 1In other words, such

a policy tends to stabilize.

Open market purchases also have been made in easy periods
with a view to the position in which they will put the reserve
banks in the long run. They have been made to equip the reserve
banks with an additional weapon for later use. They are part of
the effort to make the rate effective.és. Such operations are

designed to make closer the relation between the reservs banks
and the market.

42.

1924 Convention in Chicago. Report in the Commercial and

Financial Chronicle, A. B. 4. Convention Section, p. 14.

43 See also testimony of Gov. Strong, Stab. Hear. 1937, p. 317.
+ Bee section 1 of this paper.
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1f =n inflation is being financed largely without resort to
redigcounting, say, on the basis of gold imports, a change in the
rate would not e effective to curb it. In order to decrease the
volume of credit it is necessary to force the member banks into
the reservo banks. To do this in a period of large gold imports,
nowever, requires relatively large holdings by the reserve banks
of open-market securities. They must be owned in order to be
available for sale latér. OQonsequently, they must be bought
gometime.

These purchases, however, must be carefully supervised.
their effects are inflationary and may bring on the wvery inflation
which their sales are Qasigned to control. Regently this fear
geems to have become an obsession with the Federal reserve
authoritids. The i1l1las of the system have been traced to open-
market operations. ' The recent handling of the account by the
reserve banks certainly has differed from that followed earlier.
Early in 1931, when the portfolio mizght well have been increased
to stimulate revival, not only was it not increased sufficlently
to offset decreased rediscounting, but the volume of both Govern-
ments and purchased BHills was reduced. Apparently every effort
was made to use open-market operations to check the volume of
bank credit ~ perhaps on the assumption that the recovery should
be 'healthful' and finance itself in spite of » decreasing open-

market portfolio.

The second type of analysis of Reserve bank credit outstanding

4. By A, C. NMilier in Ghis tostimony on Qper. of the Natl. and
45 Fed. Res. Bank Sys., Hear. 193, p. 150.
- Such seems %o be the position of lr. A. C. Miller in Oner.
Of the Matl. and Fed. Res. Bank. Sys. Hear., 1931, ===
P. 152. Cf. Testimony of W. W, Stewart in Stab. Hear. 1927,
esp‘ p‘ 7700
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in recent years has been most common in Bogard literature. It
consiste of a factual statement of changes in the various factors
of demand for and supply of reserve bank credit. Since it is
composed almost exclusively of factual material, one might wonder
why it is offered in addition to the usual tables which give
the detalls much more succlnctly. Generally, 1t may be stated,
the purpose of this analysis 1s to create the impression that
central bank policy is a matter of mere arithmetic, involving no
judgment. At other times there 1s an assertion of control over
the zmount of credit immediately supplied. A% still other times
there is a further claim for responsibility for the amount
immedlately demanded. At no time is there a systematic state-
ment of the longer-run responsibility over demand and supnly.

Stated otherwise, the analysis has varied from ftime to time.
Unfortunately there is not an orderly evolutionary trend in the
development of these ideas. However, some generality may be
claimed for a tcyclical' interpretation. Usually in periods of
depression the factual analysis is given. 4&nd with good reason!
If the inevitable sweep of events is fatally responsible for the
depression, no mere board - even though it be the central bank -
can be held accountable. This claim is said to be verified when
a decreage in rates, however small, does not lead to an immediate
increase in the volume of credit. In a parenthesis it might
be mentioned that if the tradition against rediscounting is
effective, the decrease in rates cannot be expected to have such
an effect.

An opinion which gai#a agcendency generally in periods of
advance in business is that which attributes to the reserve banks

Some degree of control over the amount of reserve bank credit
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suppliad. In this connection it is ghtated at such times that
sne usuzl practice of compensating for the net change in demand
and supply by en increase or decrease in the volume of reserve
psnk credit has been modified. At guch timeg gold importe, de-
creases in the volume of currency in clirculation, etc. are not
peraitted to have their usual inflatlonary effects. Instead gse-
curities are sold by the reserve basnks to sbsorb the incouing
funds and thus make thew unavailable for expansion. On the other
nand, gold exports, incoreases in the volume of currency, etc.
are not offset by security purchases. In other words, not zll
tendencies toward changes in zember bank reserve balasncss are
permitted to have their customary effects. Then the 3oard
decides upon a deflationary policy, it permiis the deflationary
influences %o have their usual effects; tut it offsets or, at
times, more than offsets inflationary tendencies. The so~called
sterilization of much of the post-wer gold imports has been an
operation in this categ@ry.%.

Attempts to counteract a deflationary tendency lead to the
opposite policy of purchasing securities to offget gold exports
and increases in the volume of currency in circulation. Q£old
imports and decreases in the volume of currency are permitted
%0 have their usual inflationary effects.

% should be mentioned that although this second view of
Teserve bank credit does shoulder the reserve system with some
responsibility, it still assumes that the gemeral conditions
determining demand are unalterable data. There is no indicstion
in 1t that the Board considers reserve bank policy itself ae one
of the conditioning factors. It goes without gaying that the

5. Burgess, 7. R., The Regerve Banks and Che lioney Harkxet,

Ch. IX3V.
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gystea may over - or undercompensate particular factors. It

has in fact moved in a direction complementary to the action

of some factors instead of compensating their effects. TYet the
analysis presented by the Board runs in nigely articulated quan-
titative terms of compensating actlon.

Although these analyses of non responsibility satisfy
tolerably well in periods of 1little distmrbance, they are an in-
adequate baslis for a claim of authority when the Board feels the
necessity for positive action. In 1928 and 1838, for example,
when the Board was interested in tightening rates to curdb specu-
lation, reliance upon the theory of compensations was not suf-
ficient. The Board claimed responsibility for some control over
the amount of credit demanded. Rate changes are conditioned upon
this fact. But though this is a change in the amount demanded,
the Board hesitated to state that it 1s a change in the whole
demand gchedule. As a matter of fact, the issuance of warnings,
the exertion of direct pressure, etc. have a direct effeot upon
the smount of credit demanded for all usesa.

This presents system literature upon the matter of reserve
bank credit. With infrequent exceptions, it will be noticed,
changes are described largely by showing the extent to which gold
movements, currency requirements, etc. have influenced the
compogition of the reserve banks' earning assets. Apparently
the Board attempts to leave thé impression that they have little
control and that theirs is merely a book-keeping task. They
always ghow that the net result is a balance. What they do not
8how - but what is obviously more important ~ 1s that, within
limits, they have the power to control the fiture at which the
balance is struck. Nor is this control merely immediate. For
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reserve policy is a mosi important element 1n the factors which
condition the demand for credit.

7he more fundamental analysls, then, wculd seem to e that
which considers these changes as evidences of changes in Federal
regerve policy. Here the emphasgsis is not only upon the distinc-
tion between bills bought and bills discourted (in which trans-
actions the member banks take the 'initiative’) on the one hand,
as contrasted with holdings of Government securities (in which
the reserve banks take the 'initiative') on the other, nor is
it merely the nice adjustment of factors in the money market;
rather the emphasiz is placed upon the shift in type of holdiag
and the change in total as evidenceg of policy. To what extent
have rates, open-pariket operations, direct action, etc. con-
tribvuted to make the items what they are? and to what extent
would a change in those policies lead to a change in the items?
In other words,’the guestion here is not only how do the iltcus

balance?ébut the far more important one, at what zmount do they
7.

balancge?
Through changes in the open-market portfolio and the rate

the reserve system may influence the conditions under which it
supplies coredit to the market. The Board admits such control
over the supply of credit. Occasionally there is some gdmission
of control over the supnly of credit in the long run. Thus,
when the Board looked to the declining reserve ratio in 1920, it
admitted g responsibility for control over the supply.

What the Board does not admit explicitly is that it exer—
Clses an important influence over the demand for credit. Usually

a. gf',GIegOTy, T. %., Tne Pragtical dorxing of the Federal
anking System of the United States, Lecture IV, pp. 58-58.
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the analysis presented assumes the current deamand for credit

as a fixed datum which has grown out of the past and is not,
therefore, subject to control by the system. According to this
view the demand merely records the results of a past business
situation. But, as Professor Commons has gtated, futurity is

an important element in any situation. Business men borrow on
the basis of prospective profits. Anything which affects these
prodpects affects the demand for oredit. Indeed, the assumption
whieh.lies behind the use of such instruments as direct action,
warnings, etc. is that the demand for credit can be influenced
by the reserve pellicy. And this effect is not solely on the
amount of credit demanded at a glven rats nor does it apply only
to undesirable uses; it also affects the whole demand schedule.
The Board apparently tries to create the impression that it

has no such responsibility for the demand schedules. In doing so
it ignores Federal reserve policy as one of the important ele-
ments in any given business situation. A change in policy means
a change in the prospects of business. In shori, the demand for
credit in the longer run as well as immediately is conditioned
by Federal reserve policy.

3. Direct Action, Warnings, and Publicity.

An instrument of policy which was being used at the close
of the War and which was resorted to again in 1929 is so-called
direct action or pressure. The object to be attained by the use
of direct pressure has varied. At times it is used as a part of
general credit poliey.éa' The object in such cases is to
Testrict the total volume of credit outstanding by appealing to

48. See Fed. Res. Buil., Feb. and Jums, 190 (VI), pp. 116-117,

856. "Also for Feb. 1929, (IV), pp. 93-94.

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



a2

the pon-profit motives of the bankers. At times, to be sure, an

appé

al 1s made to the long run self-interest of the banker. 1In

that event statements are made indicating that an excessive

volume of borrowing will undermine the credit structure and

eventually will imperil the banks. Usually, however, the appeal

requests the bankers not to take advantage of a favorable re-

discount rate at the reserve bank. Direct pressure, in such

cases, is substituted for increases in the rate. The reason for

choosing direct pressure in preference to the rate most general-

1y lies in an effort to control not merely the volume of funds

but

their uses as well. This change in instruments follows from

the correct assumption that a rate increase will penalize

49.

tlegitimate' business as well as '‘undesirable! uses of credit.

Thus in the most illuminating case of the use of this in~

strument - that in 1929 - the effort was made to control the urme

of funds for security speculation. In this cagse the Bew York

Bank refused to coopérate with the Board in applying direct

80.

pressurs. Both wished to control the stock market; but the

Bank preferred to rely upon the rate. Hembers of the Board were

opposed to rate increases because they thought such increases

would not be effective in a:rggting the speculation but weuld

Peénalize legitimate business. The New York bankers, however,

preferred the impersonal rate snd open-market operations to the

more personal instruments. YThe objections of Governor Harrison

53.

to direct action were:  first, that the Brokers' Loans of the

49,

50.

51,
§3.
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In other words, it is & recognition of the fact that tThe
ggtgnég not the instrument to be used in controlling the uses

8.
z&e history of this contest was told by Chas. S. Hamlin in
éﬁ%z' of the Hatl. znd Fed. Hes. Bank. Sys. Hear., 1831, pp.163 et
%iz.?_-:i-, testimony of A.C.¥iller, especially pp. 140-143,
ibid., pp. 55-57.
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Hew Yooz nanizz had not been iacrensing; and second, 4that direct
pressure 1s an ineffective instrument. The chief oustacle to
effectiveness in ithe use of this instrument 1s the distribution
of loanz. As Govermor Harrison stated, when pressure is apnnlied
to any particular banks, it may lead merely to a shifting of

the loans from them to other banks. If chief reliance were placed
upon the tradition against rediscounting for long periods, the
porroring could be shifted from bank to bank every few days.

In this maaner no bank would/gg;gggﬁously, but the volume of
borrowing for the system would remaln large. In other words,
there would te = persistent tendency for rediscowmting to bve done
by member banks whose call logns were small. Those members with
large volumes of call loans would not rediscount.

The ugse of ratiocning in connection with this problea 1is
discussed in section 4 of this paper.

Direct pressure also is used as an instrument of so-cnlled
banking policy. a If zny particular bank is too heavily or too
continuously in debt st the reserve bank, the officers of the
member bank may be called in for a conference with some of the
officials of the reserve bank. The member bank will be advised
to reduce its borrowings.54. Hember banks should not use their
rediscounting privilege as a substitute for capital. The reserve
banks should not make lozns to member banks if such loanas are

11kely to lead to eventual lose to the denositors of the nember

bank. Such banking policy has been handled iniependently of
£5.
general credit poliey.

St

53. Por the digtinction betveen credlt pollcy wid banking policy
AN o Vo De U e UL - 3 II: [ y .
54. Sou ngbwiev ed. Rea. Board, 1931 (VIII), p 688, Topic 10
* Excent that in-so-far as credit conditions generally are ex-
nded, more individus=l benks may be borrowing to excess.
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1ot only have the objects tc be atiaired by thc use of
cirect pressure been various, but the precise form which the
instrument has faken as well zs the agency which has initiated
the move has varied from time to time. Because they ore cnaslogous
in meny ways, waranings also may be considered in thls connection.
gpon occasions the form has been the publiczticn of statements by
the Federal Reserve Board which point cubt that reserve bank credit
ig not to be applied to certain uses, such 28 loans om securi-
ties.se. At other timcs the reserve bonks issue the stotements.
sometimes the statements issued by the banks are at the instiga-~
tion of the Bonord; zt times the banks assume the initigtive. Yot
egain, the bank has refused to cooperate with the Board in the
mztter. The typlcal method of applying direct prescure centers
attention upon the indivicdual member banks. Although this method
usually is used zs a part of banking policy, at gémes it has been
considerec an element of general credit control. In genexral,
if, in the opinion of the reserve bank, a menber bank is borrow-
ing too much or tco continucusly, an investigation will be aade.
Apparently, if the perticular circumstances in the bank's
commmity justify the borrowing, the reserve bank will make 20
special effart to effect a reduction. But if there iz mo local
sltuation which justifies tc the reserve bank the loans %o the
menber bank, preazsure will be exerted to bring asbout a reduction.sg.

Although the function of inspection and control over indi-

vidu=l banks i3 on irmportant one, 2 conflict is apt to arise betwen

58.

See¢ Report of the Joint Commission of Agricultu¥al Inguiry, 111,
f?i 3, pir41; also Burgess, W.H., in Rev. of Ecgn. Statistices,
IS s p. D
gg~ 48 in the conflict between the Board and the Hew York Bank in 1939
59, +=Z-of Jatl. and Fod.Res. Bonk. Sys. Hear, 18331, p. 170,

* Idbii., " p. 67, Cf. Stab. Hear. 3937, p. 456; Fed. Res. Bull. Feéb.
1223, ». 113; Xayves, J.i., A Ircatise on Honey, I, p. 340.
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80.
it and general credit policy. Thus if a large number of par—

ticular cases are found which require the extension of credit
to particular areas for local emergenciss, the reaction upon the
panking system as a whole is inflationary. Unless the reserve
gysten takes steps to curtail credit gemerally to counteract such
a tendency, banking policy - which, after all, should be secondary -
agsumes a primary role over eredit policy.

Question may be ralsed with respect to the effectiveness
of these instruments. Warninge and similar efforts must act
upon individual bankers. They are appeals to non-profit motives.
Consequently, their effect upon bankers is in proportion to the
timidity or public spirit of the individual bankers. But banks
which are heavy borrowers already have violated the tradition
against rediscounting and are not likely to be affected greatly
by 'uman' appeals. It is possible that some of these borrowers
may be bankers who were too timid to refuse loans to customers
in the first instance. In that event they are not likelyoto
remain bankers vexry long. Large city bankers, on the other hand,
are apt to be able to present a good case for almost any polic;y.el'
They are generally better pald than reserve bankers and are not
all apt to take advice favorably. In any event the result of a
contest between reserve bankers and commercial bankers is likely
%o turn upon personalities rather than upon sound banking prac-
tlee. If all reserve bankers were Benjamin Strongs, the case for
direct action would be more favorable. Unfortunately, it is not
80+ Probably an important eﬂxeﬁm in the effectiveness of an
instrument based upon non-profit ingentives is its effect upon

€0. fﬁ:gp;, of course, in-so-far as it is used as a part of
61.

olicy.
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the bankers! outlook. Thus, direct pressure indicates the current
arift of reserve bank policy. If it is not heeded, it may be
followed by the application of instruments with 'tteth'. A
failure to follow the import of a conference with the reserve
pankers may lead to rationing. 8o, perhaps, part of the effective-
ness is due to the assumption by member banks that the instruments
will be reinforced, if necessary, by other and penalty instru-
ments. This fact should be kept in mind when one attempts to
analyze the wide difference of opinion concerning the effective-
ness of warnings. At the one extreme 1s C. 8. Hamlin of the
Board, who claims tremendous power for 1t.68?e places it at

times above the rate in curtalling credit. Hr. Treman, Director
of the Eew York Bank, stated at a meeting of the Board in 1820,
that although warnings would hot be effective, direct action in
the form of conferences with the commercial bankers would effect

a restriction of credit. ) Ur. Bailley of the Xansas City Bank

and most of the Hew York reserve men plagce reliance upon the

rate and would abandon warnings entirely.64’

Another weapon, which has been suggested by Professor
Commons, is publicity. He states that individuals attempt to
antigipate future changes. 1If no official statements are forth-
coming concerning the probable course of reserve policy in the
the future, statements of thoae close to authority (a member of
the Board, the President) will be gleaned for clues. ) This,
according to Professor Commons, is a crude method likely to lead

to error ang unnecessary fluctuations. Consequently, he sugzests

€20 r.of the § 1
. Hatl. and Fed. Res. Bank. Sys. Hear. 1831, pp.
168-175. Gf. Fed. Res. Bull., June 1920, (VI), p. 561: and Ann.
g3, Dep. Fed. Res. Board, 1920 (VII), p. 1l.

64 .Si".e.l&- Doc. 310, B7th Congress, 4th Session, p. 15.
mwam&wwm§5;'§%ig; Passim and especially p.31. Also see references mmder mote 1
http://fraser.stlouisfed.orgT""?-E. §.e..§:_r.‘: 193?, PO, 1093—1094-
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that officinl statements e made from time to time to indicate
the posgé‘g%e (1ikely) action of the system under given ciroum-
gtances. Anticipation of the action may result in the desired
movement and thus make unnecessary the action itself. In that
event it merely hastens the result without requiring the use of
the instrument. Thus, if prices are rising and the Board states
that it 'may take this fact into account in considering possible
rate changes', the business community may antlicipate a rise in
the rate and prospective falling prices and hence msy heslitate
to buy.%. The effect will be analogous to that resulting from
an actual increase in the rate and may make the increase un~
necessary. Should the reaction be different, however, or lead
to additional borrowing, the higher rate can always be put into

88.
effect.

4. Rationing.

An effective method of restriding the volume of credit is
to refuse to grant it. The eligibility rules of the Federal
Reserve Board set up a limit to the possible volume of redis-
counting. Only paper falling within thesgategaries as defined
by the Board is eligible for rediscount. The several reserve
banks decide whether any particular piece of paper which is pre-
sented falls into an eligible category. The general basis of
thése rules is that the original transaction which gives rise to
the paper determines ite eligibility. At times for particular
banks, these rules may 1imit the volume of rediscounting. The
BB I
&7 24d., pp. 63-65.

+ Cf, the discussion of E. Cannan on Honetary Reform in Econ.
%g_n;_., XXXIV, p. 157.

« Gregory, T. E. in reprint on Fed. Res. Bank. Sys., p. 43.
- Pederal Reserve Act, Sec. XB. o ’
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1argest amount of reserve bank credit which a member bank could
possibly receive is the discounted value of all its eligiblg
paper. Hence any rule which places any particular pilece of paper
into an #xeligible category 1s, 1n a sense, a possible rationing
of credit. For the systen as a whole, however, these regulations
are not important from the point of view of resiricting the volume
of rediscounts. The volume of eligible paper is always much
larger than that actually discounted at the reserve banks.

Rationing mezns that the rate is alike for all classes of
paper but some rgg?eats for credit are granted, and other requests
are not granted. It proceeds updn the questionable assumption
that the Board is a better judge of legitimacy than is the cri-
terion of ability to pay. The use of the instrument requires
much tact and knowledge. Such omniscience 1s not posséssed
either by central bankers or others.

Rationing may be used as a part of general credit policy -
which limits the volume of all or a particular class of credit -
or as a part of banking policy - which deals with the extension
of credit to a particular bank. As an instrument of banking
Policy, the use of the instrument is unexceptional. Reserve bank
credit should be availsable to enable particular banks to tide
over emergencies; it should not be available to enable them to
Posipone bankruptcy. Rationing eredit in order to protect de-
Positors of member banks by aiding the solvency of banks is a
legitimate function.

The usmal method which is employed is based upon the
distinction between eligible and acceptable paper. A particular

P e,

70. Sen. Doc. 310, 67th Gongrass, 4%h Session, p. 19,
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piece of paper is eligible for rediscount provided that the re-
serve bank decides that it satisfies all the rules and regula-
tions of the Board concerning eligibility. Hevertheless, the

re
ceptavle. ) In other words, in addition tc meeting the Boardts

gerve bank may refuse to rediscount it because it is not ac~
71

requirements of eligibility, paper must also be acceptable to
the loan committee of the reserve bank. In this fashion the
reserve bank can furtlker restrict the extent to which a member
bank mey use reserve credit by narrowing the rules of accepta~
bility. The widely varying character of particular pleces of
paper makes it possible for the loan committee to restrict
narrowly the volume of credit granted to any particular bvank.

Rationing also has been uged as 2 part of general oredit
policy to control the uses of credit. At times this has aroused
the oppositiocn of interested parties. For example, the attempt
of the Atlanta Benk to refuse loans on automobile paper was a
failure because interested parties exerted sufficlient pressure
to have the instrument dropped.73‘ The classic instance of the
use of the instrument was that in 1929 to curb stock speculation.
Members of the Board gtated that the stock-market per se is no
concern of the asystem. ) Even 1f one grants that it is a congern,
however, there is still the cuestion of the efficacy of rationing
%o control the uses of funds. The failure of direct pressure in
8ccomplishing this result has been discussed in section 3 of this
Paper and provides the basis for the present discussion.

In the hearings on the matter,74’some questionerg of

k2 vrery

Goldenweiseér, E. A., rederal Recerve Systen in Opscation,
73.

Dp. 147.148.
73. gﬁa Commercial and Finanecial Chronicle, May 23, 1920, p.3142.
74. =22D. Hear. 1928, p. 396; Stab. Hear. 1937, p. 861. ,
Oper. of Watl. and Fed. Res. Bank. Sys. Hear. 1931, pp.31-108.
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Governor Barrison stated that control could be exercised by re-
fusing to grant reserve credit to member banks which were using
funds for undesirable purposes. Unfortunately for this position,
what constlitutes 2 legitimate need is a matter of opinion. If
general agreement would besecured on this matter, it might seem
that the Board could regulate by means of 1ts rules on eligibility
of paper for rediscount. But this does not regulate the uses to
which credit is put. Eligible paper arises out of past trans—
actions; credit secured from the reserve banks on the basis of
this paper will be used by the member banks in any way they see
fit. For example, a bank may purchase an eligible acceptance.
This past use of credit may be legitimate and unexceptional in
every way. But it does not follow at all that the bank will use
the proceceds of the rediscounted bill for legitimate purposes.
Indeed, in actual practice the umatter is more complicated still.
Bankers do not follow out separate transactions as was done above.
Instead, the volume of rediscounting is contingent upon the net
result of all the operations of the bank.

In addition, to a certain extent legitimacy is a function
of amount. Thus, some brokers* loans are necessary for the
efficlent functioning of the securities market. It is only when
the volume becomes excessive (and there is no accepted measure of
this point) that they become illegitimate uses of credit. Further
8till, the volume of legitimate brokers' loans(and other forms of
Credit which become illegitimate when used to excess)is not a
direct function of the capital and surplus of the member bank.

It
is contingent upon other factors, such as the location of
the bank,
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Rationing, therefore, must needs ve based upon the whole
pank statement. It might appear a simple matter to refuse credit
4o banks which are expanding their brokers' loans. However, that
would not have been effective against the New York banks in 1839;
pecanse those banks were not expanding such loans at the time.
snother alternative is to refuse to grant oredit to banks which
have too large a volume of such loans. This alternative would
jnvolve the computation and establishment of basic ratios beiween
the undesirable loans and total loans for member banks. As is
indicated above, the ratio might not be the same for all banks.

Bo member bank which had a higher ratio than its predetermined
base would be granted reserve credit. It might prove necessary
to change the basic percentages from time to time. But oredit

is fluid; it has an uncanny knack for avolding pressure. The
possible result of this proposal would be a fhift of undesgirable
loans from those banks which are heavily stocked to others. As a
gonsequence, all banks may be eligible for reserve oredit even
though the total volume of undesirable orédit has not been reduced.
This would necessitate a reduction in the ratio. However, one
can hardly expect an accurate manipulation of such a ratio by a
group of men who have handled other instruments as poorly as have
the reserve officials. This almost ommiscient system which ia
Tequired to use rationing as an instrument of oredit policy is
not with usg.

Governor Harrison presents a more extreme case to illustrate
“hat would happen. The result, he states, would be merely a shift
Of brokers' loans from those banks which are borrowing at the

Teserve banks to thoge which are now borrowing. Even a reduced
75.

See section 8.
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retio would not e effective under those circumstznces. CUne may
4180 say generally that when the sources of undesirable credit
are other than the reserve banks, - as was true of the 'for
othert loans on the stock market in 1928-1929 -~ rationing cannot
pe an effective method Of control and the reserve banks mizht
well not use it.

In the discussions of the zarlier sections of this paper it
was demonstrated that credit could not be directed into desirable
useg and out of undesirable uses by means of the rate or open-
market operations. It nowv becomes evident that rationing also
is ineffective to control the uses of credit. Oredit is very
fluid, and pressure applied in one sphere is ranidly transzferred
to all spheres. This is true of the pressure is in the form of
direct action or rationing as well as if it is in the form of rate
increases or open-market operations. One mey express the matter
in terms of responsibility. If the Board decides to apply pressure
in order to force ligquidation of credit in particular lines, it
must take into account - and accept responsibility for - the
added pressure upon all uses. Since the pressure operates through
its effect upon the whole credit structure, if the Board decides
to liquidate it may very well use the conventional instruments
the rate and open~market operationsi They serve to drive home
the inter-relations of credit uses and foree the Board to

8houlder responsibility.
$. The Tradition Against Rediscounting.

An instrument of Federial Reserve policy which has received
& great deal of sttention is the tradition against rediscounting.
Burgess states, "todyy there exists generally a feeling against
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1arge and continuous borrowing from a Federal reserve bank.”

He attrioutes the development oI this tradifion to a transference
of an inheritance from the past to the reserve system. R. 7.
garrod, on the other hand, attributes the origin to "an initial
aistrust of the new sys;gx:z and the desire of member banks not to
pecone indebted to it.® They agree upon assigning the origin
to the pre-war period.

After the entry of the United States into the war, however,
the volume of rediscounts increzsed very rapidly. From §180
millions in Segbember 1817, it increased to $3,780 millions in
October 1920. After October the volume decreased very rapldly
t111 July, 1832. Some menber banks borrowed in excess of three
times their basic lins for several years after the conclusion of
the war. The Annual Report of the Board forxr 18232 gtates that
goug of the member banks had been borrowing heavily znd con-
tinuously.'?s. Since the middle of 1932 the volume of rediscount-
ing has been over a billion dollars at times and freguently aver
half-a-billion. Under such circumsiances to speak of an sffective
tradition is anomalous."g'

Member banks have not always availed themselves of the
opportunity to reduce borrowings instead of expanding loans.
Sometimes when extending loans is more profitable than repayment,
the banks adopt the former course. ] In other words, bankers
¥ill violate the tradition, as W. S. Gilbert would say, only if

they are insulted with a sufficiently large tribe -~ thst is when

7:73, m’m*é@ ks and the Honey Harket, D. 183.

:.g.c.s_r.l.- Journal, XXXVII, p. 285.

79. See section cne of this paper.

« Rleflar, 7, #., Money Rates and Honey Markets in the United
States, p.161. lilller testimony in Stab. Hear. 1927, pe 665.
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porrowing is sufficiently profitable. Thersin iies the most telling
criticism against the tradition. It is not sufficiently effective
to curd a persistent demand for credii in periods of rising pricea
1f rediscounting is sufficiently profitable, banks will indulge

in it regardless of the tardition. To rely upon this instrument

in preference to rate increases pexmits the 'vicious circle of
jnflation' to develope. Then successive rate increases and

gales of Governments are necessary to curb inflation. It would
appear more semsible to rely upon them in the first instance.

In periods of depression, on the othe®# hand, when publie
interest would be served better If the tradition were violated,
it becomes too effectiwve - largely because rediscounting is un-
profitable in such periods. The instrument seems to operate in
reverse. 81,

It has been stated gt times {that relisnce upon open-
market operations rather than rate changes is an indication that
the tradition against rediscounting is considered effective.
Open-market operations represent, according to this view, merely
& shift from one type of reserve bank credit to another. QConse-
quently, it is argued, if reliance is placed upon that mere shift
to reduce the volume of reserve bank credit, the cause must‘bé
the dislike of the member banks for the new typs of credit -
Tediscounts. It should be noted, however, that all appreeciable
changea in the reserve banks' holdings of Governments have been
followed or accompanied by rate changes. In other words, the
Teserve banks do not comsider the tradition sufficiently effeot-

ive to Teduce the volume of credit.
81, 5=

E.3. by Rieficr, 4. W., Op. Cit., D. 33.
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Carsain apecizl problems heve been encountered in the use of
gradition. One ogz?heae iz the concentrgticn of borrowinges in a
few mawbEY banks. If the reserve banks rely upon the tradition
enforced by each member bank upon itself, unscrupulous bankers may
take edvantage of the situation. Raticning or other banking polig
might better bs considered separate instruments rather than
gncillary to a tradition.

A far more serious practical difficulty is that it is possible
for banks to follow the letter of the tradition (if one may so
spezk of 1t) without hbiding by its purpose. Certaln types of
ghort time borrowing are of this character. ” To 1llustrate:

If Bank A, after being indebted to the reserve bank for several
days, calls lo=sns to repay the reserve bank and thus forces

Bank B to rediscount; and Bank 3, in turn, calls loans after the
lapse of a few more days, only to force Bank C into the reserve
bankg no single bank will have violated the tradition against
cont inuous borro%ing; nevertheless, the %total volume of redig-
counting nay be continuously large. The same consequences follow
if the action is not deliberate. The tradition against redis—
counting simply does not meet the problem at all. This subtléfy
in evading the pressure of the instrument illustrates once more
the fluidity and adaptability of credit.

The tradition would seem to be effective against bankers
in proportion to their temerity and unscrupulousness. Without
the use of direct action and rationing 4t would appear 1neff§ctive

84.
88§1nst the boldly unscrupulous. It appears further thak the
83. Annual Fen. Fed. mss. Doard, 1923, p.3: Stab. Hesr. 1837,
a3 PDe 973-973. - T
84, gge testimony of Prof.Sprague, Stab.Hear. 1928, p. 150.
* fiefler, W. ¥., Mohey Rates and loney Harkets in the U.8., p.34.
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gredition haz a reverce effectivences. Then 1t 18 most needed

4o check an expansion, the profitableness of violating it tekes
upper hand; when overy effort is being made to increase the volume
of oredit, it enters as hindrance. 7The most telling argument
against the tradition 1s a rate decrease designed to stimulate
rediscounting. Such an effort is a direct appeal to the profit
motive of the commercial banksrs. If the tradition against re-
discounting prevents increased borrowing, a reduction in the rate
cennot be effective in stimulating it. The tradition, therefore,
might well be sbandoned in égfor of nore dependence upon the rate
and open-wmarket operations.

Summgry:

Although no guantitiative relationship between the various
instrunents of Federzl reserve policy can he found, 1t is evident
that some are more efflcacicus than others. Likewise their effi-
cacy is conditioned by the development which they are degigned
to control and by the use of supplementary instruments. Open-
market operations appear to be most widely efficienty and adjust-
ible. First, they zre effective alike in periods of rising and
falling prices. When any rate at all is likely to be deterrent,
bank balances can be 'forced! upon the community through open-
market purchages. If the resulting reserve balancee of the
Comercial banks do not lead t0 an extension of loans and de-
Posits, inoreased security purchases by the commercial banks
11 increase the latter. In periods of rising prices, open-
market sales teud to reduce the reserve balances of member banks
@4 thus tend to check the expansion. Further, the smount of
Pressure exerted by open-market operations may be adjusted with a
Ereat degree of nicety since the only limit on the volume of such
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cpergtiﬂnﬂ is the volume of securities and purchocsed bHilla held
vy the regerve banks at any given tinme.

The rate likevise 1s subject tc wide vorintions. It can
pe raised to any height necessary to restrict credit expansion
arising out of rediscounting. It is not always able tc stop ;p-
r1=tions arising out of imports of gold and other sources of re-
gserves outside the reserve banks themselves. The changes alsc are
more crude than those In onen-umarket operations because they are
made % % or multiples at a time. The most serious limitationm,
however, is the inability of the rate to check a severe deflation.
If prices zre falling very rapidly, any rate at all is likely to
be detexrrent.

The trodition against rediscounting obwviously can be used
only to retard an advance and not at all to retard a declinc.
Further, it apnears that the tradition really operates in reverse.
When the volwae of crcedit should be expanded, the tradition Le-
cames effeotive and discourages borrowing from the reserve hanks.
But when borrowing is profitazble, the tradition does not seen
to be effective enough to discourage borrowing. If such a
tradition means anything, it is not subject to manipulation at
the behesgt of the central bank for the purpose of ironing out
the busziness oycle.

Rztloning is effective to curb a rise but is obviously in-
effective to retard a decline. In addition the use of rationing
Proceeds up:n the questionsble assumption thut the reserve
Officials are o better judge of credit demands than is ability

to pay.

Ulrset action, warainze, aand publiciiy also are crude
Instruzentg
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further, that if one use is ineffective in any given ocase, & whole
geries (e.g. of warnings) is likely to prove ineffective slso. To
rely upon t+hem is precarious central banking policy. 1In general
thay are useful at all only to halt a rise. However, referse
warpings sach as statements that omple oredit ie avajilable, ete.
usy be stimulating because they imply an easy policy on the part
of the central bank.

paken in conjunction, open-market operations and the rate
are conplementary and are effective in both directions with the
possible exception of a rise tuilt solely upon funds whose origin
is outside the reserve banks. ZEven then the increase in 'external’
funds must boe sufficient to replace nll the earning assets of
the reserve baunks. The tradition znd the rate are contradioctory
(especially in depressions) because wherezs the latter appeels to
the profit motive of the bankers, the former would eliminate that
motive. Other instruments are effective only to halt a rise
and even there their effcctiveness cannot be predicted. Of cowmrse,

they may be supported' by one or more of the 'penalty' instruments.
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