
THE MUTUAL INTEREST OF COMMERCIAL BANKS 

AND THE FEDERAL RESERVE 

Delivered by 
Harry A. Shuford, President 

Federal Reserve Bank of St. Louis 
at the 

Arkansas Bankers Association 
Annual Convention 

Hot Springs, Arkansas 
May 22, 1963 

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



THE MUTUAL INTEREST OF COMMERCIAL BANKS AND THE FEDERAL RESERVE 

All or a portion of seven different states comprise the Eighth Federal 

Reserve District. Arkansas is significant since it is the only one of the seven 

states which is totally within the boundaries of the district. 

In Arkansas there are 241 banks. Of these, 184 are state chartered 

while the other 57 have Federal charters. Roughly, 1/3 of the banks of the state -

with 2 /3 of the resources - are members of the Federal Reserve System. Each of 

the 3 kinds of institution - national banks, state member banks, and nonmember state 

banks - has contributed richly to the development of this nation's economy. The 

tradition of state chartered banking stretches back through most of the country's 

history. National banking this year is observing its 100th anniversary, and the 

Federal Reserve System, which is the nation's regional central bank and monetary 

authority, will next year observe its 50th anniversary. You may recall that the 

Federal Reserve Act became law on December 23, 1913 and the Federal Reserve 

Banks opened for business during November the following year. 

The history of banking is not all sweet, peaceful and of one accord. 

To the contrary, in the past, just as with us today, there were i s sues to be debated 

and problems to be solved. Currently, we in banking find ourselves facing 

problems, some new and some old, and as always there are differences of 

opinion. Certainly there is no unanimity regarding branch banking, and there 

are decided differences of opinion with respect to such matters as mergers and 

holding companies. 

Recently, the matter of compulsory membership in the Federal Reserve 

System for all banks has been raised again I say "again" because this issue was 
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a matter of debate as early as 50 years ago when the Federal Reserve Act was 

under consideration. On occasions we are prone to become dissatisfied with 

ourselves because of this discord, but it i s significant that through these years 

and even amid our problems and differences banks, regardless of the source of 

their charters or their affiliations, through good t imes and bad, have made a 

rich contribution to the growth, development, and well being of our political and 

economic life. 

Admitting the differences of opinion in the banking community, through 

it all there has been and continues to be a great common bond among commercial 

banks and between commercial banks and the Federal Reserve. Each is vested 

with a public interest. Each and all are concerned with serving their community 

whether it be local, area, or in varying degrees on a national basis . 

For the moment I would like to put aside these differences and think 

with you on this positive side - the side of service. This includes those services 

that commercial banks and Federal Reserve join in providing, such as receiving, 

holding, and transferring deposits, supplying currency and coin, collecting checks, 

and numerous other functions, including assisting the U. S. Treasury in several 

capacities. 

One current example of our effort to serve the public better and more 

efficiently is the development of the Magnetic Ink Character Recognition Program. 

Here all banks have united to develop a means for handling the ever-growing 

volume of checks. On their own and without any subsidy, the banks of the country 

have cooperated. When we began there was no plan, no method, no machinery. 
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Under the leadersh ip of the Amer i can Bankers Associa t ion and with the cooperat ion 

of the F e d e r a l Rese rve System, we not only have a plan but machine companies 

have been s t imulated to develop equipment and today the p r o g r a m is in operation. 

High speed process ing of checks is as yet l imited but i ts growth has been and 

continues to be rapid. This is not only fortunate but essen t ia l because there is 

no question but that without this p r o g r a m the banking sys tem, within a few y e a r s , 

would not be able to handle the volume of checks which is expected. This p r o g r a m 

has cos t the baxiking sys tem a considerable sum of money for r e s e a r c h and develop -

ment and will be successful only with the continued cooperat ion of al l banks . 

We in the Eighth D i s t r i c t can be proud of the p r o g r e s s which we have 

made during the pas t yea r when our volume of p repr in ted checks inc reased 

26. 7 pe r cent. On the other hand, due to a slow s t a r t we a r e forced to admit with 

some e m b a r r a s s m e n t that, based on the mos t r ecen t survey, our d i s t r i c t i s low 

on the to tem pole. Our total percentage of p repr in ted i t ems was 63.1 pe r cent 

as compared with 86. 7 pe r cent in the Philadelphia D i s t r i c t which is high, and 

with 78. 7 pe r cent which is the national average fox a l l F e d e r a l Rese rve D i s t r i c t s . 

We continue in this d i s t r i c t to have much room for improvement in this a r e a of 

s e rv ice and I hope that the r e s u l t s of the next survey in August will show that we 

have closed the gap. 

Let me turn now from our work together in operat ions and mention the 

mone ta ry sys tem of the country. The c o m m e r c i a l banks and the Fede ra l Rese rve 

sha re the responsibi l i ty of providing our economy with an appropr ia te amount of 

money and credi t . We thereby promote a high level of bus iness activity, and 
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reasonably stable p r i c e s with due r ega rd to our internat ional balance of payments 

situation. This public se rv ice is accomplished by the F e d e r a l R e s e r v e Sys tem 

supplying r e s e r v e s to the m e m b e r banks. The c o m m e r c i a l banks, in turn, whether 

they be m e m b e r or nonmember , and whether they be State or Fede ra l , pe r fo rm 

the essen t i a l and impor tant function of dis tr ibut ing loan funds where they a r e mos t 

needed by bus iness . Here again we see the benefit of our cooperation. So, al l 

c o m m e r c i a l banks a r e concerned in the mat te r of the availabil i ty and cost of 

r e s e r v e s and, consequently, in the manner in which these r e s e r v e s a r e supplied. 

The F e d e r a l R e s e r v e Sys tem effects the supply of r e s e r v e s and, therefore , of 

total money supply and bank c red i t in severa l different ways: (1) through changes 

in the r e s e r v e r equ i r emen t s of m e m b e r banks; (2) through loans to the m e m b e r 

banks; and (3) by operat ions in the open m a r k e t for government secur i t i e s . I 

would like to touch briefly on one or two aspec ts of the discount function of the 

Fede ra l Rese rve Banks and the mechanics of the operat ion of the Open Market 

Commit tee . 

With r e s p e c t to advances and discounts , it bo the rs me a l i t t le to hea r 

the discount function r e f e r r e d to as a "window" which seems to me to imply that 

it may be open, closed, or pa r t ly open. I p re fe r to think of the function as a 

"coun te r" r a the r than a "window" because it is always available for use by member 

banks for appropr ia te purposes on exactly the same t e r m s except for r a t e s . The 

discount ra te usually re f lec ts the c u r r e n t monetary policy whether that policy be one 

of r e s t r a i n t or ease . It would be point less to a t tempt to regula te the growth of 

the money supply and c red i t through open m a r k e t operat ions if, at the same t ime, 

we p e r m i t a free flow of r e s e r v e s by the discount route . 
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While a c c e s s to the F e d e r a l R e s e r v e discount faci l i t ies is a pr iv i lege 

of m e m b e r s h i p r a the r than one of r ight , it is a pr iv i lege which banks a r e expected 

to use when it is needed and when the purpose of the borrowing is appropr ia te . 

The re a r e , however, a few bas ic p r inc ip les which a r e applicable in connection 

with adminis te r ing the discount function. 

The Board of Governors of the F e d e r a l Rese rve System has defined 

in i t s Regulation A the c i r cums tances under which m e m b e r banks may bor row. 

The genera l p r inc ip les covering appropr ia te use appear in the foreword to the 

regulat ion as follows: 

F e d e r a l R e s e r v e c red i t is general ly extended on 
a s h o r t - t e r m b a s i s to a member bank in o rde r to enable it to 
adjust i ts a s s e t posi t ion when n e c e s s a r y because of developments 
such as a sudden withdrawal of deposi ts or seasonal r e q u i r e ­
ments for c red i t beyond those which can reasonably be met 
by use of the bank ' s own r e s o u r c e s . F e d e r a l Rese rve c red i t i s 
a l so available for longer per iods when n e c e s s a r y in o rder to 
a s s i s t m e m b e r banks in meeting unusual s i tuat ions, such as may 
resu l t from national, regional , or local difficulties or from 
exceptional c i r cums tances involving only pa r t i cu la r m e m b e r 
banks. Under ord inary conditions, the continuous use of Fede ra l 
Rese rve c red i t by a m e m b e r bank over a considerable per iod 
of t ime is not r ega rded as appropr ia te . 

In consider ing a r eques t for c red i t accommodation, each 
F e d e r a l R e s e r v e Bank gives due r e g a r d to the purpose of the 
c redi t and to i ts probable effects upon the maintenance of sound 
credi t conditions, both a s to the individual institution and the ' 
economy general ly . It keeps informed of and takes into account 
the genera l cha rac t e r and amount of the loans and investments of 
the member bank. It" cons ide rs whether the bank is borrowing 
pr incipal ly for the purpose of obtaining a tax advantage or prof i t ­
ing from ra t e differentials and whether the bank is extending 
an undue amount of c red i t for the speculat ive ca r ry ing of or 
t rading in secu r i t i e s , r e a l es ta te , or commodi t ies , or o the r ­
wise. 
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This wording i s , of necess i ty , genera l but it affords, a helpful guide 

without setting down a fine line of demarca t ion between appropr ia te and inappropr ia te 

borrowing. C i r cums tances with r e spec t to each and every borrowing differ and 

each case mus t be appra i sed individually. 

Briefly, it s eems to me that this may be summar ized by saying that 

while the m e m b e r banks endorse the pr inciple that they should operate within 

the i r own r e s o u r c e s , they have the pr iv i lege of borrowing from their F e d e r a l 

R e s e r v e Bank for shor t pe r iods of t ime to adjust for sudden withdrawals o r 

seasona l needs or to mee t unusual si tuations such as might r e su l t from national 

or local difficulties. Continuous use over a per iod of t ime can not be r ega rded 

as appropr ia te . 

Another point which I would like to mention is that, con t ra ry to some 

i m p r e s s i o n s , the mechanics of borrowing from the F e d e r a l R e s e r v e a r e not 

insurmountable or ex t remely difficult. Most borrowing is effected by the use 

of a s imple co l l a te ra l note which is executed by the member bank and secured 

by United States government s ecu r i t i e s . In this ins tance, all the bank needs to do 

is to execute the note and author ize i ts F e d e r a l R e s e r v e Bank to set as ide 

specific government obligations which ordinar i ly a r e in safekeeping with it. 

The other a s s e t s of a bank can also be used as co l la te ra l for a loan from 

the R e s e r v e Bank. Ei ther of two discount r a t e s may apply when co l la te ra l other than 

government secur i t i e s is offered. That co l la te ra l which may be classif ied a s 

l feligible paper11 under the provis ions of the Act would qualify a loan for the bas ic 

r a t e which a lso applies to loans secured by governments . A loan secured by 

a s s e t s other than governments or eligible paper c a r r i e s a r a t e which, under the 
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s ta tute , -is 1/2 pe r cent higher than the bas ic discount r a t e . This l a t t e r c l a s s 

of loans was not pe rmi t t ed under the original Act, but was added in the banking 

legis la t ion of the mid -30 ! s so that m e m b e r banks could st i l l obtain c red i t from the 

F e d e r a l R e s e r v e even though they were out of government secur i t i e s and eligible 

pape r . 

In my judgment, the understanding of eligibility r equ i remen t s i s not 

difficult. However, classifying a commerc i a l bank ! s a s s e t s as to eligibility does 

r equ i r e understanding of the r equ i r emen t s and examination of the c r ed i t s . In this 

r e spec t , our staff would be p leased to a s s i s t any bank which has any quest ions with 

r e s p e c t to eligibility. Brief ly stated, under Regulation A of the Board of Governors , 

eligible paper must , of cour se , be negotiable and endorsed, and in addition, 

mus t be s h o r t - t e r m . Agr icu l tu ra l paper cannot have m o r e than nine months to 

run, and other paper not m o r e than 90 days to run at the t ime of the advance. The 

paper mus t have a r i s e n in the production, purchas ing, ca r ry ing or market ing of 

goods, including agr i cu l tu ra l p roduc t s , or to mee t the c u r r e n t operating expenses of 

a bus iness so engaged. Such paper is not eligible if the p roceeds were used for 

fixed capi ta l pu rposes , m e r e l y investments or for the purpose of ca r ry ing or t rading 

in s tocks , bonds or other investment secur i t i es except those of the United States 

Government . 

The other point I would like to mention is the operat ion of the Open 

Marke t Commit tee of the F e d e r a l Rese rve System. All of you a r e aware that 

th is Commit tee effects the r e s e r v e s of banks by the purchase and sale of government 
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secu r i t i e s in the open marke t . Its ro le in formulating monetary policy is significant 

and, I be l ieve , i ts method of operat ion would be of i n t e re s t to you. 

The Commit tee , which is provided for by statute , is composed of 

12 m e m b e r s , including the 7 m e m b e r s of the Board of Governors and 5 P r e s i d e n t s 

of F e d e r a l R e s e r v e Banks. The P r e s i d e n t of the F e d e r a l Rese rve Bank of New York 

is a pe rmanen t m e m b e r of the Commit tee while the other 4 p res iden t ia l posi t ions 

a r e supplied on a rotat ing bas i s from the other F e d e r a l Rese rve Banks. Your 

R e s e r v e Bank is grouped with that of Dal las and Atlanta. Current ly , the P r e s i d e n t 

of the Dal las bank is a m e m b e r of the Commit tee , and the P r e s i d e n t of the St. Louis 

bank is the a l te rna te m e m b e r and, in ordinary c i r cums tances and p r o c e d u r e s , 

would be a m e m b e r next yea r . 

The formulation of policy by the Open Marke t Commit tee is not done 

in a vacuum nor on the spur of the moment nor by any one or two people. The 

m e m b e r s of the Board of Governors and the p res iden t s of each of the 12 F e d e r a l 

R e s e r v e Banks a r e continually studying r e p o r t s , s t a t i s t i c s , and all available 

information in an effort to keep up with developments nationally and internationally. 

Each of the banks and the Board of Governors is supported in this undertaking 

by staffs who a r e spec ia l i s t s in the i r fields. These staffs a r e regula r ly engaged 

in gathering s t a t i s t i c s , making surveys , analyzing r e p o r t s and formulating views 

and cons idera t ions for their respec t ive p r inc ipa l s . 

In addition, the 12 Rese rve Banks and the i r 24 b ranches each has a 

Boa rd of D i r e c t o r s with a total of be t te r than 250 men who come from var ious 

a r e a s of banking, bus iness , and profess ional life. These also a r e important 
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sou rces , not only of c u r r e n t bus iness and s ta t i s t ica l information, but a lso of 

g r a s s r o o t , p r ac t i ca l understanding and judgment. 

The Open Market Commit tee mee t s at the offices of the Board of 

Governors of the F e d e r a l R e s e r v e System in Washington, D. C. approximately 

each th ree weeks and m o r e often when it is advisable. These meet ings a r e attended 

by the 7 m e m b e r s of the Board of Governors and the 12 p res iden t s of the F e d e r a l 

R e s e r v e Banks . In addition, selected and key m e m b e r s of the staffs of the Banks 

and the Board a r e a lso p resen t . 

The Cha i rman of the Commit tee opens the meeting and cal ls on m e m b e r s 

of the staff of the Board of Governors for r e p o r t s . These include information on 

the gene ra l economic situation, the banking and financial p ic ture , and regard ing 

our ba lance of payments . This is followed by a r e p o r t made by the Manager of 

the Open Marke t Account who is the staff member respons ib le for ca r ry ing out the 

pol ic ies es tabl ished by the Open Market Commit tee for the purchase and sale of 

government s ecu r i t i e s . Another r e po r t on internat ional act ivi t ies and operat ions 

is submit ted by the Special Manager for foreign cu r r ency operat ions for the Account. 

Following the staff r e p o r t s , the P r e s i d e n t of the F e d e r a l Rese rve Bank 

of New York makes a r e p o r t and concludes by making a s ta tement with r e spec t to 

what he thinks monetary policy should be for the c u r r e n t per iod. The Chai rman 

then ca l l s on each P r e s i d e n t and each m e m b e r of the Board of Governors for h is 

comments and s ta tement . The P r e s i d e n t of each F e d e r a l Rese rve Bank comments 

specifically on the economic and financial si tuation in h is d i s t r i c t in addition to 

making such other observat ions as he may choose, and a lso makes a s ta tement with 

r e s p e c t to what he be l ieves c u r r e n t monetary policy should be. The las t observat ions 

a r e made by the Cha i rman of the Commit tee . 
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If a consensus for monetary policy is apparent , this becomes the 

Commit tee policy. If the re is no consensus and a difference of opinion ex is t s , 

the Cha i rman cal ls for a vote and the majori ty view is es tabl ished as the c u r r e n t 

mone ta ry policy. The Commit tee then formulates a wri t ten d i rec t ive addressed 

to the Manager of the Open Marke t Account which guides.him in the adminis t ra t ion 

and operat ion of the Open Market Account until that policy is changed at a subsequent 

meet ing of the Commit tee . An account of the del ibera t ions of the F e d e r a l Open 

Marke t Commit tee appears each year in the annual r e po r t of the Board of Governors 

of the F e d e r a l Rese rve System. 

In summary , our banking sys tem, including member banks and nonmember 

banks , national and state , and the Fede ra l Rese rve , provide the public with essen t i a l 

banking se rv i ces and with credi t . In the field of credi t , the Fede ra l R e s e r v e c r e a t e s 

the r e s e r v e s which enable c o m m e r c i a l banks to extend cred i t to the public. 

I think we can al l r e g a r d the pas t 50 y e a r s with some degree of satisfaction. 

Our economic growth under our competit ive en te rp r i s e has been r emarkab le and 

would not have been poss ible without the functioning of the banking sys tem. There 

were rough spots during the pas t 50 y e a r s , it is t rue , but in the broad view, the 

banking sys tem has worked, and worked well. 
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