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’)f,E> Juns 11, 1920.

Denr Mr. Leffingwell:

I have your letter ;7 laccompanied by a clipping from
the New York Times of June 4 wh¥ch states that there is an unwritten
understanding pursusnt to which call money is not allowed to go below

6%0

As I told you over the telephone, this understending is not
correct. The fact is, the stock exchange call money market is not well
organized and not infrequently is a most disturbing factor in the whole
financisl situation. I made inquiry &as to the basis for the article
to which you meke reference and learned from an authoritative source
that on last Friday a certain trust company (which is fiscal agent for
the State of New York) appeared in the market with $8,000,000 at 6%,
at about a quarter of three in the afternoon. §5, OOO OOO was all that
was required, which was rapidly tsken, supplying the demand end leaving
some $3,000,000 which could not be losned. In other words, this one
episode technically crested an oversupply of call money. On Monday,
the next succeeding business day, this $5,000,000 was promptly called,
and as there happened to be but a very limited amount of money offered
at that time the rates immediately shot up to 104, reflecting, of course,
e shortege in call money.

As I have previously stated to you, the stock sxchange call money
situation forms the "missing lipk" in our financial chain and constitutes
a disorder the remedy for which our best banking minds should address them-
selves to finding. It seems absurd that in dealing with a banking unit
that freguently involves a sum of a billion dollars, the matter of lending
or celling a comparatively insignificant sum in one day should necessitate
an interest change ranging all the way from 4% to 20%. Its effect upon
the general credit situation cannot be other than bad. As you know, our
member benks have exercised a pretty stemdy pressure upon their stock
exchange loan accounts, with the result that there has been a continued
and substentisl reduction from the peak which was reached last Autumn.
There has, in consequencs, been very extensive liquidation in the stock
market during the last few months, with a considerable reduction in the
price level of securities. The call money market is operated most un-
scientifically, and I am hoping that as this fact becomes more and more
appreciated, some plan may be evolved that will change the present practice
of lending money in Wall Street on’sharp call’against more or less unliquid

assets.
Very truly yours, )/1”””,,/
Vb
J. H. CASE,
Honorable R. C. Leffingwell, Acting Governor.

Assistant Secretary of the Treasury,
Washington, D, C.
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EX OFFICIO ME ‘ W. P. G. HARDING, GOVERKOR
— v BEJAT STRAUSS, VICE GOVERNOR
D F.HOUSTON apglprn c. MILLER
SECRETARY OF THE TREASURY N . C| . AMUN
CHAIRMAN . WOEHLENPAH
JOHN SKELTON WILLIANS RAL RESERVE BOARD _—
COMPTROLLER OF THE CURRENCY W.T.CHAPNAN. SECRETARY
—_— R. G. EMERSON, ASSISTANT SECRETARY
ADD“FS;DREE;TLT:EsERVE BOARD WASHINGTON W. M. IMLAY, FISCAL AGENT
o\\ ,S) ALL ACKNOWLEDGMENTS l
RFCEIVLD L
ﬂ April 7, 1920

\g_X—lSSS

Dear Sir:-

Referrinz to Governor Hardinz's letter
of arch 30th, X-1878, .transmitting the reply
of the Federal ReserVe BOard to Senate Reso--
lution No. 328, a liwmit=d surply of printed
copies of this document has besn racaivad by
th=: Board, and I am sendinz you under saparate
cover, twenty-five coovies for uss by your banr.

Very truly yours,

Agsistant Secratary.

To Chairman of all F.R. Baris.
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March 9, 1920,

Dear Mr. Jayi=

Raeferrin: %o our telephons comversation this mming,
I hend you herewith copy of o 1@2@&1' it 1 addressed te
Socratery Houston on February 19th, whidh explaing 1taelf,
Plase retarn Wiz lotiar when you hape fintzhed with it.
| I hops you will be able $o seni we in the very near
future o Araft of proposad reply to Sonate Basclution whidh

wae puassd ot SenatoF Uwen's instunce on yesterdsy, the text

of which was tranemitied to youu over the tolerhond this
nOYRINge

Vory trmily yours,

Mamoro

uri me Jw ]
Yodsr:) Rosarve Agen$,
Fader:l Ressrve Bunk,
Now Tork City.

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



DECLAMIYIED

/AuthorityE;Q [OSO ! ) i

Reproduced from the Unclassified / Declassified Holdings of the National Archives

| |

COIMERCIAL PAPER IN NiW YORK

1915 ? 1916 1917 1918
1
Week i Week Week Vieek | Week Week
Ending | Rate | Ending | Rate Ending | Rate | £nding | Rate ;| kEnding | Rate Ending | Rate
| ,
i , i !
Jan. 1 | 3 -3% Jan. 6| 4 -4% | Jan. 5 | 536 | Jan., 4° 5452 | Jan. 3| -6 °
om 1 3.3 0" 6|33 " 12 i5%6 | " 4 51—52-; " 10 6
m g | 3 -3 n 13| 3k " 19 | 546 w11 |53-5% 17 6
w 15 | 28-3% . n 20| 3i-32 n 19 | 536 " 18 |5 -5F 1 " 24 6
" o22 23-5; n"o27 3%-3%-f " 26 Bk-6 , " 25 |5 - §-f v 3] 6
.om 29 2%—3%; Feb. 3 |3 -3%  Feb. 2 51-6 | Feb. 1 |5 -5% | Feb, 7 |6 -
 Feb, 5 | 23-3% 3|33k v 9 5l ' w g 553 n 14 |6 -6
on 513 -5%— " 3 5@»4 "9 . BEwp " 15 |5 -5% "2l 65
"12 | 335 " 10 4 -4% | " 1p gsé 6 | " 22 |5-5% . " 21 5%-53
" 19 | 3 =35 " 17 41-4§ " 16 55-6 | Mar. 1 |5 -5% 1 " 28 |63-6
P26 | 3351 m 2445 4 " 28 5.6 o 1 |5% " 28 s§-7
dar. 6 [ 3%-4 jumr, 4 | 3 -:%; dar, 3 41-g2  gar. 2 1&%—6 "8 52 Mer. 6 | 63-7
" 13 | 3i-4 A N B L (s 4§;5 " 9 B2g " g |5~
" 20 3%_4 o 18| 3-3%. " 10 41—4§ . " 16 %5%-6 - n 15 |5%
w27 | 354 v 25 | 3-3F " 17 |4%4) v 23536 v 22 5%
Apr. 3 | 354 1 Apr. 1 | 3 =35 " 174 —4%-? " 30 6 iy " 29 |53
" 10 | 34 | n 8| 3 -ggl " o244 -4% Apr. 6 | 6 | Apr. 5 |5%
" 17 | 3%-4 0" 15 [ 3 -3z " 3l|4 -4% " 13 6 " o12 5§
" o24 | 344 | "™ 22 |3 -3k ppr.7|4-4Fy " 20 6 " 19 |5i-5%
May 1 | 334 | " 29 |3 —3%: "o14|4t-gr  m o270 6 w19 |5
" 8 g%:4 lMay 6 | 3 -3%| " 214347 My 4. 6 ;, " 26 |5%1-53
" 15 4.4 ' n 13 | 3 -3L1 n 28 4&-4§ SELIES b1 6 May 3 5i-g§
n 22 | 3h4g " 13 | 3 -3%— " 28 | 455 " o1 5§-s " 10 5%-5%
w29 | 354 m 20|35 -3% May 5|ak-5 . v 18 |si-s 17 |5 -5%
June 5 | 3%-4 mo27 | 335 0" 1214252 | w25 1536  n 24 [5 -BE
no12 4 June 3 | 3 -3, n 19 4%—5%~i June 1 |63-6 | o 31 |5 -5%
m 19 | 324 " 3 31-5%‘ "o26 45-5% "8 5%- ' June 7 |5 -5%
"o26 2-¢ " 10 333 | » 26 | 4z~ " 15 |52 or 14 5%-5%
July 3 | 334 " 17 51-53- June 2 | 43~ " 22 |52-6 "2l 5%—52
w10 | B4 | v 17 52:2 [ n o9 4%— 29 |55-6 n 28 |51-5%
W17 | Biea | oM 24 | B ;" 16 435  July 6 |53=6  July b 5%—5%
"o24 14 July l 5%-4 ;" 16 b5 -5 " 13 5%-6 "o12 52—5§
"3l | 34 " 8| Bpd " 28552 " 20 5.6 " 19 |53-5%
Aug., 7 | 3i-4 " o15 | 32-4  m 23| 63-57 " 27 |63-6 " 26 5%—5%
no14 | 33-4 n 156 | 4 -4 v 30| 5%-6 n 27 6 Atg. 2 |53-5%
"o21 3%—4 . " 15 | 4 -4 " 30|5 -6 Aug. 3 6 "9 51—5%
" o298 | 3-4 v 22 |4 -4k Juuyr|5-5% » 10 6 n 16 |5i-5L
Septed | 3:-4 | " 29 [ 4 -43! " 14| 43-5% " o17 6 "o 23 5%-5%
" o11 5%-4 Aug. 5 | 32-4% " 14 4%-5 " 24 6 n 30 |5i-5%
n 18 | 34 " 5 | 33 " 21|45 | " 3 6 Sept.6 5~-5%
" 25 | 3 -4 M 12 | 334 " 28| 43=-5%  Sept.7 6 " 13 [53-5%
W, 2| 3 -4 12 si-4i " 28 4§j5 no14 6 " 20|5i-5%
mn 9| 34 | » 19 3%-4;~ Aug. 4 | 43-5 " o2 6 n 27 5§f5%
" 16 | 3 -4 , " 26 3%:2 " 11 [4%-5 . " 28 6 , Oct., 4|5i-5%
" 23 | 3 -4 | Sept.2 | 3 " 18 |4%5  Oct. 5 6 | n 4 5%
w30 | 3-4 " 9 |34 ' n 181425 | " 12 6 no11|5%
Nov. 6 | 3-4 " 16 | 35=4 @ " 25| 4i-5 " o19 6 "1 5%
"3 23-ai: " o23 3%:: . o" 25 4%— " 26 6 " 25|5%
w 20 | 23-3%, v 50 | 3l-4 | Sept.l|4f-5 | Nov. 2| 6 | mow. 1|5t
"o27 2;—3%; Oct. 7 [ 33-a m 1|5 -5 1 m 9 6 " 8|53
Dec. 4 | 23-3% " 14 |34 | v 1|5 -5§'i "o16 6 n o 15|51
" 1|3 -S%f " 21 |33-4 | " B8|5-5F " 23 6 n z2|s.
"1l 2§ﬁ523 "o28 3}-5%' " 155 —g% - 6 " 295k
" 18 2;—;%% Nov. 4 | 32-32 " 22|5 -5% Dec. 7 6 ., " 29 5%-
"o18 | 3 -3F " 1 3-32, n 22 5%—5§ P14 6 | Dec. 6/5%
m 25| 338" n g | ai-al| w 22 5% | w21 6 | " 6|52
" 3| 3-3% " 18 31—5%l " o29 52 | " 28 5%~5§-§ " 6 5%-6‘
" 31| 3-3%. " 25 3i-3;‘ " 29| 5&6 bow 1353
! Dec. 2 3%-4 ! Oct. 6 | 526 o 13 6
"9 | g4 =§§} no13 5§:5 “'g " 20 6
" 16 | 4 ~4% " 20| 536 mo27| 6
" o235 | 4 -4kl n 27|5ke 1917 Cont'd ~ 31| 6
' 30 | 4 ~4% Nov. 3 |56  Dec. 1 '|5%-52
P10 5%-6 n g |5t-pd
" O1Y| 556 v 15 |sl-5d |
" 24| 53-6 " 22 |53-53
24 | 5352 v 29 |sl-52
29 5%—6
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Preliminary Report of Committee on Term Jottlamen
- #7""":*‘ Nh‘“‘“w-;._ - ! ;o | " C)
of muerican Asceptance Counoil. ) /f Lo u! f v

éqppolntodby the American
Aoseptanse Council for the parpose of studying the advisability, ways
and means of modifying the present systan of settlaments on the New
York 3tosk Exshange and substituting therefor some systam of periodical
settlement, have heldtwo extended confcremoes at which the problem was
fully disocuased both from the point of view of the banks and of the
Stock xxchane.

The members of the Committee have unanimously expressed the opinien
that the adoption of a Torm jettlement by the rxshange would offer
advantages in that it would eliminate duplication of the handlimg of

seourities and in payments. Inasmioh as §{t involves, howsver,

-shanzes of zreat importance doth to Banks and to memders of the mxehange

it will require the most careful stuady of the subjeot by the Committee
and in any oase a tem settlament cammot be rut in operation until the
new aystem of dally Stosk sxochange sett.ements throu-h the Stock Clearing
Joxporation has beon perfected and in praotical operstion for a reasonable
time.

The Oommittee inspeoted the new quarters and the machinery of the
ek
Stogk ulearing Corporation and expressed greatly impressed by the
thoughtfulness and vision with which every detall of the new machinery had

‘beam thought out.

The Oonmittee received from one of its members, Mr. Samuel #. wtreit,
Chsirman of the Committes on Clearing House of the 3tock Exshange, a
dotailed report desoribing the tem settlement operati ns in london and on the
Paybpean Continent. This report is attached, and the Ooumittee reccmmends

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis
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that 1t be printed and widely oirculated amongst the members of the
American Ageep tanse Councll, the banks and banking and Stook mxohange
houses. 'The Committee believes that the study of the report will be very
helpful in assuring a more comprehemsive grasp of the problem, which will
be essantial in nltimately passing ujyon the um gquestion of whether or
not astive steps should be taken towards the adoption of stoock exchange
torm settolaments in the United utates.

Respectfully submitted,

WALTER Xe , FREW
JOHN H3 FULTON
DORALD 3. GEDDES
GATE3 MCGARRAH
We He PORDER
Wi. H. REIICK
JOHK £. ROVENSKY
ED7ARD SIBARSON
SAWUEL re sTREIT
Ee Vo He ‘PHAYER
PAUL M. WARBURG, Ohairman.

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



AL :  AMERIC  ccEPTANCE
" ‘:__,»K‘,.-/'L--c.__.-(ﬂ—zm AY, KW YCu

Term Settlements

Trading in sccurities for the account or periodi-
7 cal settlement dates far back in the history of se-
curity transactions; a term settlement having been
provided for by the regulations of the Paris Bourse
as carly as 1724. The first compilation of the Rules
and Regulations of the Committee for General
Purposes of The Stock Exchange in London be-
came effective on Februery 12th, 1812, and its
recognition of setiling days indicated that trading
for the account was a well cstablished practice at
that time. Clcaring houses were not then known.

The first clearing systeins 1“r:mlﬁ(-ifmzre by the
exchanges in Glasgow and Manchester in 1848, but
were very primitive.  The first complete system of
clearing intermediate contracts in securities was es-
tablished in Frankfort in 1867, and {from the
methods practived there the principles of clearing
were adopted by all of the principal Bourses and
Stock Exchanges of Europe within ten years, but it
was not until 1892 that the New York Stock Ex-
change established its ¢learing Douse.

As the principal trading in securitics on European
Bourses and Stock Exchanges is for the periodical
or term settlement, most of their clearing syslems
are adapted thereto and make no provision for cash

trades. The definition “term scttlement” used
N indicates any settlement for a period that is
isbome weekly, fortnightly, or monthly.

The description given in this pamphlet of the
operations of term settlements is based on conditions
as-they existed in Europe prior to 1914, as upon the
outbreak of the European war all Bourses were
closed and up te the present writing they have only
partially resumed. With the exception of the Paris
Bourse, trading for the account or settlement has
not begun azain. In London a resumption is ex-
pected as scon as the Defence of the Realm Act is
abrozaied.

In all markets having term seitlements loans on
Stock Exchange collateral are geuerally made for
the period of the settlement and substitutions of se-
curities in loans during that period are unusual. In
London particulariy the purchaser or scller for cash
has to pay a higher or rcceive a lower price, and,
as stamp taxcs and additional jees contribute to
making cash operations more expensive, the volume.
of cash trading is comparatively small.

The call money market is not based on Stock Ex-
change collateral but the bulk of the call loans is
made on acceptances and special governmental obli-
gations, As in the operations of a term settlement,
described hereinafter, the brokers know what their
money requirements will be for the ensuing account
a day or two in advance of the final scttlement day
of the current account, they are enabled to make
their banking arrangements with the ieast possible
disturbance; the discount market in the final
analysis acting as the regulator of excess demand

or supply of Stock Exchangs mozey. _

Tn addition *t! banls, many banking ‘or semi-
banking firms make a practice 6f carrying brokers
over from .ome settlement to another at an interest
charge somewhat higher than current banking rates
for the account, as more fully descrided hereafter
in the opcration of the Contango in Loadon. On
these loans no margin is gE=asedly required On
thie other hand, banks ins+st on wargins ‘on Stock:
Ex"hange loans of about ten points, instead of the
usual 20% required by New York institutions.
This margin must be kept good.

"In a market having a daily settlement as New
York, the operations of a Clearing House eliminate
on an average C09% of th¢ actua! delivery and pay-
ment of daily transactions, lcaving only 40% to be
‘actually settled for the succeeding day. These
figures vary slightly according to the character of
the market, but the law of averages from statistics
during the twenty-seven and a half years that the
Clearing House of the New York Stodk Exchange
has been established show that the wvariation is

seldom more than 3% above or below the percent-
ages given.

In term settlements of a fortnight as pI':lCtl(d in
Europe, the elimination iz equivalent to $0% of the
total volume of transactions in stocks cleared, which
would leave on settlement day of a fottnightly term
about two and one-half to three timss the amount
of securities to be delivered and paid for on final
settlement day as is put through in a daily settle-
ment.

For purposes of comparison, and to verify for
the New York market, figures were prepared for
several periods of a fortnight ai the New York
Stock Exchange Clearing House which show that
the same average percentage of elimination would
be effective if a forinightly settiement. were in
operation in New York as is now shown in a Euro-
pean term settlemont of that peoriod.

The results of this additional elimination of
intermediate contracts throuzh the operation of a
term settlement indicate its efficiency over a daily
settlement in the reduction of unnecessary labor
and risk in handling sccurities.

The custom of London and the Continental

Bourzes of leaving unpr')tc':u%c\c_ tracts for pur-

chase and sale(for the pcrlod of tl itleategt yre-
sents an element of risk +es€ if o term sctilem

ent )
should be seriously considered in New York could

be largely guarded against by the deposit of funds
with the Stock Clearing Corporatio=, on the lines of

=S

the margin required by the Syndicat€ in Paris,
frem the members of the Coulisse trading for the
term  sctiicment, or by a daily clearing, making
down contracts to closing prices each day, but de-
ferring the final setilement to the weekly or fort-
nightly period. -z

-

The principles of traclmfr for a term settlement
S~ 35 practi¥ed in all countrics of E Europe are the out-
growth of éxperience for a long period of time that
has proven its advantages in the saving of labor and
waste effort.
As the methods of trading and <e;t1ement vary,
a description of the principal details of operation
of term settiement< in London, Paris, Berlin and
Vienna are give arately.
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London

The settlement in London is fortnightly for all
securities except Consols, which are settied
monthly. ‘

The Settlement Department of e London
Stock Exchange is under the control of a sub-
commiittee of the Committee on General Purposes,
with a Manager and subordinates numbering about
thirty for the permanent staff, but increased to one
hundred and forty more at the time of the settle-
ment, divided into day and night shifts.

--~~There a8 two classes of settlements: one for

the Mining or Registered stocks, which begins
the first of the four days of settlement, and the

o €F lor Bearer # Scrip securities, which include

Digitized for FRASER
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American stocks, and begins on the sscond day.
The number of securities in the Settlement De-
partment in February, 1914, amounted to 243,
which is a fair average. The number is in-
creased or decreased, according to the activity of
the stocks, by decision of the Settlement Depart-
ment Committee, acting under suggestions from
the Manager of the Departiment.

Separate sheets are sent for each security, the
average nimber of sheets being about twenty
thousand. There are tweive hundred firms mem-
bers of the Department, of which an average of
eight hundred send in sheets at any one settle-
ment. 1t is not obligatory to be 2 member of the
Settlement Department, and there are still about
fifty firms who do not have their stocks cleared.

The number of items at any one clearing varies
largely according to the size of the settlement,
varying from 75,000 items at the end of January,
1914, to 155,080 items in the middle of February,
1914, Such securities as Canadian Pacific, Union
Pacific and United States Steel Common contain

. anywhere from 12,000 items upward in active

markets, but averaging 6,000 to 7,000 in ordinary
times.
The average rate for clearing is two pence per
item, but there are three charges, Americans being
5t, Registell stocks next, and Rubbers
and Qils the highest. Errors are not fined, but
a fine of ten shillings is made for sheets sent
to the Settlement Department aiter the pro-
scribed hour.
Charges received for clearing are used to defray.

Mﬁ;{_&es of the Department. In addition to
the charge¥ per item, each firm using the Settle-

ment Department has to deposit £1-10 as an orig-
inal charge.

As in all clearing systems, the principle of the
operation of the Settlement Department is to
eliminate intermediate contracts a.ud bring the
original seller and the ultimate purchaser together,
but, because of the tradition that at all times the
continuity of liability must be maintained until
the final settlement is made, the method of the
London Settlentent Department involves cumber-
some detail nor considered necessary’ in’ other
clearing systems. This is called the trace sys-
tem, whereby the Settlement Department fur-
nishes to the ultimate purchaser'a memorandum
or ticket showing the line ol responsibility from
the original seller to the final buyer, so that in
case of default the liability can be traced back
to each individual house concerned.” The detail
necessary to earry OUtthis-eondition s very great,
and at times makes it almost imf)ossible to bring
about a balance in time for the opening of busi-
ness the next morning.

Liability

The method of the London Settlement Depart-
ment carries to its extreme limit the thedry of the
original liability on contracts, but wl:uJe it thus
apparently increases the security in case of a
failure, it is placing every house concerned in
danger of possible breakdown of theé clearing
machinery, and in times of ¥very great activity it
has so fallen down.

The alternative of this system is the pro rata
clearing which is followed by the Coatinental
Bourses and by the Clearing House of the New
York Stock Exchange. This system embodies
the principles which should be adhered to if a
term settlement is ever adopted in New York.

A pro rata cledring was estaplished in London
in 1874, but came to an end in’ 1880; and failed
largely because of the fact that there was no
proper line of liability, and no authority to enforce
it. It was tried in spite of, and almost in defiance
of, the Committee at that date, and ‘it has been
stated that “the Stock Exchange Committee in-
tended that it never should succeed.”

It is unnecessary to describe the complicated
present rules of the London Stock Exchange pro-
viding for the closing out of securities in case of
default or insolvency, except to state that they
preserve the liability of the original parties to any
contract.

The principle of original liability on the part
of contracting parties is carried in London to its
extreme, not merely on e port of the Setiement
Department, ui also to the extent that a cus-
tomer, having sold a cecurity through a broker
to a jobber, and the broker, having become a
defaulter being unable to pay his clieat, the latter
can deliver the security directly to the jobber or
dealer, whose name the broker has had given
to him as the puttfiaser, and the dealer in that
case must pay him therefor, having for his
recourse a claim against the broker.

The liability on the one hand for bad stock,
on the other for a bad check, or non-payment,
rests on the line of the trace given by the Settle-
ment Department, and each individual thereon is
liable to his dealer for that particular amount.

Account Days _
The Committee O‘n General Purposes in cach
month fixes the Account days for the second suc-

ceading month., The operation of the settlement
occupies four days:

- AAtnplng
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First, The Mining Contango day.

Second, The General Contango day.

Third, The Ticket day.

Fourth The Account day.

On the first two days the firms send to the
Settlement Department the sheets showing the
transactions for the period covered by the settle-
ment, and the transactions are separated as to
the classes of securities to avoid congestion. The
carrying out of the work o *he Settlement De-
partment is entirely separate for each’ class of
securities,

‘The so-called “Contango day” is when accounts
are made up and arrangements are made by the
brokers for the carrying(avem\of stockg) into the
new account at prices existing as of twelve
o'clock on that day. Contango is freely translated
as “carry over,” and is used to mean the rate of
interest for a time loan upon securities from one
settlement day to another, or, in the case of a
“bear” or short account, the rate at which stocks
are borrowed or loaned for the same  period,
(exactly in the same manner as is done from day
t6 day in the New York market). The technical
bodkkeeping operation as between two firms con-
sists in selling for cash and buying for the follow-
selling for the following account vl interest.

The third day, or Ticket day, is when firms exe.
change among themselves tickets (or what in New
York would correspond with comparisons), for the
purpose of settling among themselves those con-
tracts in securities traded in for the period of the
settlement which are not included in the stocks
gleared by the Settlement Department.

The fourth day, the Account day, is “Pay day,”
‘when securities are delivered and paid for. These
deliveries take place, as in New York, by each seller-
sending out his deliveries to the ultimate purchaser.

If the holder of Settlement Department orders to
feliver securities should allow two clear days to
elapse without delivering, he releases his buyer
from any loss in consequence of default of a mem-
ber involved in the contract.

Bank Clearings and Money Payments

Certified checks are not known in London apd
it is customary for brokers to deliver stocks and
have their clerks return later for the check in pay-
ment thereof. Under London - banking practices
there are no priority checks, so that unless a
broker’s balance with his bank at the time of the
bank clearing is sufficient to warrant the bank to
pay all of his checks presented for payment, none
of his checks is paid. Securities must be delivered
not later than 2:30 P. M. on week days and 12
o'clock on Saturdays.

The clearing of each day’s business by the banks
in' London takes place in the afternoon and not the
next morning as here.

According to the following sections of Rule 94
of the Rules of the Committee on General
Purpozes:

(2) “Cheques must be passed through the Clear-
ing House, unless the Drawer consent to
their being otherwise presented.

(3) “If a Member require Bank Notes in pay-
ment for Securities sold, without having
made such stipulation at the time of making
the bargain, he must give notice to his Buyer
to that effect before Half-past Eleven o’clock
on the day of delivery, and payment shall be
made upon dehvery of the Securities, or the
Stock receipt.”

Section three of Rule 94 is practically never insisted
upon.

As to the volume of money ‘transfers on the Pay
day of the settlement, the result shows an increase
of cash clearing through the banks of about double,
so that, where on a daily average of £51,000,000 are
cleared, the average on Stock Exchange settlement
days would be about £98,000,000. (These figures

were secured from the Clearing House of the
London banks.)

Settlement Department Statistics
It has always been very difficult to secure any
figures as to the volume of securities traded in on
the London Stock Exchange, but on two occasions
more or less accurate figures were kept, the first
being during the panic of May 9, 1901, where the
velume on both sides of stocks cleared; including
balances, amounted for the ten days of the settle-
fent to $1,270,000,000. At another time figures
were kept of transactions in Union Pacific and Steel
Common as follows:
AVERAGE FORTNIGHTLY FIGURES
Shares—
. ‘ Items Amt. Cleared $100
Un. Pac. ....... 4380 §$21,368000 22,800
Steel ........... 7254 50,864,000 46,640
The unit of trading on The Stock Exchange in
Loundon varies in different departments, but in that
of American securities the unit is ten shares.

Broker and Dealer

There is considerable confusion in the minds of
miany unfamiliar with the customs of the London
Stock Exchange with regard to the distinction be-
tween a broker and a dealer. Stock Exchange
members are separated into these two classifica-
tions, and the Rules and Regulations state that:
“No Member or Authorized Clerk shall carry on
business in the double capacity of Broker and
Dealer.” Also “A Broker shall not mike prices or -
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c‘herwise carry on the business of a Dealer.”
Again, “A Broker may not put business through for .
another Broker”; and, again, “A Dealer shall not
deal for or with a Nop-member.” The nearest
analogy for this method of business would be found
on the New York Stock Exchange by comparing
the dealer in London to the specialist, and the
dealer in odd lots on the New York Stock Ex-
change. The dealer does not come in contact with
the public and buys from and sells to brokers who
have orders from their customers. The dealer, or
so-called jobber, in London is accustomed to buy
or sell at close market prices in amounts ranging
from ten shares to many thousands, and he changes
his position and prices according as to whether the
demand or supply is greater. For the business of a
dealer as carried on in London term settlements are

- almost a necessity in order that he may have the

opportunity during the interval between two settle-
ments to change his position and even up his con-
tracts without having to settle each day for the pre-
ceding day’s transactions.

Continental Systems
, Paris - ‘

The principles of dealing and clearing for the
term settlement on the continent of Europe are
fundamentally the same as in London, except that.
with respect to the clearing they follow the New
York method in having a pro rata settlement
rather. than the cumbersome trace system of
London. '

The Bourses of Paris, Berlin and Vienna are
under government regulation and control, and
they can make no change in their rules and regu-
lations without the approval of the Minister of
Finance in France, or a similar government offi-

" e¢ial in the other countries.

The best illustration of a Stock Exchange com-,
pletely controlled by the government, and regu-
lated and restricted, by most rigid rules is offered
by the organization known as the Agents de
Change of Paris, whose regulations, although
revised in 1890 and 1898, have not been altered
materially since 1724. In 1898 the number of its
members was iucreassd from sixty to seventy,
where it now stands. The Agents de Change
have. enjoyed special privileges for trading in
securities since the fourteenth century. The value-
of the privilege of being an Agent de Change has
been as high as 2,000,000 francs, but in 1914, prior
to the war, was placed at about 1,700,000 francs.
Besides this cost of his seat, each member must
furnish a cash bond of 250,000 francs, and in views

" of the large investment thus required members

generally associate with themselves other capital-
ists who are known as “silent partners.” These
special partners have no rights or obligations
toward third parties except with and through the
Agents de Change.

Coulisse ‘

The so-called Coulisse, or outside brokers, who
trade on the floor of the Bourse not reserved for
the Agents de Change and also on the porch of
the building, are divided into two bodies; one
dealing only in securities for the term settlement,
and one dealing for cash or immediate settlement.
In 1914, of the former there were 113 members
and of the latter about 150, but most of the mem-
bers of the first are also members of the second.

The Syndicat de Banquiers a la Feuille des
Valeurs au Terme, or Coulisse brokers trading
for the settlement, admits to membership only
such persons or firms as have assets equivalent in
cash or proper securities equal to no less than
1,000,000 francs. Corresponding to ocur Govern-
ing Committee, there is a Board of Direction,
(Chambre Syndicale), which exercises a very
rigid control over the members. This organiza-
tion provides for the term settlement a protection
not enjoyed in London through the enforcement
of a requirement obligating the deposit with the
Syndicat the sum of 100,000 francs to be held for
the benefit of all members concerned as a margin
guaranty on trades.

In times of active fluctuations, the Syndicat has
the right to increase the amount of this required
deposit. No interest is allowed on this momney,
such return as is received therefrom forming one
of the sources of income from which the expenses
of the Chambre Syndicale are paid. This guar-
anty fund is kept on deposit in the Bank of France,
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As in London it is a weak spot in the settlement
methods of the Coulisse that members under the
rules of the Syndicat are not obliged to deliver
security balances to any member designated by the
Settlement Department unless they have actually
traded with such member during the month. Thig
defect is overcome by certain members voluntarily,
in the interest of the organization, agreeing to act
as intermediary, receiving the security from object-
ing fnemﬁers, assuming all respon=ibility, including
payment, and delivering it to the receiver named by
the Settlement Department or Bureau de Com-
pensation.

Certified checks are also unknown in Paris, but
by requiring the Agents de Change and both or-
ganizations of the Coulisse to keep their accounts
with the Bank of France this difficulty—one of the
greatest of the New York system—iz overcome.

The volume of money transferred on settlement
days through the Bank of France for the monthly.
settlement of both the Agents de Change and the
Coulisse is about three to four tignes that of any

other intermediate day. (More complicated than in.

London, the operations take five days instead of
four days.)

The settlements in Paris among the Agents de
Change are both monthly and semi-monthly, with
the exception of Rentes, which are only settled
monthly, as well as traded in for cash. The term
settlement of the Coulisse is monthly only for all
classes. Through the Syndicat de Banquiers au
Comptant, or those trading for cash, a very con-
$ic1¢rable market for immediate settlement has
grown up, although immediate settlement by this
organization does not mean necessarily the next
business day as in New York, as the rules for de-
manding delivery are very elastic and so-called
cash transactions generally run from two to five
days before being settled.

The centralization and delivery of securities in
Paris is sitmpler and avoids a great deal of the
congestion on settlement day occuring in London.

The loans by banks, both to the Agents de
Change and to the members of the Coulisse trading
for the term settlement, are made for the period of
the settlement and as settlement day approaches
and when the Settlement Department has issued its
orders for the receipt and delivery of securities on
final settlement day, the brokers know what their
requirements will be in the money market and
make their arrangements accordingly with the
banks. There is also a money market for so-called
‘call money to take care of the cash transactions, hut

it is very limited as most of the transactions for -

cash are for investment purposes.
- The unit of trading 'varies according to the value
and character of stock: Yrom ten to fifty shares.

Berlin ‘

On the Berlin Bourse dealings in securitiés are
both for daily settlement and for the term settle-
ment, which in this case is monthly. Al securities,
can be and are traded in for the daily settlement,
but only active and well established securities are
admitted to the trading for the monthiy setilement.
This corresponds with the admission to the Clear-
ing House of tire~New- York -Stock JExchange_of
only active securities, as a clearing is not effective
or useful unless there is. sufficient activity to-bring
about elimination of intermediate transactions,
whether in a daily settlement or in a monthly settle-

ment, and experience in London corresponds with:
that in Berlin where the securities admitted to the”

clearing account for about 90% of the total trading.

In Berlin the Bourse makes no provision for
clearing securities éxcept for those included in the
monthly settlement. The Berlin Bourse as well as
that of Vienna differs from Paris, London and New
York in allowmg banks to be-members thereof. The
Clearmg is carried on,on the pro rata principaf as
in Paris and New York.

‘The unit of trading varies according to flie va}ﬁi‘%‘-
of the stock, the higher price stock being the smaller
unit, varying from five to one hundred shares.

Vienna

Vienna not only has a considerable market for
cash but also has three additional settlements, each
involving a clearing, namely, weekly, fortnightly,
and mienthly.

The unit of trading is twenty-five shares, except
in securities that are- quoted at very high figures
where the unit is five shares, and in the weekly
clearing the unit is sometimes as low as one share.

The principal settlements are monthly and weekly,
the monthly being used for the better class of active
stocks on which it is not considered the Liability for
such a long period of time is as great as it would be
on the more speculative type, which are confined to
the weekly clearing, but all securities can also be
traded in for cash.

' As in Paris, the borrowing arrangements of the
brokers are made with the banks as soon as they
know their position as the result of the settlement,
although in Vienna, contrary to London, the loans,
although made for the pericd of the settlement, can
be called on any day; however, in practice this

.privilege is never used.

% sk e * ES #

As previously stated, the term scttlement system
avoids unnecessary duplication of the h'mdhncr of
securities and payments therefor as well as the dig-
arrangement of money markets. It also provides
adequate time for the procuring of the funds re-
quired. This paper in describing term settlements
does so only from the viewpoint of the practical
operation thereof. It is not within its limits to dis-
cuss the wisdom of the adoption offferm settlement
which is largely dependent upon the tie when it
is to be applied.

o



Repreduced from the Unclassified - Daclassified Holdings of the Nat onal Archives DPELLASSIFILD

AuthorityE. O_{O go ,

X Qrricio MEMBERS W. P. G. HARDING. GOVERNOR

—_— ALBERY STRAUSS, VICE GOVERNOR
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. GnETARY OF THE TREASURY CHARLES S. HAMLIN
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March 30, 1920.
\‘ X-1678

i~

SUBJECT: Board's reply to Senate Resolution 328.

Dear Sir:

There is enclosed herewith, for your information,
fobi

copy of the Board's reply:to the following resolution adopted

1
i

by the Senate on March &, 1920:

"YRESOLVED that the Federal Reserve Boara be and
is hereby directed to aavise the Senate what is the
ceuse and Justification for the usurious rates of
interest on collateral call loans in the financial
centers, under what law authorizeda, and what steps,
if any, are requireu to abate tnis condition!

Very truly yours,

Governor.

To all Agents and Governors.of the F. R. Banks.
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ResinvE BeARD tilt

FEDERAL RESERVE BOAR[%

.
OFFICE OF THE GOVERNOR WASHINGTON i/’ ‘

%
b

March 30, 1920

WU ! / SUBJECT: Board's reply to Senate Resolution 328.
s

Dear Sir:

There is enclosed herewith, for your information, copy
of the Board's rerly to the following resolution adopted by

the Senate on March 8th, 1920,

"RESOLVED that the Federal Reserve Board
be and is hereby directed to advise the Senate
what is the cause and justification for the
usurious rates of interest on collateral call
loans in the financial centers, under what law
authorized, and what steps, if any, are re-
quired to abate this condition.”

Very trudy yours,

To Federal Reserve Agents and Governors of all F. R. Banks

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



Reproduced from the Unclassified / Declassified Holdings of the National Archives f v EC!‘ASSIFIED ;
! AuthorityE, Q {O E-;O ’

X-~1875
COPY. %

FEDERAL RESIERVE BOARD

MMarch 27, 1920.

Subject: Reply to Senate Resolution No. 328.

oS

Sir:
On Ilerch 8, 1920, the Scnate adopted the following resolution

"RESOLVED thot the Federal Reserve Board be
and is hercby directed to advisc the Scnate what
is the ceusc and Justification for the usurious
rates of interest on collatcral call loans in the
financial ceaters, under what law authorized, and
vhat steps, if any, are rcguired to sbate this
condition.”

In reply the beard desires first to invitae attention to the

folloving tablcs showing discount end intercst ratcs prevailing in
arious centers in 21l Federal rescrve districts during the two

thirty-dey periods ended Januery 15, 1920, and February 15, 1920.
It will be scen from these tables that the morimum and minimum rates
on demend loans sceurcd by collatcral are spproximately the same as
thosc for ceomercial paper in all citics cxccpt Boston and New York.
hilec the legal rete of intcrest in Ilassachusctts is 6%, highor con-
tract rates arc authorized, end conscquently the 6% limitation is
occasionally excccded,

(Tables reforred to ajpecar on pages 286 and 287
of Federal Resorve Bulletin for liarch 1920.)

The only financiel ceanter in this country in vhich thorc is
mointained o call money market of mation2l importascce is Hew York
City, and vhilc the rates charged there on call loans arc fregucntly
in cxecss of the logal rates allovwed for cammercial paper, they arc
n0t "usurious" wnder the lavs of the State of llew York, which specif-
ically oxempt collatcral call loans from the 6% limitotion vhich long-
crs must obscrve on other loons on rain of incurring the penalty wre-
scribed for usury. Scoction 115 of the Banking Law (L.1914, Ch. 369;
Consol. L. Che 2} provides thet uoon advances of moncy rcpayablc on
demend to an amount not less than 35,000 madc upon warchousc receivts,
bills of lading, cortificates of stock, cte., or othar necgotiable in-
strunents as collateral, eny bank mey rcceive and collceet as COMmpPCNsa~
tion ony sum which may be agrecd upon by the portics to such trans—
action. The scetion roads:
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"Sec.115. Intcrest on collate
less then five thousand

Wpon advances 01 mcncy
an amount not less than five thousond
Jorehouse roccipts, bills of lading
stoclz, certificates of denosit, bil
or other ncgotiable instriments, »nledged as collatera
sceurity for such repayment, ony bonlk nmoy reccive or
contract to recccive and collect es commcensation for making
such advences ony sun wirich may be agreed upon by the
portics to such trensaction.”

)

reoayhble on denwonG 10
dollars made WG

certificates of

& of cmchoange, bonds

Section 201 of the Banking Lawv, identicel in languege with
Section 115 avove cunted, rakes the sauc prevision in the casc of col-
lateral loans by trust compdanies. In the Conoral Business Lav (L.1909,
Ch. 25; Consol. L.Ch. 20} therc is the following goneral provision of
2 likc cheracter:

BSATRA a crol sceurity.

In any cacce nerwoficr iz vhach advonces of roncy,
reoayable on cemind, toe auy wrount not lcss thon five thous-
and dollars, arc made upon orchousc rcceipts, bills of lading,
certificates of stock, cortificates of deposit, bills of cx-
choangce, bonds or other necotiable instrucnts pledged as col-
lateral sceurity for such repayrent, it shall be lawful to ro~
ccive or to coatract to receive and collect, as compensation
for molking such advancces, any sum to be egreed upon in writing,
by the varties to such transcction.”

"Sce. 379. Iotorost/c

Fationel Ponir Act.

The Hotional Bauk fct provides that national baniis mey receiwve
ond chorge on any loan or discount interest at the rate allowed by the
lav of the State, territory or district hiorc the baudk is located.

The applicablc provision rcads:

"Limitation unon rate of interest wsaich ey be taken.

422. See. 3197.~ Auy association moy take, roccive,
rescrve and charge on any 1oan or discount yadc, or wpon any
note, bill of exchonge, or other cvidences of dobt, interest
ot the rate allovwed by -the lavs of the LHtate, Torritory or
District vherc the bani is Iocated, and no morc, cxccHt tha
whcre by the laws of any Statce o different rote is limited for
banks of issue orgonized under Stote lavs, thc rate so limitcd
shall be allowed for cssocictions organized or existing in ~ny
such State under this Titlc. Vhken no rate is fixed by the laws
of the State or Territery or District, tne bonk may toke, ro-
ccive, rescrve, or charge & role not cicecdiig scven per cembum,
and such interest mcy be teken in advance, reciioning the days
for vhich the notc, bill or other cvidence of dobt has to run.
And the purchasc discount, or salc of a bona fide bill of
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exchange, payeble at another placce thon the plece of
such purchosc, discount, or salc, ot not more than the
currcnt ratc of cxehange for sight drafts in addition
to the interest, shall not be considercd as taking or
rceeiving o greater ratc of intcerest.t

It will boe obscrved thot the cffecet of the forcgoing provisions
is to authorize in the Stote of Mew York on collatcral c2ll loans of
not less then 95,000 roates of intercst which moy be in czcess of those
pernitted for loans of other choracter, and thot such higher rates arc
not prohibited os usurious.

Ls to the "eousce and justification' of the high ratcs of intercst
which it thus aopeors moy legolly be chorged on collateral call loans in
iow York, and as to thce ‘'steps *** rcquircd to abate this condition”,
there 1s, 2s is well knowvm, o wide diffcrence of opinion among persons
who hove given thought ond study to the question., Indeed, broad and
fundomental questions of geuncral cconomic and social nolicy arc involved
in the last onalysis, the vhole quostion of the utility of speculative
declings in sceuritics ond commoditics onm organized oxchonges is in-
volved; end more immediatcly, the cuestion of the methods snd practicces
of the leading specculative merkets of the country, margining, stock
ronipulation, ond kindred motters olso susceptible of cbusc. As to
these the Doard hos never hed occasion officielly to form an ozinion;
the Federel Rescrve Act shocifically precludes the purchaosc or dis-
count by Federal roscrve bonks of notes, drafts or bills covering
merely investiments or issucd or dravm for the purposc of carrying or
trading in stocis, bonds, or other investuent sccuritics, cxcept bonds
cnd notcs of the Covermicnt of the Unitced Stotes's The Board could
1ot underteke to form a judgment upon the matters above referred to
without study ond investigotion of such o comprehensive noture as would
scricusly intcrfeore with the conduct of its regular vwork and wihich, had
thie Doard the rcouisite authority, would rcguire the services of cxperts
cnd ossistonts for the cmployment of which the Board docs not feel au-
thorized to expend funds accruing from statutory asscssments on the
Federel reserve banks for thc purnose of defraying the ordinery ex-
pcnscs contemplated by the Federal Reserve Act.

There is submlttcc as an oppendizt hercto o memoroandun propored
for the inforr“tion of the BDoard by the Federal Feservec Agent in iew
York, cipleining in ~epc“u1 thc natuwrce and operotion of the Ilew York
coll noney market cnd causcs of high and fluctuoting rotes for call
money in that centoer.

Respectfully,
W e P.G.Hording

Governor.

The Presidont of the Senate,

.org/

Federal Reserve Bank of St. Louis
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side of Iew Yoi*k City, including foreig’n banks anG agencies o
foreign banks: and similarly the loamable funds of iirms, in~-
dividuals and corporations seeking temporary investment. The
proportioﬁ of the vhole fund loaned by these several interests
varies seasonally and in accordance with tie attractiveness o
other opportunities for investment, either locally or in other
markets. The btulk of call moncy is lent (n the floor <f the

New York Stock Exchange 2 : "the money post where t i ough various
broke;'s loanable funds are of fered and bids for funds are received.
Mos't ¢f the busihéss io dme‘betweeh the hours .of 12 noon and
2:45 pema The impoftent relation to the moncy market of the
present system of daily settlement of balances resulting from the
purchases and -sales of securities on the Stocik "E:«:chango will be

discussed more fully hereaftera.

Commercial Requirements have the Prior Claim.

In the matter of the supply or attraction of funds to the
call monéy rerket, therc is generally a definite and well under-
stood obligation on the rart of banks to accammodate first their
m commercial clienté, so that it is only im excess cf loanable
funds which they may have fram time 10 time that is available for
the collateral call moncy market or for the purchase of commercial
parer in the open market. This excess of 16ana.ble funds available
for cmployment in the scowr itics market varics, thereforc, according

o the commercial requirements ¢! the country. t has long been
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placed on a rate of interest limited to the rates which obtain o
are permitted in commercial transactions whose prior claim on

banking accommodations is universally conceded.

CAUSES ARFROTING IMESTNT CALL HMONSY RATES.

The reference in the resolution io the present bigh» rates
far call mdney in the financial centers amd t e inquiry as
their causes require, ' : is felt, 2 survey of the olterations

f the money rerketvs and t © reflection therein of the under=~
lying economic conditions which govern, in varying degrees, all

moncy rates, including those for call money.

Present Chenaced Conditions of Supply.

In former times, and spocifically prior 1> t ¢ institution
of the Pederal Reserve System, bankers, esyecially in rescrve
centers, were accustomed vto look upon call loans &¢s their princi-
pal seconcary reserve cn the theory that ipasmuch as thosg loans
were payable upon damard, furds so invested could alweys b
promptly obtained on short notice tomeet withdrawals of deposits
r for otlker use. In thcse cjroumstances there was ordinarily

available for collatcral call loans a supply <f£ funds sufficiont

.org/
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for ordinary market requirements and at low rates, although at
times the rates rose to high levels as the sapply of funds dimin-
ished, cr. the demands increased.

This attitude of the banks toward call loans as their chief
secondary reserve has been greatly modified by two causes. The
first was the closing of the Stock Exchange at the outbreak of
the Dur opean War in the summer of 1914, when it became practi-~
cally impossible to realize on call lcans secured by inves’aﬁent
securities, walch beéame, thefefcre, nfrozen lcans'". This resulted
n a more or less permanent prejudice a2gainst cdependence upon
call loans as secondary reserves, The second and more important
factor was the creation of the Federal Reserve System. Under the
terms of the Federal Reserve Act provision is made for the redis=
count of commercial paper, but the rediscount of loans for the
parpose of carrying investment securities, other thon United States
Government obligations, is excludedsy Consequen'tly, in order to
maintain maximum liquidity, with suitable provision far secondary
reserves that cen be immediately aveiled of, banks, including
foreign agency barks, now invest a greater proportion of their r
souwrces in assets that can be realized upon at the Federal Reserve
Bank. Anotler changed factor in tlke present situation grows out o
the fact that the viar ard post-war conditions have rendered unavail-
able supplies of money which formerly ceme from forelgn banks. Since

the swnrer of 1914, while total banking resources have largely in-
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creased, the volume of bank money available to tlhe securities market
t low ar normal rates hos not increased proportionately, but o

the contrary has probably decreased. All of these circumstances
explain in some measure, the increased rates which have of ten been

required during the past year for money loaned in the secwr ities

rarket,

Present Changed Conditions of Demand.

Changed conditions are also present in the factors governing
thne demand for money. ZIPrior to the armisticé agencies of Govern-
ment were employed to restrict the issue of new securities for
purposes othex.' than those which were deemed essential fa carrying

n the war. t the same time, as the Treasury undertook to sell hrge
amownts of certificates of indebtedness apd Liberty Bonds bearing
low rateé of interest, the question arose as tv»:) whe ther the com-
‘petition of the general iﬁestmmt markets might not prejudice_ the
success of the Government issues. In these circumstarces, with full
understanding on the part of the Treasury Departmént , the officers
and members of the New York Stock Exchange undertook to limit
transactioﬂs which would involve the increased use of money for
other purposes in consideration of which the princ ipral banks of New
York City endeavared to provide a stable amount of money for the
requirements of the security market.

After the armistice tiaese restrictions were reroved and ordimry
market forces reasserted themselves. The issuance of new secwrities

was resumed in unprecedented volume and consumed a vast amount o
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capital and credit, when bank credit w.s zlready expanded by the
necessity =~ carrying large amounts ' Govermrent sccurities which
the investment market was not preiared to absarb. Thus arose
further catise for the increased cost ¢t times of acccommodation o
collateral call loans.

Since t = armistice these causes :3ve been augmented 1 the
increased volume and velocity cf transactions ia securities generally
Before exanining the figures, ¢ should be cxplained that the amoun
f call money employed by the securities market fluctuates aécardmg
0 the amount cf other funds aveailable f r this puwrpose, i.e. cus~
tauers® money invested and time money borrowed, and also &s the voluwe

f business varies.

Volume,

——Zm

The volumz of money outstanding on czll is more vor lass con-
stant, fluctuating only ovezr relatively long periods, and the
amount which is loaned from day to day is but a small prowortion
of this constant volume. The constant volume of outstanding call
‘loans bears a rate of interest which is determined daily and i:
Imom as the renewal rate. The daily borrowings, either in replace-
ment §f loans called for vayment Qr representing new money borrowed,
are made at rates which may or may not be vt.he sane as the renewal
rate and which fréquently vary during the sare day.

Turning to the figures, it apvears thet cver a period of years
during the pre-war period the voluue cf all méney, both time and

call, employed in the securities market was estimated at about
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$1,600,000,00C., of.vwhiclw. the average on call was about 607’3vand the
average on tﬁne about 4073, or 2 normal volume of call money, say o:
$600,000,000. The daily twnover in call money, i.e. old loans callec
‘for payment, loans ma.dé in replacement thereof, and new money borrbvged,
rangéd from (15,000,000 to $30,000,000., and averaged about $20,000,000.
The daily turnover during the year 1919, however, ordinarily ranged
from (325,000,000 to 40,000,000, and averaged about $30,000,000. 1iore-
over iﬁ is important t> notice there las been a disproportionate in-
crease in the amount of call loans, &s distinguished fran t ime money,
wvith thé 'consequence that the former, 5 now estirted, ¢ onstitute
about 75% of the total money employed in the securities market.
At 2 time of such heavy credit requireiszs as the jresent the greater
volure of borrowings, not only in tite aggregate but in thé day to day
demands , naturally often results in Ligh vrates for the money loaned.
Indeed, 30 reluctant have the bankers becn éur ing the past few months

o supply the large demard for eredit based on sscurities that the
occasional loaning of relatively small amounts o7 money £t very high

rgtes often reresents a desire not t> secure the high rate cuoted

but to prevent the rate from geing very much nigher with the éonsequent
demoralization which might rasult.

Intsrmittent F.ctors.

There ars certain other factors, the influence of which is

principally m=nifested in intsrmittent wide fluctuations in the dsily

rates or in the rates which <pply for brief psriods. Th: incre.sed
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volure c¢f demand loans called deily far payment noted azbove,

coupled with the decreased amownt of time money loened on secw ities,
mroduces more ¢: less apprehension on the part_ of borrowers as to
their ability to re~borrow money called for payment . This appre~
hension, quickened by the number of insistent borrowers bidding

4 times when momentarily loanable funds are exhausted or are
offered in small quanttty, fi'equently results in competitive

bidding for famds vhich adﬁam‘es the rates for a day or part o

a day beyond the actual necessities of the sitnation.

Another agtiire and important influerce which has recently
affected the supnly of funds available for collateral loans ond
recipitated at. times & rise in theé raﬁes, has been the »neriodic
transfers of Goverment deposits from depositary:banks to the
Federal Reserve Banl«:s in commection with the fiscal opecrations
f the Treasury. Such withdré&mls result in the 'delzositary banl:
calling money fram the securities market, which cauies vslzarp
advances In the rate bid for call monecy in replacament of the

loans called for payment.

RATES ARE DETORMINED B THE OPERATION
- QOF THE IAJ OF SUPPIY AND DEMAID.

The underlying cause of fluctuations ard, especially of
increases in call money rates is the operation (i the law o

supnly 2nd demand. a other vords, ¢ + t & supply ¢£ loanable
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funds diminishes in proportion to the volume ¢E the derend, the
rate for collateral demand :Loans advances However, :n the case
f the da2ily borrowings of call money -« to which the abnormal
high and low rates apialy and which represent but a comparatively
small proportien of thé total outstand ing loans ~ - other factors,
indidental to the temporary circumstances and conditions of the
market, tend in times of stress to greater fluctuations in rates
than result from the more normal operation of the law which i
reflected in the rencwal rate for the gfeater volume cf the out-
standing call loans. The renewal rate is regarded as the real
barometer (f market conditions and its. fluctuations tixroughout
the longer pei'icds more rgarly reflect the relation between the
amounf ct the loanable funds and the amount of the Cemard. In
other words, high renewal rates are mainly due to | other demards
for credit, resulting in part from the increased recuirements o:
the cormlex;cial cormunity ard in part from other temporary factors,
such as dépletion of bank reserves resulting either ¢ both from
credit expansion or loss of reserves through gold e:pert, specula~
tion in commodities and real estate, and coungestion of commercial'v

trensactions incidental t» slow « » interrupted transportation.
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Commercial Rates are Similarly snd Independenily Determined.

The operation of the law of supply and demand is equally
affective in determining the rate for commercial lnans‘and all
other borrowings. In fact, rates for commercial loans and rates
for collateral call loans have a common roct in the law of supply
and demand, and the conditions which affect one, in the main affect
the other, although not in like degree, as is demonstrated by the
far wider fluctuation of call rates and the higher points to whick
they go. The rates for czll money do not determine and have not
gxerted an important influsnce on the ratss for commercial borrow-
ings., It is the universal custom of the banl's, to satisfy first the
commercial nzeds of their customers. They feel an obligation to
customers but none to those who borrow in the open market on
securities. Besides as the resourzes of the barnks mainly come
from the commercial custousrs, their own self-interest compels a
vreference in favor of their commercial borrowers, since failure
to grant them reasonable =accommndation would induce them to withdraw
their deposits and so reduce the ability of the banks to do business.
Although the meney of the banks and trust companies comprises by
far the greater proportion of the money lozned on the securities
market, an examination of the prevailirg rates on commercial paper
at times when the call money markat is particularly strained indicates
that there is little causal relaticn between the rates for coll money
and those on commercial loans. Exhibits Nos. 1 and 2, showing
respectively the rates for call money on the New York Stock Exchange
during the yéars 1906-1919 and the rates for commercial paper in

New York for the period from 1915 to 1920, are attached.
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POSSIBILITIES OF CHANGE IN THE CONDITIONS AND METHODS
OF "HE CALL MONEY MARKET

So long as collateral call 1loans are made under prevailing
conditions it is difficult to see how the present situation cun be
altered, because of the impracticability of controlling the under-
iying cause of high rates, which in the last analysis, is the
excess demand over supply.

An attempt to control the rates for call loans by the establish-
ment of an arbitrary limit at a low lovel, without the abllity W
modify the causes above cnumerated which operste tv increase rates,
would be digtinctly hazardous, for the reason that up to the point
where the arbitrary rate would limit tha supply of new money,
speculation and expension might -proceed unchecked and the natural
zlements of correction or regulation would not obtain. In other
words, high rates act as a deterrent to ovar-speculation and undue
expansion of credit. On the other hend, should the supply of
money available at a fixed maximum rate become exhausted, liquida-
tion might suddenly be forced because the demands for additiongl
accommodation for the consummation of commitm-ents aiready,made
could not be met. The effect of such liquidation would be t
embarrass not only investors and dealers in sscuritics, buf
frequently might affect dealers =nd merchants in commodities a

well, As an example of the latter, the case might be cited
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of a commitment to purchase a round amount of cotton on :
certain day. Many of the houses on the Cotton Exchangs are
also members of the Stock Exchange and freovently borrow very
larg>ly on the Stock Exchange against invesiment securities

to provide funds for settling their tramsactions in cotton.

.If, therefore, when an important cotion settlement is inminent,

q

borrowings on securitices covrld not Le availed of, the cotton
transaction could not be consmnmated énd a -~ drastic liquidation
through sale either of securities or of the cotton might be
required to avoid derault. Similar congequences might obtain

in the cases of transactions by meabers of other commodity
exchangses who are also members of the Stodk Excﬁp¢ge and have
recourse to the call money mairkei.

THE [MPORTANGE CF A 7CALL MONEY® MARKET

C211 money in some form is irdispensable to avery important
financisl center. There must be not only an outlet for the employ-
ment of funds temporarily idle, but a large‘volume of call and
short time money is essential to the successfvl and economical
conduct of business. t is particularly essential to the intemmational
and-domestic cemnercial business bub the diversion of the use of the
major portion of such money to the securities markets is not in

accordance with sound banking principles. It is to be noted that
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in nc great world market, other than New York, is the call money
market so dependen® upon investment securities and so susceptible
0 speculative influences. In otbher markets the reverse is true,
s their c2ll merey is based princinallx 1 corrersial paper vposn
which realization can be had aﬁ the central bank, st a price, in
case of need. We have seen that in this country call loans on
securities lack this essential quality of liguidity required for
quick and certain realization, and that this fact has now been
more generally taken into consideration by our lenders. But the
safe and successful divorce in this country of the use of call
money from i{s dependence upon investment securities as a basis
requires careful study in order that safe and adequate methods

may be substituted for the present mdthods. of the securities

market.

Term Settlecments.

The achievement of this end probably depends upbn the
successful development of a plan for term settlements of the
balances r-sulting from operaticns on the Stock Exchenge, in
lieu of the present method of daily settlements. The principal
effect of such a change of the method of settlements would be
to relieve the call money market from thé necessities of the
securities market and release funds now used in collateral call
loans based on investment securities for employmont in call loans

bagsed an the collateral of more liquid securities, of g commercial
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nature, gsnerally recoguizsd abroad as the preferred bases for
demend loans. From this change a Lroader discomnt markaet would
naturally develop. Under term setilesments the borrowing required
by the securities market would be on the basis of showt time
accommodation, . for the teim between saitlements, whether
they "“Teyeelrly, fortnightly or et other intorvals.

Agitation for the inprovément of ihe present method of
settlement of stock exchange coutracts has extended over some
years and as the result of extensive studies znd deliberations
of officers and members of the New York Stock Zxchange, as well
as bankers, an importent stsp has been teken to provide enlarged
clearing facilities througﬁ the crganization of a new corporation
known as the Stock Clearirig Croiporation, which is expectsd t«
begin operations in April, 19¢0. A gernsral descripticn of the
vurpcses and contemplated operaiions of the corporation is con-
tained in the pamphlet attached hareio as Exhibit No. , The
functions of this corporation include providing facilities for
clearing contracts between members, for the receipt and delivery of
securities between members and banks, tiuvst companies and others,
and for the clearing of collatcrai call loans, It is not asserted
.or expected that the institution of these operationg will matevially
affect either the amount of money loaned from one day to ancther
on the call money market or the ratss of such loans, but it is
expected that it will operate materially to decrease the amount of

bank certifications on day loans, which the present practice requires
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in the interval between paying one call loan znd replacing it with
another on the same day. It should be noted that the mechanism
afforded by the corporation is an indispensable prerequisite to
the establishment of a system of termr settlements.

The more recent and definite development toward the sub-
stituticn of term settlements for the present system of daily
settlements may be said to have had its inception in the action
of the Americun Acceptance Council at its annual meeting on
December 4, 1919. At that time the following resolution was
adopted:

"hereas, The present method of daily stock

exchangs setilaments, with its dominating and often

unsettling effect on the call money market, influences

adversely the development of a wide and healthy discount
market in the United States:
"Resolved, That the Chairman of the Executive

Committee be authorized to appoint a committee consist-

ing of meubers of the Exzcutive Committee and other

individuals to study the advisability, ways and means

of modifying the present system of scttlemenis on the

New York Stock Exchange and substituting thersfor some

system of periodical settlement, with power to tz=ke such

steps as may seem advisable in the case.”

A copy of the amual report of the American Acceptance
Council is appended hereto as Exhibit Neo. 4, in which the
resulution appoars on page 5, nd the report of the Chairman
of the Exescutive Committee zppears on pages 16 to 27, inclusive.

The Committse thus provided for was appointed and held two

extended conferences in which the pnroblem was fully discussed,

both from the point of view of the banks and of ths Stock Exch=nge.
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For illustration of the subject matter of the discussion there
s attached hereto as Exhibit No. , -a detailed report compiled
by one of the members of the Conbitiee, Mr. Samuel F. Streit
Chairman of the Committee on Clearing House of the Stock Exchange
describing the term strttlement operations in London and on the
European cntinent, which presently will be published by thé
Americen Acceptance Council Tlarm;gh its courtesy an advance
copy of the report has been received. There are also attached,
s " Exhibite Nos. 6 and 7, respectively, two other publications
f the American Acceptance Council, "Acée;ptance Corporaticn”
by F. Abbott Goodh'u.e: Vioe Presicdent ¢f te First Nativnal Bank
f Boston, Mass.. and "The Accepiance as the Basis of the American
Discount Market", by Jokn E. Rovensky, Vice President of the
National B-nk of Commerce, New York, in which on pages 1b and 22
respectively, the nscessity for term settlements as a means of
reliéving the call money market from the necessities of thé
securities market and as a precedent to a broad and stable dis-
count market is discussed.
The members of the committee have unanimously expressed the
opinion that the adoption of ¢ term settlement by the Stock Exchange
would offer advantages in that it would eliminate duplicaticvn of

the handling of securities and in paym:nts The committee holds,
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however, that, inasmuch azs the adception of a term settlement
bg the Exchange would involve changes of great importance, both

© banks and to mombers of the Exchangs, it will require the most
careful study of the subject by the comunittee, and in eny case
the term settlement can not be put into operation until the new
system of daily Stock Exchange settlements through the Stock
Clearing Corporation, zbove raferred to, has been perfected

and has been in practical opsration for a reasonable time.
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T only Tinawiad santer in thie countey In hloh thars 15 raloe

talied o eull ranay wariet of natlonad lmportaes 1a Bew York Cliy, wd
whlle the ratas charged thors on oxll loans are Iremantly In axcoss o
the lagal rates wilosed Jor comiarsl.l jsper, they ars not ®uvaur lous®

undar the laws o thy State of Row ‘!r.rr}a ahich apaeldioally sxsmpt cole
lataral esll lowna from ths & 1limit 16 ahigh londers smat ohasrve on
gther loana on podn oF ironrcins the panalty razcribad Ty usurys 500w
tion 116 o tiw IimFimi; Leww (Lo 1034, Che 3603 Conanl, Le Che <) jroe
7idee thid wron advaanss o sanay rapigpable on Asmand b6 sn o wount nul
1ess than 35,000 made won warshousa roaal; ts, bills of lating, cartilic toes
of ntoal, ate., or cther nacotliabla instrumenta as collatarad, wy bk
may racslva and acllmet an comsennation .qy noro which magy ba a-raal w.on
by the partisa to sugh tr.usastion. Tho ssetion rande?

*dsc. 118, Intaerest on collator:l demai! losns of not laga mm
five thoaswnd dollars.

YUpon advancds 67 monsy roiayabls on domand to an amount not
laaa tha 7ivs thousand 40llars mude woon warthouan raeal, ts, Lllis
of ladlng, eortificates of rtog, esrsiricates o~ dapuzlt, bilin
of axchav:e, borls or othar nazotiable inatrmueeante, sladoatl as
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oollatoral ssourity Jor such repayment, any b miy rsceive
or contraot to recaive .ni coliset us compansation for musing
woch advances way own which smay be agres] upon Ly ths partles
to such tramsaction,®

Seotiom 201 of tha Buwkiing Law, Llantic:l in lLaoymage with Seoticn 115
abovo quoted, mdwes th: sump :rovision in the quso of collaterdl louns Yy
trust companies. In tha General Pusiness Low (L. 1900, Ch. 253 Console L.
Che 20) thars 13 tha following gomeral provision o o like charaotert

A

kAT

2f:s SNLOTY 3INA ¥l 00 SKIYanons G A ety
In any case hereafter in which advinoss o) monay, rovye-
able on dsrand, to wy wwwunt not lesa than fiva thonsand dole
lars, are made upon warshouns racel-ts, bDilla of lading, sere
tificatas of stool', cortirioatas of depcoit, billc of sxohwye,
onda or othar narotiobls instrownmts pladged ws solliasteral
sagarity Jor smash rapymwni, 1t shidl b2 lawful to rocslve oF
to contragt to ragalzn mnd colleot, as pompanastion fur miing
such advances, any sum to bo agrsed wpon in wrlting, by the
parties o such transastion®,

Eatdonal Dok dot.
The Rational Bank Mt srovides thnt national buniie may reosdve :md

sharge wn «ny lo.n or dlacount Interost at the rate sllowoad by tha luws of
tha State, tarritory oo flatelot whoro tha bBank ls loaatede The ap lleable
rovision readst
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A, Seae 3107, « My asnoclatlion may take, raoaive, reserve
and ghargn on any lomm or dlscount mads, or wion sy nots, bill
of sxohange, or othar asvidwnosa o dedt, intorest ut the rute
allowed by tho lava of tha Stats, Territcry or District whare
tha dark L2 loostad, and no wors, sxcapt that whare Ly the liwe
of any Stats a dlfarant rats is limited for Dz of lsowd Ore
ganised under Stats laws, the ruta so limitad ahill be allowed
ror asgoclationg orpaiisad or oxisting in any avch Stats uvnder
“this Titla. Hhan nd prats le Tixad dy the lawe o tha 3tute or
Territory or Platriet, th»s bank wy tae, recslva, reassrve, or
churgs & rato not exsaoding sevan por anntuwn, ad euch inteorest
nay e taian In advase, racioning the daya for which the note,
bill, or othar arvidanse of dodbt haa t0 ri. A the jurshase
lagount, or asla of a dbona fide B11l offaxshanpe, vavable as
another plase than ths plaee o7 much jmrchase, lscomnt, or ».le,
at not core than tha swrrmt rata o sxsharye or nizht drafts
in adiition to tho intarest, ahall not be comalderad as tu:ing
or raceiving @ greatesr rate of intrrest®,
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It will b2 cbaerved th:t tha e:fact ¢ the forepoing :rovisions is
to .uthorize in the State of How York on collateral call loans of not
l28s than $5,000 rates of intareat which 1.y be in oxcens of thone pere
mitted for loma of other churactar, :nd that such hichar rates are nct
rrohibited as usurious.

As to the "o.use and justification® of ths hish rates of interest
which 1t thus appenrs may legilly be charged on collateral eall loane in
Now York, and as to the "ateps *** requirad to abate this coniit'om®,
there 1a, as is well imown, a wide difference of op'nlon amons psrsons
#ho hava gliven thousht and study to the jusastions Indead, droad und
fandamental quastions of gener:l economic :m?! soci.d policy ars involved -
in the lust analysia, the whols queation of the utility of spaculuative
dealings in socuritles :nd commodities on organizs: exchuzes ia involved;
snd more lmmadlately, the .luaation of WM&MM vracticea of the
leading s;eculative markets o tha country, marginings, stock mnimlation,
and kindred matters alao susceptible of abuse. 4Aa to these the Board
has nsver had occusion of "icislly to form an opinicn; the Fedaral Raserve
Act spacifically precludes tha purchase or discount by Federal resorve
banks of "notes, drafts amibills coverin: merely investments or issued or
drawmn for the purposs of carryin- or trading in stocks, bonds, or othar
invogtment zocurlties, oxcept bonds and notes of the Governcent of the
Unitsd Stites®. The Board could not wndert:ike to form a judgent upon
the matters abovs refarrsd $0 without study i investigation of such a
comprehansive nature .a woul? seriocusly interfare with tha conduct of its
regular work i which, had the Board the requisite suthority, would ree
quire the asrvicea of experts .l aaslistants ‘or the employment of which
the Doar! doea not feel w:thorized to exvend funds accrulrg frum atatutory
assesnmants on the Fader.l ressrve b.ui s for the purpvas of defraying the
ordinary expanssa contamplatad by the Faderal Raserve Jdot.

Thara 1s submitted as . v ondix hereto o memorandum prepared Jor
tha in’crration of the Board Ly the Faderal Reserve Agmt In New York,
sxplaining in gansral the naturs and cperation of the Hew Yori call monay

" market and camses of hirgh and fluctuating rates for call money in that
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Respactfully,

/ . Govarncre

The Preozid-nt of ths Senate.
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“ollotercl oall loans, in tho pemoral acceptot lon of e
torn, sre mode chiefly in lew York ity, which 1s yracticslly
the only bmportsgt ¢adl soney merket in the United tates,

They sre looas which wro payedle onm domand of the lender with-
out previous notice, secured by the pladge of investment sew
curition, 1.0« 8t00ks :nd bonds, genorally those which sro denlt
in on the Fev York [ tock ‘mohanges 7he intersst rates on those
loma, 48 on other claeses of loons, ore on the busis of a rato

1OR 5K
e i )

The loans are rmde for the most &t to houses which sre
reobors of the Btosk Tmohonge and the nonoy so borroved constie
tates & portion of the funds eyloyed oviinarily in jurchasing
ad cerrying securitles ibr tholr custorvrs aond sonetimes for

tin 9elvon,

The rincipal suplies of pomey for collaterzl call loaus
e lounodle fands of banks anl bankers lecsted bdoth in s oute
83de of NHev York  lty, inclwiing forelsn banks ind wyrencles of
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Doreirn bonks: i similarly the loanoble fMwis of firms, oe
Gividanls g w;;wa&imv st log temsorOry Invest onts The
rpoportion of the vhole Mand lommed by theose sovercl interosts
vwrlss sessonclly et in acoordsroe with the attractiveness of
othoy oppartunities for imvestoont, oither locally or in other
morkette he bulk of call wmoney 15 lent om the floor M? the

Hew York teck Ixchange ot ‘the money  ost” where through vorious
Wwroicers loansdle funds are olfered und bids for funis are roce iveds
Gost of the busisess i3 done betueon the hours of 1< nown and
L1485 petie The portont rdlution to the monoy meaket of the
rrosent systan of 4adly eettlonant of dulances resulting from the
parch.aaos ol sclos of soourities om the tocg xohuwpm will bo

discussed core Dally wrocltods

o the matter of the s ly or asttraction of funis to the
051} monty market, thore 15 gemerclly o dsfinite ond well undere
stood oblisntlon ou the et of bhoniys ‘m ascozodate Tirst thelr
ovm conmmercial clionte, 80 thot it is only the oxcess of lonusble
fands which thay oy hove from tioe to time tint is swoiladle Jor
the collateral cull monoy wrket or for the parohise of conmprs
seper in the open mridote This exooos of imxmble Pande awailale
for amulogpent ia the securitlies ramtet wuries, thwrelors, Locordlog
to the somyorcisl remuirenents of tho countrye [t has lay: dbeca
rooogpised that Jor sasuronce of & suilicient amount of momey to
fance the volwe of Lusiness in seouritics, relionce cumot de

ploced on o rote of interest limited to tho ratos which obtaln or
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are pommittod in vormerciol trursections whosc qrlor clsim on

onxin: sceorypdat jons is universally coaosdeds

Tiw reforance In the resolution $o the present aigh rotes
for call monuy in the fimmmolel centers saod the ifnginy os to
thelir comses require, it is folt, o survey of the osortions
of the mongy tmrkots mxl tho reflection theretn of the undore
lying ecomomio comditioms which povern, In verying degrees, all

" monay wates, including those {or cull moneye
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In formar timms, and s ocifically yriscr to tho inetitution
of the Jeueral dosorve .ystam, bunkers, ospecislly in raserve
centers, wore sccustanel to look uwpon call loons us thofr princi-
el secandary regerve on tim theory thut incamuch as those loans
were poysble upon denvand, fuxds oo dawvsstod could wlweys be
proptly obts ned on short notice to meet withircwais of deposite
or for other usd. in those sircumstances thore wuz ok arily
arallcble for osollatarsl call loans & saply of favls suffioisnt
for ord Gry msviket roulre:cuts eem a% low rutes, ®& thown at
times the mites rose to high levels 28 the swialy of funds dimine
isheal, or the daunds Inorecsod.

This attitado of the banke tewvard cull loams o thelr chief

sacondiry reservoes has beon prently modifised by two oxases. The
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Tirst wuis the closing of the .todk _xchonge tt the outbredk of

the ‘mropecn -z in the swmrear of 1911, vwhen It becane rocti-
oally imvonsible to recliseo on call loans secured Ly invest ont
secaritios, Aich bacame, thorelore, “froson losng''s his remulted
in & more or less perammat preludico soninat denendenoe uoon

oill losns ag secmdary Proscrves. “Hho socond Lol pore im.ortont
factor was the croation oF the Jederul lestrve .ystem. Unler tuo
terms of the Jaderal Joservo jct provision 13 nade far the rocise
comt of coryeroial paper, dut the redlscoamt of loans lJor tne
TRr0se of camying investont securities, other than mited .tites
ovorneat obl imtions, is excludeds. .onsequontly, in order to
Bintain muctwan 1iguidity, with saitoble sroviaslon ‘o secondury
regerves thut oun be Lmedibtely svailed of, banika, including
fore N ogensy buits, now invest & grester srouortion of thelr re-
oowroos in 2ssets (it Sun be reslised uson at the dederdl leserve
Doxice Jaotior Shiaxmd footor in tie orescat situstion orovs out of
the foot Cut tho W sad ost-war consitione hawo rendored wiswiolle
ablo sapnlies of money vhich formerly oome Ores Dore im bLankss Inco
the sum er of 1914, while total banicln: resources luwe lorgely ine
orensed, the voluwe of banik monsy svoilable to the secwrities mopriet
et Jow or pormal ruteg hus not increased woportionitely, tat on

tie contwary has jrobably decrecsed. .11 of these circumstonces,
oz lein In &me. the ncroused rutes which haro ofton beau
ro aired curing e st yeur for money locned In the securitlos

HAKote

tcaped comiitions cre (1o jweaent ln the foctors suvoerning
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the domxad for monwy. “rior to the armistice agenclies o&‘ Tovern-
maet were cmployed to restrict the Beus of now secaritics far
Parposes othor thn those walch wore doamed essential for carrying

on the waze 4t the s timo, 48 the Tvorsury undortodk to sell larme
amomnts of oertificates of indeltedmess nd Liderty ionds beering

low Pabes of inberest, Mqﬁzmw&mnmmwmm

petition of the genercl inveetnent wﬁti DLkt Bt el he Vi
saooess of the Covermant lsmss. I these cummu,\uu offim/:;;z
and necbers of the Sew York “tods woharge wadertock to limit 7 7
transsotions thich would imvolve the Incressed ux of money fao Far e
other yurosee in cayaslieraticn of whioh the prinolzal boks of A ot
Mo de arpre e -

Sow Tork <1y weiestesk to ;povide o wm..w of money for the
roquiresants of tho security roviet.

After the cmistice these restriotions ware romoved i ordinary
saMet foross recsserted thamselvens The lssucmoe of nuw securities
@meﬁwxm ard oonbumed o vest ampunt of
copital szl oredit, “hen bemk credit we already agemdod by the
neoessity of osrrying lorpe mwtt of Governmat socuritios m&h
WMMWWM’EM;:;G epmnb. dms aross o

‘Parther oomse for the increased cost,of actomapdntion on -oustm

N+
cell lounse

Jinoe the amistioo these cuases have bean aypented by the
Anoransed wm am wmm of trarpoot ions it cecurities pensrilly.
Defore mhme: the Pigares, it should bo el

of aall money aployed by ths wvecuritics mamot fluctustes socomiing
to the zmount of othor funts svallable for Tiis ur;eol, Leéhs SUSw
toners' sonuy invested cod (ime monay dorroned, and ulso os the volume

http://fraser.stlouisfed.org/
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of bus inbss varies.
Jolupe,

The wolune of monoy outstanding om ocill is more or less con-
stant, flmotudting only over relatively lony pneariods, ani the
amyunt which 18 loaned from day to day is but & anall proportion
of this constant volune. The constant volume of cutstanding call
loens becrs & rate of interest vhich is deterimed daily mnd is
nown se the remevws]l rate. The daily dorrowings, either in replaco-
monnt of louns called for  aymont or represonting new money borrowed,
are mai® st rates vhich rsy W -uy not de P the same &5 the renevsl
rate ond vhioh frequentily vary daring the sune daye

Tarming to the figures, it an evrs that gver a perlod of yeurs
during the iro-war neried the voluw of all o s Dath time md
call, em:loyel In the securities market ws estimnted #!; about
31,000,000,000., 0 which the srerage on oall was sbout 6075 and the
average on time adout 40, or & normal volume of call noney, say of
J500,0004,000 The deily turmover in cuall money, 1e.¢e 014 loans cilled
sor Laguent, loans rade in replacement thereof, and new momey dorrowed,
ranged from 15,000,000 to 30,000,000., and sveraged ahout 00,000,000,
The dzily ternover during the yeur 1919, heowsver, ordintrily rimged
from 25,000,000 to 40,000,000, and averaged about 30,000,000, lore~
over it {2 imortant to notice there hss been 2 disproportionade in-
crease 1a the umount of cull loans, ss distinguished from time money,
with the consecuence that the former, it is now estimated, constitute
sbout 755 of the total monoy employed in the securitles sarket,

At B ¢t of such heavy oredit
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At a tie of such heavy credit re:uirements as the present, the greater volume
of borrowinps, not only in the aggregste dbut in the day to dsy demands, naturally
often results in hirh rates for the money loandd, Indeed, so reluctant have the
bankers been during the past few months to supply the large demand for credit
based on securities that the occasional loaning of relatively small amounts of
money at very high rates often represents a desire not to secure the high rate
uoted but to prevent the rate from going very much higher with the conse uent
demoralisation which might result.

Intermittent Pactars.

There are certain other fastors, the influence of which is princirally menifested

in intermittent wide fluotustions in the daily rates of in the rates which apply
for brief periods. The increased volume of demand loax;s called daily for payment
notel above, coupled with the desreased amount o time money loaned on securities,
produces more or less ap)rerension on the part of borrowers as to their sbility to
re-borrow money called for payment. fThis apprehension, quickencd dby the numb.r
of insistent borrowers bidding at times when momentarily loanable funds are exhousted
or are offered in amall muantity, frequently results in competitive bid:iing for
funds which advances the rates for a day or yart of a day beyond the actual neces~-
sities of tho situation,

4nother active and important influence which has recently affected the supply of
funds available for co'lateral loans and precipitated at times a rise in the rates,
has becn the reriodle transfers of Sovermment derosits from dernsitary bunks to the
Fe leral reserve banks in connection with the fiscal orerations of the Treasury.
3uch withdrawals result in the depositary banks calling money from the securities
market, which cuases sharp advances in the rate bid for call money in replacement

of the loans called for nayment.
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The underlying osmme of fluctauttons dand, eboecially of
{ngreases n o)l monay Pates & Cho onomat o of the low of

sagsdy i dewde I othee waeds, 68 the swmdy of lomsdle

fonds dintniahes 8 repertion to $50 veluwme of the dorwal, the
mmmmmmm Hosevar, in 4o ocoe
af e foll Serveutngs of Gull mOnAY = £ vhish the sbmormal

Bgn i Tew pobos nnly md chich oprosent Bt & comparelivoly

soall preportion of the totul outstind i deans -e othor factars,
inctdental to the tasparary ciromsetonces and conditions of the
periet, tand io timnc of stress 0 greiler Zluctuations In rates
tion result Jras tho uore 20Fral eharation of the oo which i
reflocted tn tho ZENGNEL Met0 for the prector olmw of the out-
stonding 0cod] loase. he venwwsl wata i fepurded os the real
Doromeber of ‘wattet conditione ond ite Pimotustions thvoushout

.the Jonger periads nore worly velfleod thw relation betweon the

Digitized for FRASER
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seoant of the loansble funls on! the amount of the denends In
otmm.hmmmmmwauuwmmm
MM%W%WNLMMWWN;:Wﬂ
the cameroiil cosmmity md In et fras othor tesparcey footors,
mach a8 Jopletion of lemi postrves resulting oither o both from
areilt expansion o 105 OF rOsEVes thapigh B014 eX:et, Speculoe
tiom 1n ceuedities aal senloestate, ol caugestimm of cammrotal
tranndt ons mmmam*mwmmmzw*
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The operation of the lae of mnnly ad demand is eoually

eftective in deterining tho rete for comrercisl losap mma 8l
other borroiings. ln £oot, rutes for comsrolsl losms tod yates
for colistaral oxIl Jocns hove & Oomaon POOt in the law of mily
o0 Gemend, ond the conditlouns vhich affect cas, n the :Bin affect
the othor, although not in 1ixe W. an 18 doustroted by the
for vier fluctustion of oull retos ond the higher points to which
W% mmtmfmmnmyﬂom&m ’ Kl

portnt influmos g the votos Zor w'mmm,‘bo'emm 1t is

the untversel custon of the badks, to matisdy first the ocomercicl
noeds of tholr customerss Thay fecl on cbligstion to customers but
pono o those sho barrew 1n the opon mRcot on securities. Jemides

as s rosourves of the benks rainly oo from the oousmere el oas-
torere, their own sdlf-lutarest compele o preferense in Zovor of their
creroled borrocors, 8Os fallure %o graat them reasonible ScORMO-
dation woald indnos then to withiremw thel Gopveits < 6o reduce tho
®i11Ly of the banks to do boeiness.  Ithough the mouey of the beris
o0 trast compenies compriscs by far the greuter ;ropsrtion of the
w loansd on the ssourities mexiel, ca sxwmimtios of the rovsiling
ruses on comerolsd vover &% times whon tue Goll momey seriet 18 jere
umw strainsd fndicstes thot there is 1ittle owusal relction bo-
tvoen the rates for coll monay anl those on sonerolsl loonse rxnibits
Tose 1 oni &, showlng respectively the rutes i call menay on tiw lew
Tork ‘tox: Hmchooge during me yoars 19061019 and the rutes for oom:NP-
316l papor in Sou York for the period fran 1916 to 1950, ere attecieds
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B0 long ae collatersl enll loans arc male under provalling
conditions it is difficult o sce how the nrosont situation oom be
altered, beoause of the impractiocability of controlling the undor-
lying cause of high rates, which In the last analysis, is the
exooss of donwyl wver mIplye

An attaermt € control the rates for cell loms by the ostablisghe
napt of an arbitrary 1in1t at & low levely withont the abllity te
mdify the ocamsos  nbovr enumoy:bal which overste Lo Inoreaso matos,
wald be distincsly hamerdous, tor the ressn the & un to thoe volnt
whore the arbitrory rote woulia 1i:dt U sarmly of naw money,
snoculation md ~amonslon mishi vrocood unchocked and the naturel
cloentes of covragtion or romlnti-n ww:1ld not obtaine in oth r
words, hidh rtes ast as a doterront to ovor-epecuiation nd nudue
pxransion o4 cermdite (n the oty land, shmid the suimly of
mongy avalladle at a fizxed raxirmm rrte bocow adumstod, Iliouida~
tion miht saddmly be ibhrecd boocasusc the doroaids for additional
accormodation ior the consurration of commitmmnts already rude
could not bo mote The offoct of such Mauldation would e to
embarrass not only investors ard deslers in securitics, tat

froguontly misht affect denlars anmd merchants in commoditics as

welle A8 an exarmlo 0F the lattor, thoe cese miht bo oited
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of a co:rmmt te urchase a rourxi amount of cotton on a
certaln day. famy of the hasos on the Cotton xelhunie are
also r‘uambn"h of tho Stoek “xchamo and Trecuently borrow vory
largely o» the Stock .achmrp aiginst Investront sccuritios

to rrovide funds for scttling theld transactions in cotton.

if, theroiare, whon an mortant cotton sottloment ls immlnent,
borvowings on socurities coﬁld not dbe zvallad of, the ontton
trmaaction could not be consurrmted and a drfastio limidation
throush sale citlor of securites or of the gotton micht be
recairod to awid defanits Jimilar comserumneos micht obtain
in the ocases of transactions by members of other corodity
oxochanses vho ars also mambers of thn Stook .Axchanro and howve

recourse to the cnll monay rmrkets

Eall money in somo form Is indispmssablio to overy important
finmclal omtor, hore rust bo not ornly pn outlet for the

amloy ent f funds torporarily idle, tut a larpe volwne of oall

and sht tloe monay ls ossontial to the suocessful nnd cconomioal

gomet oi businesss It is narticularly esscntial to the intor-

natiomal md domvatic comrerolal Weainess but the diversion of the

use of the rajor mortion of sach noney to the seouritles merkots

is not in accomianoc with sound borxlig TPINCIDLAS. (nd—E-ieemegudta———

o Mg e B B Wy e N

ppyrprepperye
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BRI CHI TN -conssabbem. ¢ 18 to Do noted that
in no great world markot, othor than Hew York, 1s the cnll monay
market oo dopondont upon invoumt‘ sconriting and a0 suseopiibleo
to speonlotive influmcos.e » othor markots the rovorse is truo,
&8 thelr onll money is basod vrincirslly on correrolisl mpor upon
which roalisation can be had at tho omtral bernk, at o nriso, in
oaso of noode © have goon that in this countyy anll loans on
mmwimko laook this ossmtial quollity of 1imidity r»cculred Op
qaick o) cm'talm rcqlinétim, md that this Mot lns now hoen
more poenorally takm into oomsideration by our londers. 'xt tho
safe and saogossful divoroe in thie oduntiy of tho usce of el
momoy Srom its Jenmmilonvo upon investmont soouritios as a bosis
roqulros carcful r«;-.miy in orfor that sage and adequato methods
mey bo mbstitutod for tho prosm® wothods. of tho scourities

markote

o achievemmt of this end rrobably Jeovends uypon tho
mocessinl devclop mt of a plan 9o tomm sottloments oX the
bal o os rosad ting from onorations on the SGtook mchonca, in
lim 9% the nmaont mothnd of dally sottlommts. he rrinclral
offoot »f saoh a cghanoo of the mokhod of settlomonts woald he

1 roliove the call fmgy mrket foom the nocoosniting o tho
socuritics market i roloase furds now waed in osllatorsl oni!

o

ionns busod an inwcactront socurlties ror erploymes:$ in ;m:u loons
bascd on the colintoral (v g more liguld seouritlcs, 'correvelanl

¥
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rogognised abroad ss the frederrst basos ror damand loan®e
ro: thic ohange a broader disoount m.rket wonld naturelly
dovelop, Undor tamm sottlonants fhe borrowing required by
the socurities market would dbe on the basis of short time
acoorsindation, ls @ for the tom botwean sottloamonts,
vhether thoy woro woskly, Ibﬁrtnigmtly or at othor intorvels,
Apitation Lor the 1wprovmnt af tho rresomt mothod of
uettlc;mni of stock exchanze contracts has mxtonded over same
years sl as tho rosult of cxtomeive studles axd doliberations

of officors and motbors of th- How York Stook “xohante, a8 wall

a8 barkors, an irmovtart stor has boon takm to rrovide enlargod

oleoayin, facilitics through tho organigation of a now comoration
known as the stook Clenrings Ooworation, whioh is oxpeoted to
begin operetions in April, 1920, . penorai desoription of the

mrposes oni gontomplated onorations of the cornoration 18 oonie

tainod in the ramphiot attached horeto as Xhibit lioe I« ko
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http://fraser.stlouisfed.org/

fanctions of this comorntion irclude vroviding foolilitieos ror
olcaring contracts hotwoon membors, for the moeirt and dclivery
of scouritiscs botvoen mombore and danks, tmst ém;mios and
othﬁ, and for tho olearin: of collateral oal)l loms, It is
not asserted or oxpectad that tho institution of these oper tioms
wln' matorially asfoet elthor tho ammunt of monoy loancd {rom
one dsy to another om t?;a oall monay merkot or tho rates of moh
loms, tut it 18 cxpoctod that 1t will orarate matoriaily
deorease the amownt of bank certitfications on day loons, vhich

the proscnt practiocc romquires in the interval botwoen poying
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one call loan and roplacing it with anoth-r on tho #ame day.
Itakould be inted thnt the nechanism aiforded by the corrorg-
tion is am indisypomsableo, wroregaisite to the ostablistment of
a s7tom of torm settloments.

The more reoont amd dofinlto developmant toward the
substitation oy torm settloments for the wrescent oystor of
daily settlomants ray be selid to have had its incoptlon in
tiv aot'‘on of the Amoriean fcocmtangoe Orancll ot its mmmal
meeting on ‘'scembor 4, 19196, t that tine the following
regolution vme adootods

““horoasz, the rresent setio! of daily stoek

cachan o sottla oats, vith its dmminating and often

unpettiine eftect on the call money m.rket, iviunoncos

advorsely the develomment of & ide ad healthy dincount
rariot in the United Statos:
"lggolved, Vhot the Chalman of the  xocutive

Jorrd ttec boe suthorigzed io aproint a commitice con-

gisting of monmbers of the zeontive Comrlittee ol oth »

individaals (0 satudy the advisabillity, ways anl memns

nd ondifylas the nrepent systom of sottlements on the

amy Inrie Htook .xobonro and substituting thorofor som

system of veriedioal sctticrent, wwith rover to tekm auch

stops o8 iy sear advisable in the cape.”

ooty af the armal rovart ot the ‘morlcan dceontmice

vouneil le arnmndod horoto a8  x11bit Fo. 4, In vidoh the
rosnlution nrpears on hage &, and the repsrt of the Chnirmom
of the xecutlive Comitteo sholecn@ibwmshely oy700r8 M 7008
16 to 87, inclusivos

he Corriittee thus urovided 1or was armointed aml hold
two oxtondod corferonces in which the nioblon was fully dls-

cucend, hoth Lros the noint of vicew of the bawss and of the

ctock xchange. or lilnstrotlion of the mbject matior of

Federal Reserve Bank of St. Louis
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the dlscussion there 15 attachrd horotn as Xhibit X, 5_ a
detailed roport compliiad by one of the morbors of the Comrittee,
ire Hmmel feutroit, Chmirman or the Conmittes on Jicaring
Fouse of the Gtook xohanee describinc the temm sottlonont
aperat lons in Lonlon end an the ar-noam catinmt, hioh
nropontly wiil be mabiishod Wy the Amoriean Accontamco Cuvuncile

thraazh its courte
ulfj ‘za'\’ /I“e:nt P
tre rapo rtA hers are also attached, as xhidits I . 6 ond ¥

an advanee orpy of

rogrestively tws othoy mblications of the ‘mrioan icceptonce

Coungil, “isoepiumsc Vorporations”, b, i. ALbott Goodimo, Vice

Prosident of the “irst RKntional Bank of Boaton, ‘nss., and

"The doooptenoe s the Easis of the “mrrieam Piscommt /oxkot”,

by Johm L “ovenexy, Vice residemt of tio Hatimal Banx o

Comwren, i w York, in thloh on nopes 14 and 22 resrostivoly,

tha nocossity 2or tom settlomonts as a mosns of rolieving tho

oall monny market from the nocessitics of the scourities rarket

and g & rrooedont 10 a broad and stablo discount rarket 1g discussad.
o mevbers of the comitter hove nnmimoasly nxrrossed the

winlon tlet the sdaption of & term cottlament by the Stock .xchange

wold orfeor sdventaomg in that it vould climinate dunliontim of

the bandling of ancuritlins and in nrremts, The oorrdttoo holds,

rumovor, that, luasmaek as the siention of o tom sottlment by

the xchmme woid levolve changos of great lnmortanco, both to

banks and to nmovbors of the whaman, 1t will reculre tha nost

oarciul study =f thr sabjest by tho cawmitteo, and In any case
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PRIVATE SECRETARY T

THE VICE PRESIDENT'S CHAMBER
WASHINGTON

Received this 27th day of March, 1920,

from the Secratary of the Governor of the Federal
Reserve Board a rssponse to Senate Resolution

No. 328.

Private Seecretary.
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COPt-
?7BDERAL RESERVE BOARD

March 27, 1920.

Subject; Reply to Senate Resolution No. 328,

Sir:
On March 8, 1920, the Senate adopted the following resolution:

"RESOLVED that the Federal Reserve Board be
and is hereby directed to advise the Senate 'trhat
is the cause and justification for the usurious
rates of interest on collateral call loans in the
financial centers, under what law authorized, and
what steps, if any, are required to abate this

condition*"

In reply the Board desires first to invito attention to the

following tables showing discount and interest rates prevailing in
various centers in all Federal reserve districts during the two
thirty-day periods ended January 15, 1920, and February 15, 1920.
It will bo seen from these tables that the maximum and minimum rates
on demand loans secured by collateral are approximately the same as
thogo for commercial paper in all citics except Boston and How York.
While the legal rate of interest in Massachusetts is S% higher con-
tract rates are authorized, and consequently the 6% limitation is

occasionally exceeded.

(Tables referred to appear on pages 286 and 287
of Federal Reserve Bulletin for March 1920.)

The only financial center in this country in \tfiich there is
maintained a call money market of national importance is Hew York
City, and while the rates charged there on call loans are frequently
in excess of the legal rates allowed for commercial paper, they are
not "usurious" under the laws of the State of How York, which specif-
ically exempt collateral call loans from the 6% limitation which lend
ors must observe on other loans on pain of incurring the ponalty pre-
scribed for usury. Section 115 of the Banking Law (L.1914, Ch. 36S;
Consol. L. Ch. 2) provides that upon advances of money repayable on
demand to an amount not less than $5,000 made upon warchouse receipts
bills of lading, certificates of stock, etc., or other negotiable in-
struments as collateral, any bank may roccivc and collect as compensa
tion any sum which may bo agreed upon by the parties to such trans-
action. The section reads:
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ISec.115. Interest on collateral demand loans of not
less than five thousand dollars,

"Upon advances of money repayable on demand to
an amount not less than five thousand dollars made upon
warehouse receipts, bills of lading, certificates of
stock, certificates of deposit, bills of exchange, bonds
or other negotiable instruments, pledged as collateral
security for such repayment, any bonk may receive or
contract to receive and collect as compensation for making
such advances any sum which may be agreed upon by the
parties to such transaction."”

Section 201 of the Banking Law, identical in language with

Section 115 above quoted, makes the same provision in the case of col-

lateral
Ch. 25;
a like

loans by trust companies* In the General Business Law (L.1909,
Consol. L.Ch. 20) there is the following general provision of
character:

I'Sec. 579. Interest on advances on collateral security»

In any case hereafter in which advances of money,
repayable on demand, to any amount not less then five thous-
and dollars, are made upon warehouse receipts, bills of lading,
certificates of stock, certificates of deposit, bills of ex-
change, bonds or other negotiable instruments pledged as col-
lateral security for such repayment, it shall bo lav/ful to re-
ceive or to contract to receive and collect, as compensation
for making such advances, any sum to be agreed upon in writing,
by the parties to such transaction<>"

Hational Bank Act.

The National Bank Act provides that national bonks may receive

and charge on any loan or discount interest at the rate allowed by the

law of

the State, territory or district where the bank is located.

The applicable provision reads:

Digitized for FRASER
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“Limitation upon rate of interest which may be taken.

422. Sec. 3197.- Any association may take, receive,
reserve and charge on any loan or discount made, or upon any
note, bill of exchange, or other evidences of debt, interest
at the rate allowed by the laws of the State, Territory or
District where the bank is located, and no more, except that
where by the laws of any State a different rate is limited for
banks of issue organized under State lav/s, the rate so limited
shall be allowed for associations organised or existing in any
such State under this Title. Y/hen no rate is fixed by the lav/s
of the State or Territory or District, the bank may take, re-
ceive, reserve, or charge a rate not exceeding seven per centum,
and such interest may be taken in advance, reckoning the days
for vAiich the note, bill or other evidence of debt has to run.
And the purchase discount, or sale of a bona fide bill of

Federal Reserve Bank of St. Louis
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Bubject: Reply te Senate Resclution Ne. 328.

8ir -
~ Om Mazoh 8§, 1920, ths Senate adepted the fullowing resolutiom:

SERSOLVED that the Fodaral Megerve Joard de
amd 1s heredy 4irectsd W advies tlw Senate wfist
1s the cmmse and Justifisatiom for the wsuriocus
rates of {nterest en cellateral oall loms in the
finamaial senters, under what law autherised, amd
shat etepe, if sy, are requirsd to abate thias
«-uu-'.

hm the Board desires first 10 iavite attentien $0 #he fole
lewing tabies dlsoomnt and interess retes prevalling in
various semteore in all Yederal reserve distrists 2wring the e
thirtpeday pericds wnied Jumary 18, 1930, sad Folreary 18, 1930.
It will % these tables that the mexismm snd miniwem rates

W esllateral are sprreximately the esms as

those for commroial pape? ip all §ities snsept Besten snd Now York.
Wile ths legal rate of indérest in Massashusstts is €5, h
setes ave mthorised, ani comsequently the 8 limitation is osasienally

i
I
!?

't
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The only finmoial asntar in this ccuntry in which thers 1 maine
tainmd a eall money market ef natlional Lmportanes is New York City, aut
while the ratss charged thers on gall loana are fragmantly in sxoess of
the legal mates sllowed for comrerclsl paper, thay ars not “uaurious®
under tha laws o7 tho Stute of Bew York, which sposifieally sxempt cels
lataral sall loans from the & 1imitation whioh lenders mast cbaorve on
othar loans on pain of incurring the penalty jrescrided for usury, Seow
tion 118 of the Buiring Law (L. 1914, Ch. 3601 Conacl. Le Ch. 2) proe
vides thiat upon advanoss of monay repayabla on damand to an asouml nout
lesa than $5,000 made upon warchouse racelipts, bills of lading, certifta:tons
of ntogk, #t0., Or other negotiadbla Instrwanmts as acllateral, =y dank
may reonive and collect as componsation «ny sum whioch may be acroedl uwoon
Yy the partiss to such sransastian. Tho ssction readst

MW

adearges o mon>y ropayable on demand to an smound not
lese than five thousad dollars made upon warshouse roselits, bilis
of lading, aortificates of stogk, eartificates of depusit, billas

of sxohange, borxis or othar magotladble instruments, pledged as
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aollateral security for smok repayment, any bank may receive

or contraot to recelve and coclliset as compensation for making
such advances any sum which may De agreed upon by ths parties
to swh tramssction.®

Sectiom 201 of the Bapking Law, 1dentic.l in language with Sectiom 115
adove quoted, makes ths same provision in ths oass of collaterwl loans YWy
trust companies. In the General Businses Law (L. 19509, Ch. 28; Consel. L.
Ch. 20) thers is the following gemeral provision o: a like character:

1. 2 ‘c by K TATER: WAL 'y *) & UL 36 . 3o RS SlA
In any case hereafter im which advances o money, repay-
abls on demend, to any :mount not loss than five thousand dol.
lars, are made upon warshouss recaipts, bilils of lading, cer-
tificates of stook, certificates of deposit, dillse of exchange,
bands or othsr negotiable instrumants pledged aa collateral
seourity for such repsyment, it shill bde lawful to receivs or
to sontrest to receive and collect, as compensation for miking
such advances, any sum to be agreesd upon in writing, by the
parties o such transagtion®.

Eational Dazk dok-

The Bational Bamk At provides that national bunks may receire and
oharges om any le.an or discount interest at ths rate allowed by the luw of
the State, territory or district whers the bank 1s located. The ap.licable
provision reads:

URARARAGE BRAN TAUA 81 ANSAGS: BOIGH oy 0%

23, Ses. 3197. - Ay asscclation may take, receivs, reserve
and charge an oy lom or disgount made, or uwpon sy note, bill
of exchange, or othsr evidances of dedt, intarest at the rate
allowed by the laws of the State, Territory or District where
the dank is located, and no more, exsapt that where by the laws
of any 8State a dlifersnt rate is limited for danks of {savs ore-
ganized under State laws, the rats so limitsd shall be allowed
for assodiations organised or existing in any such State under
this Title. When no rate is fized dy the laws of the State or
Territory or Metrigt, the bdank myy taxs, receive, reserve, or
chargs & rets not axceeding sever per cantum, and such intersst
may b taken in advanse, reckoning the days for whick the note,
bill, or othar evidense of dedt has to run. 4£.4 the yurchase
disgcount, or sale of a boma fide Dill of exchange, payadble at
spother plase than the plage oI such purchase, dissount, or sale,
at 2ot more than the current rate of exchange ror sight drafts
in additiom to the interest, shall not ds considersd as taking
or receiving a greater rate of interest®.
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It will Do obeerved that the effect of the foregeing provisions is
to aathorize in ths State of New York am collateral call loans of not
lsss than $5,000 rates of interest which muy Do in sxeess of those par-
mitted for lems of other charaster, and that such higher rates are not
rrohiditead as uwswrious.

4z to the "sauss and Justification® of the high rates of intersst
which it thus appeaxs may legally bde charged on collateral call loans in
Hew York, and as to the "steps *** regquired to abate this ecnditicn®,
there is, as i3 well xnown, a wide diffarence of opinien among psrsons
who hars given thouht and study t0 the question. Indeed, broad and
funbdanental questions of gensral scomomic and soclial policy are involved -
a the last amalyeis, the whole guestion of ths utility of spoculative
dealings in securitiss and coomwyditles on exchanges is involved;
and mors {mmediately, the juestion of ) o practises of the
leading speculative markete of the oountry, margining, stock manipulation,
and Xindrel matters also susceptidle of abuse. As to thess ths Board
has never had occasiom off foially to form am opiniomi the Federsl Reserve
Aot speaifisally preciudes the purchuse or discoumt by Federal reserve
banks of "notes, drafts exddills covering merely imvestments or iseusd or
drasn for the purpose of carrying or trading in siocks, bonds, or other
investment sscuritiss, sxaept bomds and notes of the Oovernment sf the
United Btates™. The Board could not wdertike to form a Judgeent upon
the matters above referred to without study and Inveatigation of sush &
couprehsnsive nature as would seriously interfery #1t¥ the condust of its
regular work snd which, had the Board the reguisits suthomiyy, would re-
quire tho services of eaxperts and assistants ‘or ihe employment of which
the Board does not feel authorised to sxpend funds aceruing fram statutory
assgsamants on the Federal resarve barﬁ;s to:l ﬂ;: mrpo:‘of defraying the
ordinary anses contemplated by the Feder ssrve .

'!hc:x,ia sobeittsd as an sgpendix hereto a memorandem prepared for
the information of the Doard by the Federal Reserve Agent in Few York,
explaining in general the nuturs and operation of the Bow Yorkx call money
marke$ and camses of high and flnotuating retes for ¢all mamay in that

amber.
Respectfully,

Governor.

The Prosidens of the Senats.
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ASRRRIS MapLY TO

R
: R,

Referring further to my letter~to you of ygster%, ;!I beg
leave to advise that the reports of éondition received from onal
Banks in Federal Reserve Citles show, inter alia, the following
additional loans made at rates in excess of those permitted by law:

Neme of Bank Nunmber of Loans Agoregate Amount
Cleveland, Ohio: )
Witional Cit} Bank 1 $ 177,5682.06
Richmond, Va: ~
First National : 10 203,200,
Kerchants National (N.Y. call) 37 3,800,000,
Philadelphia, Pa:
Broad Street National 6 30,000.
Textile National 12 281,327,
Penn National 3 30,000,
National Bank of Commerce 3 7,636,
- Northern Rational 3 15, 000.
Manayunk National 11 75,000.
Kensington Fational 1 10, 000,
Girard National 7 421,703,
Franklin National 95 1741,950.
Fourth Street 1 50,000,
Brovers & lerchants National 14 25,676,
Central Fational 1 15,000,
Centennial National 12 70,000,
Bank of North America 5 85,000.
Tenth Fational Bsnk 11 275,000,
Eighth National Bank 17 290,000,
Second National Bank 55 482,500.
First National Bank 2 275,000,

Very truly yours,

vf 6(/L(f,uuu 2

Comptroller. (@A

7

Hon. W. P. G. Harding,
Governor, Federal Reserve Board.
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RFFIOE OF
COMPTHOLLER OF THE CURRENCY
ABBESS RERLY TO March 23 ’ 1920.

Ll XS B¢ THE O A4

Dear Govermor: /3/(/(/ X’ 1 { 7 Dh

Yor the information of the Poard I beg leave to advise that, in roply
to inquiries contained in statement of condition of Tedruary 38, 1920, the
following banks in New York City reportéd loans made by them "including
items of paper 'hought', since December 31, 1919, at rates (includimg -
interest, dfsgount, and commiseion) in excess of highest rate permissible
by law under written contreot® were &s fellows: ‘ : -

NAME OF BANK NUMBER OF LOARS ~ AGGRTOATE AMOUNT.
$1,801,464.86

Natiomal Benk of Commerce, 5

Seaboard Wational Bank, 20 ~ 885, 000.
Mechanics and Mstals Mational Bank, 1 80, 000.
Lincoln National Mank, () 5,580,765.48
\Liberty NMetional Bank, .8 95, 000.
Coal and Iron National Fank, 15 156,293.97
‘Chemical ¥ational Bank, 3 980,000.
Chase Natiomal Mank, l 24,000,
Bank of New York, X. B. A. 38 2,768,505.47

Sincerely yours,

Hon. W. P. G. Harding,
Governor, Yederal Reserve Board.
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ALBERT StSAUSS, VICE GOVeHnOB
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SECRETARY OF THE TREASURY 1 FEDERA! |:||_E

CHAIRMAN
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CHARLES S. HAMLIN

FEDERAL RESERVE BOARD

T.CHAPMAN, SECRETARY
R.G. EMERSON, ASSISTANT SECRETARY

WASHINGTON ILAfcFIdftl. KENT

March 23,1920*
~X-1870

Slabject:

On March Senate adopted the following
resolution:

"RESOLVED that the Federal Heserve Board
he and Is directed to advise the Senate what is
,the cause and justification for the usurious rates
of interest on collateral call loans in the fi-
nancial centers, under what law authorized and what
steps, if any, are required to abate this condition, 1

In reply the Board desires to say that it has no in-
formation that rates of interest higher than legal rates for
commercial paper have bean charged on collateral call loans
in any financial center except New Yorlr City, The rates which
have been charged on collateral loans in that City, however,
are not usurious since the laws of the State of New Yorlr
specifically exempt such loans from the six per cent limita-
tion which lenders mast observe on other loans on pain of
incurring the penalty prescribed for usury*

For fuller and further information of the Senate, there
is appended hereto a statement of the nature and operation cf
the New York Call Money Market.

Respectfully,

Enclosure*

Governor.

The President of the Senate,

Federal Reserve Bank of St. Louis
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{EY YORK C4LL iIONEY JTARKET

Definition of Cell Loans.

gollateral c2ll loons, in the geoneral acceptation of the term, are
mode chicfly in Wew York City, which .is practically thc only igportant |
c2ll moncy markct in the Unitcd States. Thoy arc loans viiich arc poyoable
on demond of the lender without preovious noticc, scewed by the pledge of
investment sccuritics, i.c, stocks ond bonds, génore.lly thosc which afc
doalt in on tae New York Stock Exchango. The intercst rates on tiwesc
loons, s on other classos of loans, are on the besis of o rate per cnnunm.

The Borrovzeré.

Phc loons arc rode far the most port to houses vhich &rc mombers of
the Stock Exchonge ond thé mongy so0 borrowcé constitutes o portion of the
funds cmployed ordinnri 15} in pwehnsing oard carrying scecuritics for their
customers and somctimes for thomsclvos.

The Lenders.

Phe principel suppliocs of monasy for ccllatersl call loens ore loan-
abie furds of bonks ond benkers located both in axd outside of How York
City, including forcign banks and agoncics of farcign bonks; ond similorly
the loonoble funds of firms, individuals and carporations sccking tampor-
ary investment. The proportion of the thole fund loancd by these several
intcrests vorics scosonally ard in aecordance with the attractivencss of
other opportunitics for investment, cither locally or in other mﬂrke‘ts.
The bulk of call moncy is lent on the floor of the lew York Stock Exchonge
at "the moncy post! where tirough voerious brokors looncble funds ore offored
and bids far funds arc receiveds 'ost of the business is done between tho
hours of 12 noon ond 2:45 p. me The iupoartont rclation to the moncy morket
of the present systam of deily settloment of balonces resﬁlting frox the

purchoses and scles of sccurities on the Stock Exchonge will be discusscd
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more fully horoafteor.
Commereial Requircmonfs hove the Prior Claim.

In the matter of the supply or attraction of funds to the call money
morket, thore is goncrally a dci‘inito and well understood obligation on the
part of banks to z2ccomodote first their own cormercial clionts, so thot it
is only tho excoss of loomble funds which thoy roy heve from time to time
that is available far the collateral eall moncy market or for the purclnse
of cormercinl popar in the opon rerket. This oxcoss of locnable funds

available for employmeht in the sccuritics market varies, thoreforo, a.ccord-
ing to the cczxmer01a1 regquiraimts of the country. 1t hns long been rocog=
nized thot for assurance of o sufficient cmount of money to financo the
voluric of business in securities, rcliance cannot b‘e prlaced on o rate of
intorcst linited to tho rates which obtain or arc parmitted in camwrcial
transcctions whose prior claim on boanking accormodations is univeorsolly
concedode

by THE RATES OF : N
COLIATFRAL CALL LOANS. :

Lovw of New York.

The statutes of the Sta.te of New York acknowlcdge ond rocognize this
principle in both the Bonkmbf and Busincss low in the sections reg .rd:.nb'
interest logally recoivablo.

Section 115 of the Banking Law (L. 1914 Ch. 3693 Consol. L. Che 2)
movides that upon advances of moncy payoble on dorrnd to on omount not less '
than S,;5 000 made upon werchouse receipts, bills of lading, certificates of
stock, etc., @ othar negoticble instruments as collotercl, my bonk moy ro=-
ccive ond collcet as compensction ony sum which may bo agreed upon by the
partics to such transaction. The Scction reods:

uSoot. 115« Intercest on collatorsl dem.:md. loané
of not less than five thousand dollars.
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Upon advances of monéy repayable on demand t6 an amount not
legs than five thousand dollars made uoon warelibuse receipt, bills
of lading, certificates of stock, certificates of deposit, bills
of éxdhange, bonds or other regoviable instrumen’s, pledged as
collateral security for such repaymeri, any barik may receive ot
eontract to receive and collect as cemwensation {or maring such
advances any sum which may be agreed upun by the parties to such
transaction.”

Section 201 of the Banking Law, identical in language with Section 115
above quoted, mskes the same provision in the case of collateral call loans
by trust companies. In the Genersal Business Law (L. 1909 Ch. 25; Consol.

L. Ch. 20) there is the following general provision of a lize character!

"Sect. 379. Interest permitted on sdvances on collateral security.

In any case hereafter in which advances of money, repayable on
demand, t0 any amount not less than five thousand dollars, are made
wpon warehouse receipts, bills of lading, certificates of stock,
certificates of deposit, bills of exchange, bonds or other nego-
tiable instrumsnts pledeged as collateral security for such repay-
ment, it shall be lawful to receive or to contract to receive and
collect, as coupensation for meking such advances, any sum to be
agreed upon in writing by the parties to such transaction.”

National Bank Ac¢t.

The National Barilc Act provides that national banks may receive and
charge on any loan or discount intcrest at the rate allowed by the law of the
State, territory or distriect where the bank is located. The applicable

yrovision readst

"Limitation upon rate of ingerest which may be gaken.

422, Sec. 5197. = Any association may take, receive, reserve and
charge on any locan or discount made, or upon any note, bill of exchange,
or other evidences of debt, interest at tha rate allowed by the laws
of the State, Territory or District where the bank is located, and no
more, oxcept that where by the laws of any State a different rate is
limited for barire of issue organized under State laws, the rate so
limited shall be allowed for associations organized o¢ existing in any
such State under this title. When no rate is fixed by the laws of the
State or Territory, or District, the bark may take, receive, reserve,
or charge a rate not
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exceeding seven per centum, ané such interest may be
taken in advance, reckoning the days for vhich the note,
bill, or other evidence of debt has to run, And the
purchase, discount, or sale of a bona fide bill of exw—~
change, payable ot another place than the place of such
purchase, discount or sale, at not more than the current
rate of cxchange for sight drafts in addition to the
interest, shall not be considered as taking or receiving
a greater rate of interest.?

It will be observed that the effect of the foregoing provisions is
to authorize in the State of New York on collateral call loans of not
less than (35,000 rvates of intercst which may be in excess of those por~
mitted for loans of other character, and thet such higher rates are not
prohibited a2s usurious.

GAUSES AFFEGTI_NG IRESENT GAMOINEX;‘B__A_@_E_&,

The referencc in the resolution to the present high rates for call
money in the financial centers ard the incuiry as to their causocs recuire,
it is felt, a swrvey of thc operations of thc money merkets ond the re-
flection therein of the tmdorlying economic coﬁditions which govern, in
varying degree, all money rates, including those for call money. ,

Present Changef Conditions of Supply.

In former tirgs, awnd specifically prior to the institution of the
Federal Reserve System, bankers, especially in resérva centers, were ac-—

- customed td look upon ¢all loans as their principal secondary reserve on
the theory thaf inasmuch as those loans {';ere payable upon demend, funds

so invested could zlways be promptly obtzained on short notice to meet |
withdrawals of deposits or far oth;ar use. In these circumstances vthere' wa.s
ordiﬁarily available for collateral call loans a supply of funds sufficient
for ordinary market rec;uiranents and at low rates, although at times the,
rates rose to high levels as‘tha supply of funds dimi‘hished, or the demenés
increasef.

This attitude of thie baniks toward call loans as their ciief secondary
reserves 128 been grestly modified by two causess The first wés the closing
of the Stock Exchange at the outbreak of the European Var in tlx summer of
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1914, when it became practically impossible to realize on call loans
.secureé. by investment secuii’cies, wiich Be@a;" therefore, ®frozen loans".
This resulted in 2 more or less permaneﬁt éréjudioe against dependenc'e,:-
upon call ioans as setondary reserw}es. The second aﬁd more important'
factor was the creation of the Federal Reserve System. Undér the terms

of the Fedei‘a.l Reserve Act provision is made for the rediscount of com-
merciél paper, but the rediscount of loans for the purpose of carrying
investment secﬁ*.ities, other than United States (overnment o'bli@tions, ‘is
excludeds Consequently, in arder to maintain .exizum liquidity, with suits
able provision for sec miary reserves thé.t can be i;:mediately availed of,
banks, - including foreign agency banks, now invest a greatér proportion of
their .resources in assets that can be realized upon at tae Federal Resérvé
Ba.ﬂk. ‘Another.changed factor in the xresent situation grows .out of the.
fact that the wer and post-war conditions hairg rencered wavailable supplies
of money which forndé;:*ly came fran foreign banks. Since the swmmer of 1914,
while-‘to‘ta],'banking resources hove largely increéascd, the volume of bank |
mohey available to the securities merket at low or normal rates s not
increaéed proportionately., but on the comtrary las probably decreased. All of
’ghese éircmsténces, explain in a2 lar‘ge measure, tire inereased rates which
have often been required during the pest year for money losned in the
securities market.

Present Chonged Conditions of Demerd.

Changed conditions are also p::'esentl m te factors governing the demand
for money. Priqr to the armistice agencies of C-ovemmenf' were employed to
restrict the issue of new securities for puwposes other then those which
were deemed essential for carrying om the wér.' At the same time, as the

Ireasury undertook to sell large amounts of certificates of indebtedness.and
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Liberty Bonds bearing low rates of interest, the question arose as to
whether the competition of the gemeral invoestment morkets might not pre-
Judice the success of the Govemme'nt; issuess In these circumstances tne
officors and mambers of the New Yark Sto:k E:%chzmge widert ook to -limit
transactions which would involve the increased usc of momey for other pur-
poses in conside‘raiion of which tin prineipal banks of New York City ﬁndera
took to provide a2 stable minimwm amount of money far the roquircments of
the sécurity market.
| After the crmistice these restrictions vere ranoved am ordiné.ry
morket forcos reasserted thansclves. The issuance of new securities was
‘resumed in unmecodénted volume ond consumed 2 vast amount of capital and
credit, when bonk oredit was already expanded by the nccessity of carrying
_largo amounts of Govornment securitios which the investmeant merkot was not
preparcd to absorb. Thus arosc a further cause for the increasod cost of
accammodation on collateral call loans.

Since the armistice these camses have been cugmented by the increased
folu,uio md velocity of tramsactions in securities generally. Bofo:;o examin~
ﬁg the fi‘gures,. it should be cxplained that the smount of call money cm;-
ployed by tho secufitios market fluctuates cccording to tho cmount of other
fundsa\"rai.lable for this pwposc, i. e. custorersf money invested and tire
money borrowed, and 2180 as tho volumc of business voricsa

Volune.

The volume of'money outstanding on call is mare or loss canstant,
finctuating only over relatively long pericds, and the amount which is locned
from day to doy is but a smll proporéion of this comstont volume. The
eongtant volume of owtstanding ¢all loons bears o rate of intercst vhich is
-determingd daily oand is lmown as the renewal rate. The daily barrovings,

either in rojlacement of loons called for payment or ropresenting now
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money borrdwed, are rade at rates which may or rey not be the same as the
renevel rate amd which frequently vary duwring the same day.

Turning to the figures, it gpears thot over o periecd of years during
the mre~wer period the volume of all money, both time 2nd call, employed in
the seewritics market was estimated 2t about }31,000,000,000., of which tie
average on ¢2ll was cbout 60% and the average on time about 40%, or a nomal
volume of call monegy, say of [;600,000,808. The daily turnover in c¢all money,
i. B. 0l1d loans called for payment, loans m2de in repiacemen‘c thereof, and
new money borrowed, ranged from 15,000,000 to :,30,000,000., and averaged
about $20,.000,000. The daily turnover during the year 1919, however, ardin-~
arily ranged from 25,000,000 to [}40,000,000, =nd averaged abo;zt $,30,000,000.
doreover it is important to notice there has been a disproyor;:iomte increase
in the anount of c¢all loans, as distinguished frcmltime money, with the c o=~
sequence that the former, it is now estimated, constitute about 75% of the
total money cmployed in the securities market. At o time of such heavy
c¢redit requirements as the present, the grezter volume of borrowings, not
only th the aggregate but in the day to day demenis, maturally often results
in high rates for the moncy loaned.

Intermitteny Factors.

rincinallv
There are certain other factors, the influence of which isp '

manifested in intermittent wide fluctuations in the daily rates or in the
rates which apply for brief periods. The ircreased volure of dercnd loans
called daily for moyment noted above, coupled with the decreased amount of
time noney loaned on secur ities, produces more or less apprehension on the
part of borrovers as to their‘abi lity to re~borrow ﬁmoney aclled for payment.
?his apprehension, quickened by the number of Insistent borrowers bidding

at times when momentarily loanable funds are exbausted or are hedng offered
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in small quantity, frequently results in cumpetitive bidding for funds
which advances the rates for a day or part of a day teyend the actual
necessities cf the situation.

"Another active and immwortant influence which has recently affected
the supply of funds availadle for collateral loans and precipatated at .
times a rise in the rates, has been the periodic transfers of Government
denosits from depositary banks to the Federal Reserve Banks in connection
with the fiscal operations of the Treasury. Such withdrawals frequently
make it necessary for the depositary banks to call money from the securities
market, resulting frequenfly in sharv advances in the rate bid for call

money in replacement of the loans called for payment.
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RATES ARE DETERIIINED BY THE OPERATION OF
THE LAY OF SUPPLY AND DiRiAND.

The underlying cause (f fluctuations and, especially of incres
in eall money rates is the operation of the law of supply and demand. In
other words, as the supply cf loanable funds diminishes in proportion t
the volume of the demand, the rate for colliateral demand loans advances.
However, in the case of the daily borrowings of call money -- to which the
abnormal high and low rates apply and which represent but a comparatively
small proportion of the total eutstanding loans -- other factors, incident-
al to the temporary circumstances and conditions of the market, tend in
times of stress to greater fluctuations in rates than result from the more
normal operation of the law which is reflécted in the renewal rate for
the greater volume of the outstanding call loans. The renewal rate is
regarded as the real barometer of market conditions and its fluctuations
throughout the longer periods more nearly reflect the relation between
the amount of the loanable funds and the amount of the demand. In other
words, high renewal rates are mainly due to other demands for credit.
resulting in part from the increased requirements of the commercial
community and in part from other temvorary factors, suchsas depletion
of bank reserves resulting either or both from credit expansion or loss
of resertes through gold export, speculation in commodities and real
estate, and congestion of commercial transactions incidental to slow
or interrupted transportation.

Commercial Rates are Similarly and Independently Determined.

The 6peration of the law of supply and demand is equally effective

in determining the rate for commercial loans and all other borrowings.
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In faet, rates for commercial loans and rates for collateral /ioans have

2 common root in the law of supply and demand, and the conditions viich
affect one, in the main affect the other, although not in like degree,
as is demonstrated by the far wider fluctuations off call ra.fes and the
aigher points to which they go. The rates for call money ¢o not deter-
mine and since the establislment of the Federal Reserve Banks have not
exerted an important influence on the rates for commercial borrowinzs.
I is the universal custom of the banks, to satisfy first the cormercial
nesds of their customers. They feel an obligation to customers but
none to those vlio borrow in the open mariet on securities. Besides

as the resources of the banks mainly come from the cormercial custo-
mers. their own self-interest commels a preference in favor of their
comnercial borrovers, since failure to grant them reasonable accormo-~
dation would induce them to withdraw their denosits and so reduce the
ability of the banits to do business. Although the money of the banks
and trust companies comprises by far the greater pronortion of the
money loaned on the securities market, an examination of the prevail-
ing rates on commercial paper at times when tiie call money market is
marticulerly strained indicates that there is little causal relation
between the rates for call money and those on compercial loans. K-
hibits lose. 1 and 2, showing respectively the rates for call money on
the Hew Yorlt Stock Ixchange during the years 1906-1919 and the rates
for conmercial paper in Ne® York for the period from 1915 o 1920,

are attached.
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POSSIBILITIES OF CHAWGE IN THD CONDITIONS AND METHODS
OF THY CALL MOMNEY MARKET.

S50 long as collateral call loans are made under prevailing con-
ditions it is difficult to see how the »resent situation can be 2ltered,
because of the impracticability of controlling the underlying cause of
high rates, which, in the last analysis, is the excess of demand over
supply.

An attempt to control the rates for call loans by the establish-
ment of an arbitrary limit at a low level, without the ability to modify
the causes above enumerated which operate to increase rates, would be
distinctly hazardous, for the reasons that up to the »oint vhere the
arbitrary rate would limit the supply of new money, speculation and ex~
pansion might proceed unchecked and the natural elements of correction
ar regulation would not obtain. In other words, high rates act as a
dsterrent to over-sﬁeculation and undue expansion of credit. On the other
hand, should the supply of money available at a fixed minirmm rate be-
come exhauéted, liquidation might suddenly b2 forced because the demands
for addifional accommodation for the consummation of coumitments already
made could not be met. The effect of such liguidation would be to em-
ﬁarrass not only investors and dealers in securities, butnot infrequent-
1y might affect dealers and merchants inc orriodities as well. As an ex~
ariple of the latter, the case might be cited of a comitment tc Turchase
a round amount of cotton on a certain day. llany of the ouses on the
Cotton Exchange are also marnbers of the Stock Ixchange ané frequently
borrow very largely on the Stock Exchange against investinent secﬁrities

te nrovide the funds for settling their transactions in ettton. If,
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therefore, vhen an important cotton settlement is imminent, borrowings
on securities could not be availed of, the cottun transaction could net
be consurmated end & drastic liguidation through sale either of securi-
ties er of the cotton might te required to avoid default. Similar con-
sequences might obtain in the cases of transactions by members of other
cormodity exchanges who are also members of the Stock Exchange and have
recourse to the call money market.

THE IMPOREANCE OF A “CALL BMONEY" MARKCT.

Call money in some form is indispensable to every iaportant fi-
nancial center. There wiust be not only an outlet for the cwployment of
funds temporarily idle, but a large voluae of call and short time money
is essential to the successful and economical conduct of business. It is
narticularly essential to the international and domestic commercial busi-
ness but the diversion of the use of the major portion of such money to
the securities maikets is not in accordance with sound banking principles
and the resulting absorption of funds for speculative uses has at times
resulted in detriment to cormerce and industry. The result of all this
is a condition which calls for correction. It is to be noted that in
no great vorld mariket, other than Mew York, is the call money market so
dependent upon investment securities and so susceptible to speculative
influences. In other markets the reverse is true, as their call money
is based principally on commercial paper upon which realization can be
had at the central bank, at a price, in case of need. Ve have seen
that in this country call loans on securities lack this essential quality
of liquidity required for quick and certain realization, and that this

fact has now been more generally taken into consideration by our lenders,
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But the safe and successful divorce in this country of the use of call
money from its dependence upon invesiment securities as a basis requires
careful study in order that safe and adequate methods may be substituted
tor the dresent methods of the securitiss market.

TERI SETTLEITCHTS .

The achievement of this end probably depends upon the successful
development of a plan for term settlements of the balances resulting from
operations on the Stock Ixchange, in liew of the present method of daily
settlements. The principal effect of such a change of the method of
settlements viould be to relieve the call money market from the necessities
of the securities market and release funds now used in collateral cail
loans based on investment securities for empleyment in call loans based
on the collateral of the more liquid securities, commercial paper and
short term Government paper, gencrally recognized abroad a2s the preferred
hases

for demand loans. From this change a broader discount market would
naturally develep. Under term settlements the borrowing required by the
securities mariket would be on the basis of short time accommodation, i.e
for the term between settlements, vwhether they vere weekly, fortnightly
or at other intervals.

Agitation for the improvement of the rresent method of settlement
of stock exchange contracts has extended over some years and as the re-
sult of extensive studies and deliberations of officers and menbers of
the New York Stock L=change, as well as bankers, an important step has
been taken to provide enlarged clearing facilities through the organiza-
tion of a new corporation known as the Stock Clearing Corporation,which

is expected to begin operations in April, 1920. A general deserintion of
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the purposes and contemplaﬁed operations of the corporation is contained
in the pamphlet attached hereto.as Exhibit No. 3. T-e functions of this
corporation include providing facilities for clearing contracts between
members, for the recei;ét' and deliverj of securities between members and
banks, trust campanies and others, and for the clearing of collateral call
loans. It is not asserted or expected that the institution-of these op-
erations will materially affect either the amount of money ioaned from
one day to another on the cé.ll money market or the rates of such loans,
but it is expected that it will operate materially to decrease the amount
of bank certifications on day loans, vhich the present practice requires
in the interval between paying one call loan and replacing it with another
on the same day. It should be noted that the mechanism afforded by the
corporation is an indispensable, prerequisite to the establishment of a
system of term settlements.

The more recent and definite development toward the substitution
of term settlements for the pfesen’c system of daily Settlements may be
said to have had its inception in the action of the American Acceptance
Council at its annual meeting on December 4, 1919. At that time the
following resolution was adopted;

stock
"Phereas, the present method of daily/ exchange settle-

ments, with its dominating and often unsettling effect on the
call money market, influences adversely the development of a
wide and healthy discount market in the United States:

‘Besolved, That the Chairman of the Executive Committee
be authorized to appoint a committee consisting of members of
the Executive Committee and other individuals to study the ad-
visability, ways and means of modifying the present system of
settlements on the New York Stock Erchange and substituting
therefor some system of periodical settlement, with power to
take such steps as may seem advisable in the case.”
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A copy of the annual report of the Amerifan Acceptance Council
is appended hereto as Exhibit 4, in which the resolution appears on page
5, and the report of the Chairman of the Executive Committee above re~
ferred to appears on pages 16 to 27, inclusive.

The Coarmittee thus provided for was appointed and held two ex~
tended conferences in which the problém was fully discussed, both from
the point of view of the banks and of the Stock Ex<change. For illustra-
tion of the si:.bject matter of the discussion there is attached hereto.
as Exhibit 5 a detaiied report compiled by one of the members of the
Committee, lr. Sammal F. Streit, Chairman of the Cormittee on Clearing
House of the Stock Fxchange describing the tei'm settlement operations
in London and on the Buropean continent, which presently will be pab-
lished by the American Aeceptance Counsil. Th.rough its courtesy the
Board has received an advance copy of the report. There are also at-
tached, as Exhibits 6 and 7 reépectively two other publica'c ions of the
American Acceptance Ccuncil, "Acceptance Corporations", by F. Abbott
Goodhue, Vice President of the First National Bank of Boston, lloss.,
and "The Acceptance as the Basis of the American Discount larket", by
John E. Rovensky, Vice President of the Mational Bank of Comerﬁe, New
York, in which on pages 14 and 22 respectively, the necessity for term
settlements as a means of relieving the call money market from fhe
necessities of the securities market and as a precedent to a broad and
stable discount market is discussed.

Tie members of the committee have mnanimously expressed the opin-
ion that the adoption of a term settlsment by the Stock Exchange would

offer advantages in that it would eliminate duplication of the hahdling
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of securities and in payments. The committee holds, however, that,
inasmuch as the adoption of a term settlement by the Exchange would
involve chenges of great importance, both to banks and to members of
the E:change, it will require the most careful study of the subjeét by
the committee, and in any case the term settlement cammot be put into
operation until the new system of daily Stock Exchange settlements
through the Stock Clearing Corporation, above referred to, hag been

perfected and has been in practical operation for a reasonable time.
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TREASURY DEPARTMENT
WASHINGIOM

Assistant Secretary

Moreh 22, 1920.

TO THE SECRETARY:

I have read znd return herewith the draft of the Federal

Reserve Board's reply to Senate Resolution No, 328 'conceming rates

on c¢cnll lozns.

this

In your letter of March 2nd to the President, dealing with
scme subject you said:

"Speculative purchases of stocks are largely carried by
loans on call. The law of New York places no limit on the
rate of interest for such loans.. The law of the State governs
national as well as state banks. Much might be said both for
and against a proposal to amend the state laws in this respect.
I am by no means satisfied that a change in the state usury
lawe would be the best solution of the problem. In times when
credit is scarce a usury law may work actual denial of creait,
with c¢onsequent acute aissresg, or it may be evaied, in which
case the cost of the money to the borrower is apt to be in-
creased because of the risk involved in the evasion of the law.
The real remedy for the gyrations of the call loan market.is to
be found in insistence upon the furnishing of aiequate margins
by the brokers' customers and in reforming the archaic methods
of financing and settlipg speculative transactions in stocks.
These views have been brought informally to the attention of
the responsible people and I hope progress may be mede alohg
these lines."

In my memorandum of Jénuary 26, 1920, to Governor Harding

and Mr. Strauss I saiGa®
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"I am hoping very much that the Board will decide to take
effective steps to require stock exchanges to adopt rules under
whieh the brokers' customers?! accounts will be adequately mar-
gined. :

"1 am satisfied that the method employed during the past
two or three months for restricting credit for speculative
transactions in stocks is inyurious to the general situation
The denial or the strict limitation of credit, or very high

org/
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rates for call money for stock market purposes reflect unfavor-
ably upon the market for acceptances, for Treasury Certificates,
Iibery Bonds and Victory Notes, for commercial transactions.
Refusal of creait by New York banks or very high rates for call
money attract money into the stock market from the country banks.
This ereates a very vulnerable situation. I think that at least
until an equilibrium is struck between the supply and demand for
comnodities there will be g serious risk of a new bull movement
in _stocks with a resulting strain upon credit ana that immedi-
ately steps should be taken to put into effect what appears to
me_tb-be the safest, soundest cure, namely, the requirement that
customers ! accounts be adequately margined".

Secretary Glass in his letter of November 5, 1919, to

Governor Harding said:
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" We camnot trust to the copybook texts. Making creait more
expensive will not suyffice. There is no precedent in history for
the great war which we have been through nor tor the conditions
now exjisting. The Reserve Bank governor must raise his mind
above the language of the textbooks ana face thy situwation which
exists. He must have courage to act promptly and with confiuence
in his own integrity to prevent abuse of the facilities of the
Federal Reserve System by the customers of the Federal Reserve
Banks, however powerful or influential.

"Speculation in stocks on the New York Stock Exchange is
no more vicious in its effect upon the welfare of the people andi
upon our credit structure than speculation in cotton or in land
or in commodities generally. But the New York Stock Exchange
is the greatest single organizea user of credit for speculative
purposes. It is the organized instrument of a countrywide
speculation. I believe that tfe practice of financing specula-
tive transactions in stocks by loans on call, with daily settle-
ments, is unsound and dangerous to the general welfare, Call
money loaned to carry speculative transactions in stocks is
only liquid when there is no need. The paper is not self-
liquidating and, in the case of an emergency, as, for example,
upon the outbreak of the European war, and throughout the period
of our participation in the war, such loans are in the mass un-
collectible. The use of Iiberty Bonds, Victory Notes and
Treasury Certificates as collateral for borrowings made by member
banks from the Federal Reserve Banks for the purpose of carry-
ing speculative transactions in stocks makes it the right as
well as the auty of the Federal Reserve authorities to see to
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It that the methods of financing such transactions are
reformed and reformed immediately.

“Open and notorious manipulation of stocks has been taking
place during the period of, say nine menths, since the removal
of the control of the Subcommittee on Money of the liberty
Loan Committee. This manipulation, which takes the form
of putting up the price first of one stock ana then of angther,
no matter what mey be the conditions, for the purpose of stimu-
lating interest on the part of the uninitiated public, is, I
imagine, contrary to the law of the State of New York and the
rules of the New York Stock Exchange. In any event, it needs
only vigorous action to put an end to it. The Federal Reserve
Bank of New York in its relation to the Subcommittee on Money
of the Liverty Loan Committee, which Committee was at all times

- in touch with the officers of the Stock Exchange, naturally

sought the views of the Treasury by reason of the fact that its
prime duty concsrned the sale of Liberty Bonds. A4 control

now put into effect will be primarily for the conservation of
the general credit situation and shoula therefore be initiated
ani supervised,; not by the Treasury, but by the Federal Reserve
Beard.

"I neea not say that such steps should be taken not only
fimly but with discretion and in such a way as not to involve
grave hardship to individuals or injury to the general welfare.”

In my memorandwm of Dec'ember 19, 1918, to Mr. Treman, then

Acting Governor of the Federal Reserve Bani: of New York I said:

Digitized for FRASER

"Holding these views, the Treasury, though not always in
agreement as to the methods pursued, has been heartily in
accord with the efforts made by the Money Subcommittee and by
the authorities of the stock exchange to prevent further expan-
sion in the loan acoount. As to methais, the Treasury has felt
and still feels, that reliance should be placed rather upon
the requirement of increased margins, made effective not merely
as regards stock exchange brokers but as regards their customers
also, than upon the attempt to ratiom credit to the brokers
themsoies. The Treasury, however, has not felt and does not
fesl, that it should seek to impose its own views as to the par-
ticular methoas to be employed to accomplish the desired result.
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"It is the earnest hope of the Treasury that, growing out
of the very salutary action of the Money Subcommittee and of
the stock exchange authorities during the p¥riod of the war and
the present period ¢f readjusiment,; therc may be evolved some
plan for preventing the recurrence, after the restoration of
peace conditions, of those ervatic and violent fluctuations in

rates for call money and those feverish movements of prices n
the stock exchange, which in the past have been the source of
great concern to the jJuaicious and in the future can only prove
-a stumbling block in the effort of America to. take and keep the
place which she has won in the world's commerce ana finance.®

My conclusions on reading the proposed reply to Senate
Resolutiuvn No. 388 are three:

1. High rates for call money on stocks, ete., are not
usurious because the law does not make them usurious and I do not
think the law should be changed in this respect, High rates for
call money operate as a safety valve. A real call money marzet is
essential to the proper functioning of a world financial center.
Without a call money market to act as a safety valve in time of
credit stringency we should have ummecessary panics. No place can
claim to be a money center where money can not be had at a price..
If money can not be had at a price, the consequence is aumping of
securitdes in the effort to produce cash. I shoula say that the
market prices of Liberty Bonds and Victory Nutes woula be the first
to show the effect of an absolute refusal of money at any price,
Just as they reflect first excessive rates for money.

2. The call money market should be basea on acceptances

and not on stocks, Nothing is really liguid in a time of great
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world crisis such as the outbreair of the war in Europe; but acceptances ‘
are more liquid than securities.

3. The real vice in the present situation is that the
gambler in stocks is permitted to have the first call on f,\mcis in a
period of stringency because he is permitted to finance his trans-
actions on call and is not required to produce adequate margin. I
think the Stock Exchenge should be required to refortn itself promptly
by substituting term settlements and by requiring brogers' customers!
acgounts to be margined adequately. It may ultimately be necessary
to go even further than this and prohibit buying on -mérgin altogefher.
To go¢ to a bank anda borrow money to speculate with is very different
from buying stocks on margin. Many a nian‘ who would not have the face
to ask his bank for loams for speculative purposes will buy stocks
.m'.pa;'gin, and many a bank which would not think of lending money to
an individual customer. to speculate with will lend money to his brpker
to.carry hun

It will be seen from the fp;g,going that I aiffer from tpe'
Yiews indicated in the reply to Senate Resolution No. '328 more in
matters of emphasis then in matters of detail. The proposed reply
is sownd in substancg, but it is unsound, it seems to me, in the
general impression which it creates that everything is zbout right
in respect to the New York Stock Exchange and the call money market.
If. may be that the difficulty c:om],u| be overcome by dealing only with

the specific queé;tion r;ais,ed by the Senate Resolution, nemely, the
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rates for tall nioney; and omitting the dissertation about Stock
Exchange practices.

Turning to matters of detail: Od page 9 the statement is
mace that the operation of the l=v of supply and démend is equally
effective in determining the rate for commercial loans and all other
borrowings. This, of cburse, is not the fact. The usury law imposes
a limit wpon the rate for commeicial loans and other time borrowings,
while it .imposes no such limit upon call loans.

I do not share the view advanced in the memorandum, page
12, ff., that the organization of the stock clearing corporation is
an impertant step towards the solution of the problem. Undqubtedly
it is a step towards making wore efficient the credit which is made
aVailablé for carrying stocks. It is not, however, a step in the
uirection of limiting the amount of credit usea for that purpose -
quite the contrary.

To swmarize the whole 'matter, I would say that the object
of remedial measures should be not to furnish cheap money f‘or stock
speculation; but to prevent the scandalous manipulation of stocks and
to limit the stupenaous demands for credit for speculation in stocks.

R. L.
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TREASURY DEPARTMENT
WASHINGTON

_Offic'é of
Comptroller of the Currency

March 23, 1920.

Dear Governot:

For tlie information of the Board I beg leave to advise that, in reply
to inquiries eontained in statement of condition of February 28,1920, the
following benks jn New York City reported loans mace by them "imcluauing
items of paper 'bought!, since December 31, 1919, at rates (including
intefest, discount, and commission) in excess of highest rate permissible
by law under written contract" were as follows:

_NAME OF BANK NUMBER OF LOANS AGGREGATE AMOUNT
National Bank of Commerce, 5 $1,801,404.85
Seabowrd National Benk, 20 - 655,000
Mechanics and. Metals National Bank, 1 50,000
Lincoln Naticnal Bsuk, Th 5,585,765.48
Iiverty Natimmal Bunk, 5 95,000
Coal and Irom Nationmal Bank, 15 159,232.97
Chemical National Bank, 3 980,000
Chase National Bank, 1 24,000
Bank of New York, N. B, A. 36 2,765,505.47

S;merely yours, -

(Signed) J. S. Williems

Hon. W. P. G. Harding,
‘Governor, Federal Reserve Board.
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Reserve Board's reply to fosate Rseclution Hoe 338 smmoerming rates

om eal) lesns,

In your Jetter of lareh 3nd to the President, dealing with

thie same sudjest you saidy

"Sreenlative jurehases of stouks are largely carrisd by
leans on eall, The law of Kew Yorh pisese no iiait on the
rate of interest for sush lemns., The law of ths Stute geverns
sational as well as state bamko. Mueh might do sasd heth for
and agaimet & prepesal ¢ amend the etate laws in thie respset.
I an by no means satisfisd that s changes in tie state useay
Iuws would de the best eclution of the preblems In timee when
oredit 1» seares & uaury lav may werk actual denik}l of eredit,
with cemssquent aswte dishrees, or 1% asy be svaded, in whieh
oans the aost of the semsy to the berrewer is apt teo be i~
sroustd beenuss of Lre risk invelved in ths evasion of the lav,
The real remsdy for the gyratiens of the onll lokn market 1o o
o found in ineistenes uron the furnisking of sdsquate acrgine
by the brekors’ sustemers and in reforming the archaic metheds
of finaneing and settling speaulative transaetions in etoske.
These views Pave bdeen brought informally te the attention of
the respeneible eeple and I hepe yregress any s made aleng
thoso limes.”

In sy semerandum of January 84, 1930, te Goverasr Hapding

and lirs BStreuse I seld}

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

*I an heping very such that the Beard will deeiis to take
sffegtive stops $o require stosk exshanges ts adert rules under
whieh the brekers' guakamera' assounts will be adequatsly marw
gined,

L - ] L4

"I an sntiefiod that the sethed omployed during the jast
twe or Shree senths for resirieting sredit for spesulative
stranststions in otosks o injurieus to the gereral eltmation,
The denial er the strist limitation of sredit, or very high
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rates for eall menesy fer steek market purpesss reflset unfavoer-
shly upen the market for sessptance, for Treasury Cortificatss,
Liberty Bonde and Vietery Netos, for semmsrsinl trensastions.
Refusal of eredit by New Tork banmks or very high rates for ssll
money aftraet maney into the etesk sarket frem tm ommtry banke .
m- areates a nry vulnerable aum.um L &b

. ‘..'Hm bere wi o~ Y’
,mmn'“m‘?wm.; ™

Seeretary Olase in kis lotter of Nevemder 8, 1813, te Oev-
orner fapding wadds

"o samet Srust do the eopybeek taxts: ihking credit mere
sspensive will net suffies. Thers 1is no presedent in kistery fer
she great var wiiek wo bave besn $hrough ner fer the eanditions
now oxtotting. The Meserve Bank geverner muet raise kie mind
abeve the language of the texthesks and fase the situstion whieh
oximie. Yo must hAve ecurage Lo aet prespily And with eonfidenee
in hie own integrity Se prevent abuse of the fesilities of the
Fedoral Reserve System by tbe sustomsrs of the Yederul Reserve
Bunke, hewewer pewerful or tnﬂuntm.

*Spesulation in stosks on the ﬁn Tork Stook Exsdhange ie
ne more viedous im ite effest upen the wslfare of the poorle and
upon our oredit strusture than apeeulation in eoften or in land
or in ewweditins gemerally. But the Hew Terk Stook Exehange
is the greatest single organiaed user of eredit for spsculative
purpeses, It is the erganised inetruaent of a countrywide
spoasulation. I believe that e practice of finaneing spsewia~-
tive transastions in etocks by lsans on onli, with daily setile~
wente, 1o unscund and dangerous $o the general wifare. Call
meney leunsd Lo anrry spesulative trunsactions in etosks 1
only liquid when Siere 1o ne maed. The paper is not self-
AMquidating add, ia the ease of an smergeney, as, for siaaple,
upon thn cutbreak eof the Rurevpsan war, and threughdut the peried
of our partieipatien in ths wur, sush loans are in the mass un-
esllostidle. The use of Liderty Bonde, Victory Netee and
Treasury Cortifisates as scllateral for borrowings uade by seober
bapks frem ihe Feders) Resorve Banks for She purpess eof sarry-
ing speeulatite transagtions in etesks xmkee it the right as
w1l as the &y of the Federal Reserve autherities te see o
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4% that the metheds of fimnsing sueh transastions ars yve-
forewd and refermed immdiately.

*Open and neteriocus sanipulation of stoeske bas been (ak-
ing place during the period of , suy, nice menthe, sines the
removal of the sontral of the Subsonmitise on Money of the
Liverty Lean Commitiso. This mmmipulation, whkish tadse the ferm
of putting up the prise first of one steek and tten of anetier,
e satior what may be the eonditions, for the purpose of stim~
lsting inBeresd on the part of 4he uninitinted publie, e, I
Mm. sentrary to the law of t)e State of New Yerk and the

s of the How York Stesk Enchange. Im ary event, it nesde
my vigercus astion $0 put an end %o it. The Federal Meserw
Bank of tew York im 140 relatiem te the Subsemmittes on Noney
of the Liborty Loan Committos, which Comuitteos was at all time
in Soush with the offieers of the Stesk Exshange, naturally
sought the views of the Treasury Ly reasen of the faet that Ats
prime duty eonoermed ths sale of Liberty Bonds. £ esntrol
now pud dnte offect will be primarily for the sonservation of
the gensral sredit eituation and should therefore bs initiated
and supsrvised, net by the Tressury, dut by th» Mm Reserve
Beard,

*1 seed not say that such ateps should bs taken net only
fimly but with diseretion and in sush & way as net teo frvelve
grave hardskhip te individuals or injury te the general welfere.”

In ay semerandun of Degenmber 1%, 1918, ts ir. Treamn, $den
Agting Teverner of the Yoderul Feserve Bank of lisw York I saidy

"Helding these views, the Treasury, though not slwaye i
agreemnt as to the meihede ursusd, has been heartily in
aseerd with the offerte mvie by the Noney Zub-Conaittes and by
the autheritise of the stoek ex te prevent further expan~
sion in the loan asoeunt, As to methods; the Treasury hae felt
and s34l fesle, trat reliarce chould be ;inesd rathsr upoen
$he requiressnt of insreased margins, suds ¢ffestive nct serely
a8 regurds steck exskhange brekers but as regarde their sustowsrs
alse, than upon the attempt Lo ration eredit te the Lrekers
thesselves. The Tressury, hessver, has net felt and dose not
feel, that it sheuld ssek to impons ite own views ns te the pare
Sieular metheds 0 be employed te agconplish tre desired resuld.

* * » . »
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*It -1s the sarmet hops of the Treasury thet, grewing out
of the very salutary astion of tre Money Sub-Conmittes and of
the stoeek exshangs autharitise during the pericd of the wur and
She present perisd of readjwstawnt, there mmy 1o evelved som
plan for preverting the recurrenes, afier the resteration of
poses eendittons, of theoe srratie and vielsnt flustumtiome in
rates for eall memey and theee faverish aevemsnis of ;riess on
the steck exehange, which in the past have Wen tIrs ssures of
grent eoneern te the judiedious and im the future san only prow
& stusdling bieek in the effert of Asorien te fake snd kesp the
plaes which ake bes .wen &n the werld'e someres and finanes.”

By ewnslusions en reading the prepessd reply te Jenate
Resalution Ne, 328 ure thres;

3¢ FHRigh rutes for eall monsy on stoske, ste., are nel
usurious Deeauss the law dess act make tem usurious and I de met
Shink he law sheuld be ekanged in this respeets High ratee for

a1l seney eperale as & safety valve. 4 real eall mensy market is

essential 48 the preper functioning of & world finansoial esnter.
nu«h a eall mensy market te ast as a safoty valve 4n time of
oredit stringeney w should have unneesssary Mn. Ke plase ¢an
o elatned €0 b o monoy eanter where mondy eamnet b had at & priee.
It merey WM be had at a mn. the eonsequened ie dumping of
soguritiss (n the offert te produee oash. I shounld say that the
mriet prives of Libhrty Dende and Yietury Notes would be the first
te show the offeat of an adsslule refusal of meney at any pries,
Just as they reflset first exevesivs rades fer momey.

8+ The eall money murket ehould be based on nessptuness
and ot on stoshe. Hething is really liquid in & time of wt
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world erisis sueh as the sulbreak of the war in Eurepe, but asesptaness
are mere ligquid than sesurities.

3. The real viee in the present sifustion is that 4ke
geabler in steske 1o permitied to have the firet enll on funds &s a
pericd of stringeney besause s 1o permitted te fimnee kis trans~
setions on oall and 15 not required te ;rodus sdequate margin. I
think the Stock Exehangs ehould de required te refers fteedf promubly
by substituting term settlssents and by requiring brekers’ suntisssrs'
sesounts to be margined adeguately, It say altimately be meeeseary
t0 go oven further than Shis and probibit duying om sargin altegether.
To go %0 & bank and bm& mersy Lo opsonlate with is very different
froa buying otecks on margine imny a oin whe would not have the faoe
to nsk his dank for loans fer sproulasive purposes will buy stoeks
- uﬁm. and "y & bank whish would net think of landing sevey te
an {ndividoal sustomar to spseulate ﬁth' will lsnd morey te kis breker
te sarry kim. |

1% will be seen frem the feregeing that I differ frem the
visws iadiseted in the reply te Benate Reaclution Ne. 328 more in
matters of emphusis than in matiers of dedail, Ths propesed reply
is sound in substanes, but it &s unsound, 1t ssems to ne, in e
goneral impression whish it erestes that everything 1s about right
in reepeet t¢ the Hew Yerk Steck Exshangs and ths sall senry market.
It sy B8 Shat the diffisulty scould e overeoms by dealing esly with
the spesifie questiton reissd by ibe Senste Reeclution, namely, ike
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ratos for call money, ard omittins the Alsgartution aboul Stogk
ingrange (rusticee.

Turnins to vatters of detail: On papge § tre statement is
made that tre operation of tie law of swjply and derund is equally
effeotive in determdny ths rite for oormeresial léwns and all other
borrevinsa. Thle, of course, is not tre facte Tre usury law im-
{0588 u limit upon the rate for commereinl leans and other time bore
rozingn, while 1t im; ¢sed no suek 1imit upon enll loars.

I d¢ not abares tre vicmnneed in tie memorandum, page
17, ffe, that tre orguanizution of e stoek elaarimm
an importunt nte: tewards the solution of the ; reblems Undcubtedly
1t 1s a step townrds making mors effiefent Lre eredit which is mads
availablo for garryiny stosks. 1t is not, rovewer, a step in ttre
direetion of limiting tre ouiount of oredit weed for Lrab purpome -
quite the contrary.

To ewnrarise the whole matter, 1 wowull say trat tre objoet
of remedial meanures skould de not to furnish cheu; monsy for steek
spesulation, but to prevent the eeardalous supdyulation of atoeks ard

to limit the etuordovs demards for oredit [or apegulation in stocks,

bt B 30 5
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FEDERAL RESERVE-BQARD

, WASHINGTON
OFFICE OF THE GOVERNOR

Subject: Renly to Jenate Resolution Yo. 328
sir:

in March 8\‘*&}1, 1920, the Senate adopted the follovi 3 resulution:

MLI0LVED thut the kederal Reserve Board be and

is hercby directed to advise the genate what is the cause
and Justifidation for the usurious rates ¢f interest on
collateral eall loans in the financial centers, under
vhat law authorized and vhat steps, if any, are rejuired
to abate this chndition."”

AY

\

Ir reply the Board desires to say that it has no information that
rates of interest higher ‘b{lan legal rates for cormercial paper have been
charged on collateral call “loans in any financial center except New York
Citys ‘he rates which have Yeen charged on collateral loans in that
city, howover, are not usurioRs since the laws of the State of lew York
speeifically exermt such loansifrom the six per cent limitation vhich
lenders ms’ observe on other loans on pain of inecurring the penalt%//
prescribed for .usury.

For fuller and further inforr
hereto a statement of the nature an
Market.

tion of the Senate, there is aprended
opcration of the Mew York Call loney

Resypectfully,

The Fresident of the Scnate,
overnor

e 1007 YOR¥ CALL JOITRY MATKED

Definition of Cull

Coliateral cull loans, iu the gencral accep
made chniefly in Rew York City, which is practical the only important
call moxey arket in the United States. 'fhey are Ig9ans which are payeble
on demand of the lender without previownotice, secw\?l by the pleige of

1tion of the term, are
T

investuient sceurities, i. e. stocks and bonds, gonerally those which are
dealt in on the Mew York Stock Exchange. The interestrates on thesc loans,
as on other classes of loans, are on the basis of a rat per annume
\'\
The BOrrowers.

%,

The loans are made for the most part to houses vhich aré members of

& o) o R Y
the Stock Exchange and the money so borrowed coastitutes a portiorn of the
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funds whielethey employ ordinarily in purchasing and carrying securities
for their customers and sometimes for themselves,
The Lenders.

The principal supprlies of money for collateral call loans are loan-
able funds of banks and bankers located beth in and outside of Mew York
City, including foreign banks and agencies of foreign banks; and simil-
arly tre loanable funds of firms, individuals and corporations seeking
terporary investmert. The prorortion of the whole fund loaned by these
several interests varies seasonally ard in accordance with the attract-
iveness of other oprortunities for investment, either locally or in other
markets. The bulk of #we call money is lent on the floor of the Few York
Stock nxchansze at '"the money post"™, where through various brokers loan-
able funds are offered and bids for funds are received. lMost of the
business is done between the hours of 1& noon ard Z:45 pe me The inmport-
ant relation to the money mirket of the present system of daily settle-
ment of balances resulting from the parchases and sales of securites on
the Stock Exchange will be discussed more fully hereafter,

Commercial Requirements Have The Frior Claim.

In the matter of the suprly or attraction of funds to the call money
market, there is a definite and well understood obligation on the part of
banks to accomodate first their own commercial clients, so that it is only
the excess of loanable funds vhich they may have from time to time that
is available for the collateral call money market or for the purchase of
commercial paper in the open market. This excess of loanable funds avail-
able for employment in the securities market mms4—wary, therefore, accord-
ing to the commercial re uitements of the country. It has long been re-

cognized thut for assuranceg of a sufficient amount of money to finance
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the volume of business in securities, reliance cannot be placed on a
rate of interest limited to the rates which obtain or are permitted in
commercial transactions whose prior ¢lalm on banking accomodations is
universally conceded.

THE L4 ReESPECTING THE RATHS OF INTWREST O COLLATLRAL

CALL LOAYS.
Iaw of New Yorke.

‘the statutes of the State of New York ackmowledge and recognize this
principle in both the Banking and Business Law in the sections regarding
interest legally receivable.

Section 115 of the Banking Law (L. 1914 Ch. 369; Consol. L. Ch. 2)
provides that upon advances of money repayable on demand to afi -amount not
less than 75,000 male upon warehouses receipts, bills of lading, certi-
ficates of stock, etc., Or other negotiable instruments as collateral, any
bank may receive and collect as compensation any sum which may be agreed
upon by the parties £ such transaction. fthe section reads:

"Sece 115, Intersst on collateral demand loans of
not less than five thousand dollars.

Upon advances of money repayable on demand to an
amount not less than five thousand dollars made upon ware-
house receipts, bills of lading, certificates of stock,
certificates of deposit, bills of exchange, bonds or other
hegotiable instruments, pledged as collateral security for such
repayment, any bank may receive or contract to receive and
collect as compensation for making such advances any sum which
may be agreed upon by the parties @f such transaction.”

Section 201 of the Banking Law, identical in langnage with Section
115 above .juoted, makes the same provision in the case of collateral call
loans by trust companies. In the General Business Law (L. 1909 Ch. 25;
Console. Le Che 20) there is the following general provision of a like

character:
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rSece 379, Interest permitted on advanceson collateral
security. |

In any case hereafter in which advances of money, re-
payeble on demand, to any amount not less than five thcusand
dollars, are made upon warchouse receirts, bills of lading,
certificates of stock, certificates of decposit, bills of ex~
charnge, bonds or other negotiable instruments pledged as col-
lateral security for such repayment, it shall be lawful to
receive or to contract to receive and collect, as compensation
for making such advances, any sum to be agreed upon in writing,
by the parties of such transaction.”

National Bank Act.
ihe National Bunk act.provides that national banks may receive and
charge on any loan or discount interest at the rate allowed by the law
of the State, territory or district where the bank is loccted. 'he ap-
plicable provision reads.

"Limitation upon rate of interest which may be taken.

422, Sec. 5197, - Any association may take, re-
ceive, reserve and charge on any loan or discount made,
or upon any note, bill of exchange, or other evidences
of debt, interest at the rate allowed dy the laws of
the State, Territory or District where the bank is loc-
ated, and no more, except that vhere by the laws of any
State a different rate is limited for banks of issue
organized under State laws, the rate so limited shall
be alloved for associations organized or existing in
any such State under this Title. "hen no rate is fixed
by the laws of the StatepiTerritory, or District, the
bank my take, receive, reserve, or charge a rate not
exceeding seven per centum, and such interest may be
taken in advance, reckoning the days for which the note,
bill, or other evidence of debt has to run. And tae
purcnase, discount, or sale of a bona fide bill of ex~
change, payable at another place than the place of such
yurchase, discount, or sale, at not more than the cur-
reut rate of exchange for sight drafts in addition to
the interest, shall not be considered as taking or re-
ceiving a greater rate of interest."

1t will be observed that the effect of the foregoing provisions is
to authorize in the State of Few York on collateral callafbans of not

less than 35,000 rates of interest which may be in excess of those per-
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mitted for loans of other character, and that such higher rates are not
prohibited as usuriouse.
CAUSES AFRFECTING PRESENT CALL OIEY RATES.

T™e reference in the resolution to the present high rates for call
money in the financial centers and the injuiry as to thelr causes require,
it is felt, a survey of the operations of the money markets arnd the re-
flection therein of the underlying economic conditions vhich govern, in
varying degree, all money rates, including those for call money.

Tresént Changed Conditions of Supyly.

In former times, and srecifically prior to the institution of the
Federal Reserve System, bankers, especially in reserve centers, were
accustomed to look upon c¢all loans as their principal secondary reserve
on the theory that inasmuch as those loans were payable upon demand, funds
so invested could always be promptly obtained on short notice to meet
withdrawals of deposits or for other use. In these circumstances there
was ordinarily available for collateral call loans a supply of funds
sufficient for ordinary market requirements and at low rates, although
at times the rates rose to high levels as the supply of funds diminished,
or the demands increased.

" This attitude of the banks toward call loans as their chief secondary
reserves has been greatly modified by two causes. The first was the clos-
ing of the Stock Exchange at the outbreak of the European War in the
summer of 1914, when 1t became practically impossible to realize on call
loans secured by investment securities, which wecame, therefore, "frozen
loans", This resulted in a more or less permanent prejudice agzinst de-
rendence uron call loans as secondary reserves, The second and more im-

portant factor wis the creation of the Federal Reserve Systeme Under the
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terms of the Federal Reserve Act provision is made for the rediscount of
cormercial paper, but the rediscount of loans for the pufpose of carr&ing
investment securities, other than United States Government obligations, is
excluded. Consejuently, in order to maintain maximum licuidity, with suit-
able provision for secondary reserves that can be immediately availed of,
banks, including foreign agency banks, now invest a greater proportion of
their resources in assets that can be realized upon at the Federal Heserve
Banke Another changed factor in the present situation grows out of the

fact that the war and nost-war conditioﬁs have rendered anavailable supplies
of money which formerly eame from foreign banks. Since the summer of 1914,

. ‘beroma, while total banking resources have largely increased, the volume
of bank money available to the securities market at low or normal rates has
not increased proportionately, but on the contrary has probably decreased.

' méée circumstances, of themselves, explain, in large measure the increased
rates which have often been rejuired during the past year for money loaned
in the securities market,

Present Chanced Condition of Demand.

Changed conditions are also present in the ;‘actors governing the demand
for money. Trior to the armistice agencies of Government were emp:loyed to
roestrict the issue of new securitdes for purposes other than those which
were deemed essential for carrying on the war. At the Same time, as the
Treasury undertook to sell large amounts of certificates of indebtednoss and
Liberty Bonds bearing low rates of interest, the uestion arose as to whether
the competition of the general investment markets might not prejudice the
success of the Government issuese In these circumstances the cfficers and
members of the New York Stock Exchange undertook to limit transactions which

would involve the increased use of money for other purposes in consideration
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of which the principal banks of New York City -undertook to provide a stable
minimum amount of money for the requirements of the security market#

After the armistice these restrictions were removed and
reasserted themselves* 33ie issuance of new securities was resumed in un-
precedented Volume and consumed a vast amount of capital and credit, when
bank credit was already expanded by the necessity of carrying large amounts
of Government securities which the investment market was not prepared to
absorb# ‘lbus arose a further cause for the increased cost of aQQaraodatinff
on collateral call loans#

Since the armistice these causes have been augmented by the increased
volume and velocity of transactions in securities generally. Before examin-
ing the figures, it should be explained that the amount of call money em-
ployed by the securities market fluctuates according to the amount of other
funds available for this purpose, i. e* customers* money invested and time
money borrowed, and also as the volume of business varies*

UTolurme *

‘lhe volume of money outstanding on call is more or less constant,
fluctuating only over relative~long periods, and the amount which is loaned
from day to day is but a small proportion of this constant volume. Ohe
constant volume of outstanding call loans bears a rate of interest which is
determined daily and is known as the renewal rate* 'J3e daily borrowings,
either in replacement of loans called for payment or representing new money
borrowed, are made at rates which may orinay not be the same as the renewal
rate and -which frequently vary during the same day.

i*uming to the figures, it appears that over a period of years during

the pre-war period the volume of all money, both time and call, employed in

the securities market was estimated at about f1,000,000,000., of which the
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averagé on call was about 60% and the average on time about 40%, or a
normal volume of call money, say of $600,000,000. The deily turnover in
call money, i. e. 0ld loans called for payment, loans made in replacement
thereof, and new money borrowed, ranged from $15,000,000 to $30,000,000.,
and averaged about $20,000,000. Te daily turmover during the year 1919,
however, ordinarily ranged from $25,000,000 to $40,000,000, and averaged
about $30,000,000, Moreover it is important to notice there has been a
disproportionate increase in the amount of call hoans, as distinguished
from time money, with the consejuence that the former, it is%timated,
constitute about 75% of the total money employed in the securities market.
At a time of such heavy credit reguirements as the present, the greater
volume of borrowings, not only in the aggregate but in the day to day de-
mands, naturally often results in high rates fér the money loaned.
Intermittent Factors.

There are certain other factors, the influence of which is principally
manifested in intermittent wide fluctuations in the daily rates or in the
rates which apply for brief periods. The increased volume of demand loans
called daily for payment noted above, coupled with the decreased amount of
time money loaned on securities, produces more or less apprehension &n the
part of borrowers as to their ability to re-borrow money called for payment.
This apprehension, gquickened by the number of insistent borrowers bidding
at times when momentarily loanable funds are exhausted or are being offered
in small gquantity, frequently results in competitive bidding for funds which
advances the rates for a day or part of a day beyomd the actual necessities
of the situation.

Another active and important influence which has recently affected the

supply of funds available for collateral loans and precipitated at times a
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rise in the rates, has been the periodic tra.nsfef‘s of vernment deposits
2 Corire <ega, "t«t’flzg fzd‘c‘ltne %Qd-&.é;,«y %
from depositary banks to the Federal reserve ba.nks/\ ch withdrawals / 2L

. frequently make it necessary for the depositary banks to call money from
the securities market, resulting frequently in sharp advances in the rate
bid for call money in replacement of the loans called for payment.

RATES DETE D _BY THE OPERATION OF THE
LAW OF SUPPLY AWD DEVAWD.,

The under],xying cause of fluctuations and, especially of increases in
call money rates 1s the wsed#®xyxble operation of the law of supply and demand.
In other words, as the supply of loanable funds diminished in proportion to
the volume of the demand, the rate for collatéral demand loans imewbéebii.
advances. However, in the case of the daily borrowings of call money -- to
which the abnormal high and lov rates apply and which represent but a com-

ﬁpuaﬂfé Ao o/t #1 T2 rpe
paratively Aor the total outstanding loang -- other factors,

incidental to the temporary cirsumstances and conditions of the market, tend

in times of stress to greater fluctuations in rates than result from the more

normal operation of the law which is reflected in the renewal rate for the
ddod o<

greater volume of the outstanding call loans. The renewal rate/uf the real

barometer of market conditions and its fluctuations throughout the longer

: /Lc:x/é’e AN

the relation between the amount of the loan-

periods

able funds and the amount of the demand, In Qther words, high renewal rates
meinlyd oifo. eu ao ko %ﬂ/ Le 1/&(‘!’04—’#0(,
are due’ to the—scapeiiy-ef credlt, whish rosultcfin part from the préovmatiis-

AN
favtton—8¥3he requirements of the commercial commnity and in part from other

N /‘\

temporary factors visEt-magebe-trier el trowpine~yo~pinec, such as @ﬂ}depletion
of bank reserves resulting either or tuth from credit expamnsion or loss of

reserves through gold export, speculation in commodities and real estate, and

congestion ¢f commercial transactions inaidental to slow or interrupted trans-~

portation.

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



" Reproduced from thie Unclassified / Declassified Holdings of the National Archives | DECLASSIFIED

’, AuthorityE. Q {O go ,

- 10 -

Commerélal Rates are Siinilarly and Independently Determinted.

The operation of the law df supply and demand is equally effective in
de‘terxhining the rate for commercial loans and all other borrowings. In
fact, rates for commercial loans and rates for collateral call loans have
a common root in the law of supply and demand, and the conditions which

affect one, in the main affect the other, although not in 1lixe degree; as |
|

|
l
A

is demonstrated by the far wider fluctuation of call rates and the higher .
G e Tloe LtablsLoersniof Hoo Pe

points to which they go. The mates for call money do not detemin;\and—hu  Ccal fleen

W( Haoss,
e ¢ 162 b ool lod DB 11 wﬂ/z«wt £ peion. €+ Mt
/f W, the rates ﬁ commercial borrowings. It is

the universal custom of the banks, to satisfy first the commercial nceds |
of their customers. mej an obligation to customers but none wastyser

to those who borrow in the open market on securities. Besides as the re-
sourc;ea of .the banks mainly come from commercial customers, their own self-
interest compels & preference in favor of their commercial borrbwers,‘ since
failure to grant them reasonable ~a.cco‘mo:niation would induce them to withdraw
thelir deposits and so reduce the ability of the dbanks to do business. Al-
though the money of the bank§ and trust companieé comprises by far the greater
pro;mrtion'or money loaned on the securitdes market, an examination of the
prevailing rates on commesrcial paper at times whgn the cali money market is
particularly strained indicates that there is little causal relation between
the rates for call money and those on eommercial loans. Exhibits Nos. 1 and
2, showing respectively the rates for call money on the New York Stock Ex-
change during the years 1906-1919 and the rates for commercial paper in New
yoxk for WRarperiod from 1915 to 1920, are attached.
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POSSIBILITIES OF CHAEGE IN THE COFPITIQITS AND METHODS OF OKE
CALL MONEY STARKET.
So long as collateral call loans are made under prevailing condi-
dA 'seem impoaaiMg*tu the present situation, because
of the impracticability of altering the underlying cause of high rates,
which, in the last analysis, is the excess of deu<and over supply.
An attempt to control the rates for call loans by the establishment
of an arbitrary limit at a low level, without the ability to modify the
jnstiTEal causes™which operate to increase rates, would be distinctly undo«zr*
y& r"axrri-'dairgereus, for the reason that up to the point where the arbitrary
rate would li~it the supply of new money, speculation and expansion might
proceed unchecked and the natural elements of correction or regulation
would not obtain. In other words, high rates aud-ihs- ove-r-pyooont roocibi 11ty
a deterrent to over-speculation and undue expansion of
credit# On the other hand, should the supply of money available at IllpP C~,
fixed maximum rate become exaerusted, liguidation would suddenly be forced
because the demands for additional accommodation for the consummation of
commitments already made could not be met. The effect 08 such liquidation
vwould be to embarrass not only investors and dealers in securities, and -\
.a , dealers and merchants isi commodities as well. As
an example of the latter, the case issaght be cited of a commitment to purchase
a round amount of cotton on a certain day. Btauy of the houses on the Cotton
Exchange are also members of the Stock Exchange and frequently borrow very
largely on the Stock Exchange against investment securities to provide the funds
for settling their transactions in cotton. If, therefore, when an important
cotton settlement was imminent, borrowings on securities could not be availed

of, the cotton transaction could not be consummated a«d a drastic liquida-
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/S
tion through 6ale e ther of securities or of the cotton might e re-
quired to avoid default* Similar consequences might obtain in the cases
of transactions 'by ienbers of other commodity exchanges who are also
nmelTirers of the Stocll Exchange and have recourse to the call money market.
:UTOZmiCE OF A CALL KQKEYOMARKET.

11 money et s i“dispenld”~ble to every important financial
center# " not only wvtr jr outlet for the employment of funds
temporarily idle, but a large volume of call and short time money is es-
sential to the successful and economical conduct of tfee business”™e”HAie

it is particularly essential to the international and domestic

/

/
commercial business, a*?I' the diversion of the use of the major portion of

such money to the securities markets is not in accordance with sounc

&F &m
mbanking princip led iao great world market, other than New York, is the
“fot 5JL* «Lqzu <V< ey TN oA

call money.market*dependent-pw”ea”sciiy upon investment securities* In
i T /N T NN A-e W " %>

other marketls the reverse is true, as their call money is based principally
onAHnlmercial paper upon which realization can be had at the central bank,
at a price, in case of need* W have seen that in this country call loans
on securities lack this essential quality.of liquidity requi/ed for quick
ai certain realization, and that this fact has now been more generally
taken into consideration b;lour lenders* But the safe/and successful
divorce in this country of the use of call money from its dependence upon
investment securities as a basis requires careful st™dy in order that safe

and adequate methods may be substitute! for the present methods of the

sQcurlties markete

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



Reproduced from the Unclassified / Declassified Holdings of the National Archives ’ DECLASSIFIED .

} Authorityf,a (O '50 ’ ‘l

13

Term Settlements.

The achievement of this end probvably depends upon the successful
development of a plan for term settlemehts of the balauces resultiug
from operations on the Stock Exchangg, in lieu of the present method of
daily settlementse The prinéipal effect of such a change 0f the method
of dettlements would be to relieve the call money market from the neces-
sities of the securities market aud release funds mow used in gollateral
call loans based on investuent securities for employment in call loaus
based om the collateral of the more liquid securities, commercial paper
aud short term Government paper, generally recognized abroad as the pre-
ferred bases for demand loans. From this change a broader discount market
would naturally develop. Under term settlements the borrowing required
by the securities market would be ou the basis of short time accommodation,
i. e. for the term between set‘;lements, whether they were weekly, fortalgntly
or at other intervals,

Agitation for the improvement of the present method of settlemeant of
stock exchange contracts has extculed over some years and as the result
of extensive studies and deliberations of officers and members of the New
York Stock Exchange, as well as baukers, au important step has been taken
to provide enlarged cleariug facilities through the orgamnization of a new
corporation kuown as the Stock Clearing Corporation, which is expected to
begﬁ: operations in April, 1920. A gemeral description ot the purposes and
contemplated operations of the corporation is contaiced iu the pawphlet

attached hereto as Exhibit Ho., 3. 'The functions of this corporatioz include

providing facilities for clearing contracts betweea members, for the receipt
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and delivery of secﬁrities between menbers and .banks, trust companies
and others, and for the clearing of ecollateral call loans. It is not
asserted or expected that the institution of these operations will
materially affect elther the amount of money loaned from one day to
another on the call money market or the rates of such loans, but it is
expected that it will operate mﬁterially to decrease the amount of bank
certifications on day loans, wnich the present practice requires in the
iuterval befween pajing c;ne call loau and replacing it with another on
the same day. It should be noted that the mechanism afforded by the
corporation is an indispensable, prerequisite to i;he establishment of a
system of term settlements.

The more recent aud definite dg?yelopment toward the substitution
of term settlements for the present system of daily settlemsnts may be )
said to have had its inception in the action of the Americaw Acceptance

Council at its annual meeting on December 4, 1919. At that time, fottuming

2N were reier ,» the following resolution

was adop ted:

*hereas, Te present method of daily stock exchange
settlements, with its dominating aud often unsettling
effect on the calt mouey market, influences adversely
the development of a wide and healthy discount market
in the United States;

"Resolved, That the Chairman of the Executive Committee
be authorized to appoint a committee consisting of merbers
of the Executive Committee and other individuals to study
the advisability, ways and means of modifying the present
system of settlements on the New York Stock Exchange and
substituting therefor some system of periodical settle-

ment, with power to take such steps as may seem advisable
in the case™,

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



 Réprodiiced from the Unclassified / Declassified Holdings of the National Archives ( DECLASSIFIED i

| Authority EQ (050 |

15

A copy of the annual report of éhe American Acceptance Council is
appended hereto as E£xhibit 5, in which the resolution appears on page
5, and the report of the Chairmen of the Executive Committee above re-
ferred to appears on pages 16 to 27, inclusive.

The Committee thus r»rovidel for was appoiuted and held two extended
conferences in which the problem was fully discussed, both from the point
of view of the banks and of the Stock Exchange. For illustration of
the subject matter of the discussion there is attached hereto as mxhibit

5l of
6 a dedelied report coupiled by one of the me:bers of the Committee, Mr.

-

Samuel P, Streit, Chairmsn of the Committee on Clearing House of the

Stock Exchange, describing the term settlement operatioms in Loudom and

on the Xuropean continent, which presently will be published by the American
Accep tance Council, Through its courtesy the Board has received an advance
copy of the report. There are also attached, as Exhibits 7 and 8 respectively
two other publicatioms of the Americau Acceptance Council, "Acceptance Cor-
porations™, by F. Abbott ®odhue, Vice President of the Pirst sational Bank
of Boston; mass., and "The Acceptance as the Basis of the American Discount
Market", by John E. Rovensky, Vice President of the matioral Bank of Com-
merce, New York, iu which on pages 14 and 22 respectively, the necessity
for term settlements as a means of rolieving‘ the call money market from

the necessities of the securities market and as a precedent to & broad anmd
stable discount mérket is discussed,

Te melbers of the committee have unanimously expressed the opinion
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that the adoption of a term settlement by the Stock Exchange would

offer advantages ia that it would elirgixzate duplication of the handliug

of securities and in payments. The committee holds, however, that,

inasmuich as the adoption of a temm settle_ment by the Exchange would involre
chzmges of great importance, both to banks az=d to members of the Exchange,
it will require the most careful study of the subject by the committee,

and in any case the term settlewent caunot be put into operatio. until the
new system of daily Stock Exchange settlements through the Stock Clearis.g
Corporation, above referred to, has been perfected and has been in practical

operation for a reasonable time,
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FEDERAL RESERVE BOAR

WASHINGTON

March 1920,

SubjJect: Reply to Senzte Resolution No. 328.

Sir: I\

On March Bth, 1920, the s#nate adopted the following
resolutions
H
i
"RESOLVED that thg Federal Reserve Board be and
is hereby directed to advise the Senate what is the
cause and Justification for the usurious rates of
interest on collateral call loans in the financial
centers, under what law suthorized, and what steps,
Z 1f any, are required tq abate this condition.™

“In-reply, the Board desires to say that the only —
financial oenm of the country 1in which a call money ‘Tarket
is maintained and e rates er call money &re “published

is New York City. Now is, ;theref/pr the only fimancial
conter with respect to whio the 8 oharged on collateral
call loans can be aacertained « Suoh

information as the Board possésses, however, does not indiocate
that rates of interest higher than the rates charged for
cormercial paper amrged on éollateral e¢all lozns in ame>

““financial ocentersof the gountry qﬂ"-"‘ide of New York.

As to New York, while the zgates charged there on call
losns are frequently in excess of the legal rates allowed for
commsrelal paper, they are not “uhurious" under the laws of
the State of New York, which specifically exempt collateral
call loans from the six per cent.ilimitation which lenders
mst observe on other loans on pain of incurring the penalty
prescribed for msury. Section 118 of the Banking Lew (L.1914
Ch. 289; Consol, L. Ch. 2) prov:ld.ab that upon advances of
money repayable on demand to an amdunt not less then $5,000
made upon warehouse receipts, b:llls of lading, certificates of
stock, ete., or other negotiable inbtrumenta as collateral,
any bank may receive and collect as compensation any sum which
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where by the laws of any Stat \a different rate is limited
for banks of issue organized fander State laws, the rate so
limited shall be allowed for/associations organized or exist-
ing in any such State under /this Title. When no rate is fixed
by the laws of the State or Territory, or District, the bank
msy take, receive, reserve, or charge a rate not exceeding
sgven per centum, and such f[nterest may be taken in advance,
reckoning the dsys for which the note, bill, or other evidence
of debt has to run. And the¢ purchase, discouut, or sale of a
bona fide bill of exchange, ipayable at another place than the
place of such purchasse, disdount, or szle, at not more than the
current rate of exchange forn sight drafts in addition to the
intercst, shall not be considered as taking or recciving a
greater rate of interest.” |
i
It will be observed that the effect of the foregoing pro-
visions is to authorize in the Stdte of New York on collsteral call
loans of not less than $5,000 ratds of interest which may bde in
excess of those permitted for lozys of other character, and that
such higher rztes are not prohibited as usurious.

As to the "cause and justification™ of the high rutes of
interest, which it thus appezrs legrlly be charged on collateral
call loans in New York, and as toc ¥he "steps * * required to abate
this condition, " thers ‘is, as is wqll imown, very wide differsnce
of opinion among persons who have given thought and study to the
question.. Indeed, brozd and difficult questions of gemnsral economic
and social policy are involviﬁigs tb which the Board hcs never had
occasion officislly to form ar-opinjon and as to which it could not
reach a judgment without undertaking such comprehensive investigations
and hearings as would seriously intqrfere with the conduct of the
Board's regular work and which would require the employment of experts
and assistants, for the employment df which the Board does nct feel
authorized to exnend monies raised it through levies on the Federsl
Reserve Bonks for the purpose of defiraying the exnense of administering
the Feder:zl Reserve ict. f
( .

For the information of the Senate there 1s, however, apvended
hereto a memorandum prepared at the instance, and for the use, of the
Board explaining in general the nature and oper:tion of the New York
call money market and czuses of high and fluctuating rates for czll
money.

Respectfully,

Governor

The President of the Senzte.

THE NEV YORK CALL MONEY MARKET
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Prior tv the emncinent of the Federel Reserve AeS, thers was
Justifioation for the leaning of fumds by bamks im the New York oall
oA gt g i b Stecerddioe,
lean mkoth for the reuson that at itimes when thy demand fer commercial
oredits was small, danks osould send th-isng funds to New Yerk te
!

s loansd sut on sesurities which sonsidered to de liguid. The

Toderal Re:erwvs System, « bns preovided a alwc‘mt mmrket, ia
1awest thelr surplas fusds Axh agoep tanaen ,
whish experis bas shown are much more liguid than inve:tment securi-
$1es in(imes of stress amd mts.) It 4is undoudtedly true that damks,
frem time to time, have used the facilities of the New York cull loan
murket te the detriment of the imdustry, commres, ind sgriculturc of
the coumtry; at times, for exsmple, of feverish speculaticm which have
often cocurred in :the United States, although there may be a gomsurrent
great demmnd for oummercial credits, bamks all over the country haw
been tempted te plase their fumds in the New Yerk market 30 necure the
bensfit of the sdbmermally high lntere:$ rates, whioch at such timeg
prevail. While it aay b Srus thai these bamks do met negleet their
regalar custemers, yet thers is little doudt that if this enesee
urph-n of funds ware hept at howe, it might result ia lewer rates te
their regular sustemers. While it is diffioult to devise adequate
meoans for cheoking this undoudted evil, it is bellieved timt if the
l1osne of all bonks, matiemal amd gtate, upon the New York call leaa
markes were mads pudlic at freguent intervals by the Cemptireller of
the Currency and the Juperistendents of the state damks, respectively,
it would ge far sewards obecking thie evil. 4 werchaat who appllee
for a commeraial lean frem his bask, and is ef ther refused By the

Bank or given & leaa at rates higher than Be delieves te be mmtod)
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ea the ground of stringenay of oradit, should havs the right w be
informsd «» %6 the smonat of funds «hich hig bamk &% $he time niay
be losning upom the New York oill Yloin murkaet, parhepe Mumdrsds or

thougends of ailes asay. Sush publicity wald wniloubtsdly go far

Lowards prevonting banks frou develing <n abnormsd Rorsion of tusir

rescorowes ¢ the faoding of spaomlation {n e oull loan market.
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tarch , 1920

SubJect: 'Rerly to Senate Aesolution Yo. 328
Sirs

On Marseh 8th, 1920, the senate adopted the folloving resulution:

MIGOLYVEID that the Mederal Heserve Bourd be nnd
is hercby dbwsected to advise the uenate.ivhat is the cause
and Justification for the usurious rates of intercst on
collateral call loans in the financial centers, under
vhat law authorized and vhat sto;s, if uny, are re uirod
to abate this condition.”

In reply the Board desires to say that it has no informution thot
ratesrof intorest hisher than legnl rates for commorcial paper have been
charged on collateral call loans in any financial center except New York
Uitye ‘the rates which have buen charpged on gollateral loans In that
city, howmuver, are not usurious since the laws of the Utate of ¥New Yori
specifically exempt such loans from the six per cent limitation hich
lenders mast observe on other loans on pain of incurring the renslth
rrescribed Bgriusury. {

#or fuller ard further informetion of the Jonate, thore is = ended
Thereto 2 statoment of the nature and oporation of the Yew York Cull loncy
arrete.

Resrectfully,

me Trosident of the Senate.
fovernor

Cix e e AT Te a4y sy
ﬁ‘ b oo ey wnu[& PRSP
O P o T |

Definition of Jull Joanse

Collateral exll loans, In the reneral acceptation of the term, are
maie chlefly in Tew York ity, whieh 1s practically the only: Importsnt
call morey :mrkoet in the United States, They are loans vhich are pzyzble
on demsnd of the lender without previcusrnotice, secured by the nleipe of
investmont socurities, 1. 0. stocks and bonds, scrnorally thoce which are
doalt in on the Tew Yorl Utock Lxchane. %ho interest rates on thesc louns,
as on otikr classes of loanas, are or the bdasis of' a rate per anwum,

‘e Borrowers.

e loars are made for the most part to houses vhich are members of
the 3tock HZxchinge and the money o borrowed constitutes a portion of the
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TREASURY DEPARTMENT

Washington,

March 22, 1920.

TO THE SECRETARY:

I have read and return herewith the draft of the Federal
I 1810 v
Reserve Board's replyjto Senate Fesolution lios 228 concerning rates

on call loans.
In your letter of March 2nd to the President, deéling with
this same subject you said:

"Speculative purchases of stocks are largely carried by
loans con calle The law of New York places no limit on the
rate of interest for such loans. The law of the State governs
rational as well as state bankse MNuck might be said both for
and against a proposal to amend the state laws in this rescect.
I am by no means satisfied that & change in the state usury
laws weuld be the best sclution of the problem. In times when
credit ie scarce a usury law may work actual denial of credit,
with consequent acute distress, or it may be evaded, in which
case the cost of the money to the borrower is apt to be in-
creased because of the risk irvolved ir the evasion of the law.
The real remsdy for the gyrations of the call loan market is to
be found irn insistence upon the furnishing of adequate margins
by the brokers' customers and in reforming the archaic methods
of financing and settling speculative transactions in stocks.
These views have been brought informally to the atteniion of
the responsible people and I hope progress may be made along
these lines."

In my memorandum of January 26, 1920, to Governor Harding
and Mr. Strauss I said:

"I am hoping very much that the Board will decide to take
effective steps to require stock exchanges to adopt rules under
which the brokers' gustarers' accounts will be adequuielv mar-
gined.

* »* - »

*T am satisfied that the method employed during the past
two or three months for restricting credit for speculative
transactions ir. stocks is injurious to the gereral situation.
The denizl or the strict limitation of credit, or very high

http://fraser.stlouisfed.org/
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rates for call money for stock warket purposes reflect unfavor-
atly ugon thke rwarket for asceptannces, for Treasury Certificates,
Libverty Bonde and Vietory lotes, for commercisl transections.
Fefusal of credit by New York barke cr very Ligk rules for call
nioney attract money irto the stock murket from tre country banks.
This creates a very vulrera.‘.:le situatione I _think trat at least
urtil ar eﬁi‘éi‘wrium ig struck between tke suprly and demand for
ccmmcdi ies itlrere will be a. sérious risk of & mew bull movemsnt
in stock.~ WAtE % - resultine straip uron oredit zus trab immedi-
atelv ~teLs s:oul be taken to pub_irto effect wrat af cﬁﬁars 0
me +0 be tko_safest, Soundest cure, GISAY. LKS. YenuireIent. Ladh
mme.m.s' a mm.‘cm-demmm

Secretary fless ir his letter of Novemher 5, 1812, to Gov-

‘ernor Harding saids

Digitized for FRASER
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Ve cammot truet to the copybook texts. i&kking credit more
expensive will) not suffices There is no precedent inm hisiory for
the greal var whkich we Lave becn through nor for the corditione
now existing. The Feserve Dark governcr must raise kis ndnd
above tre language of tkre extbooks and face tke situation which
exists. He must nave courage ¢ AL omptlv and witkhk confidence
in kis owr irtegrity to prevert abuse ¢f the faciiilies of ithe
Federsl Regerve Sysiem bty tze customers ¢f iae Federzl Reserve
Bauks, however rowerful or influentiel.

“Speculation in stocks on the lew York Steck Exohnnge io
no more vicicus in ifte effecl wpon the welfars of ihe je .l,le ard
upor. our credit siructure tnan syeculation in eobisn or in iawd
or in ctenedities yereraliye Dot the flew York Steck Ixehanze
ic toe g,reatcw oi n:*le ur*am...e\ user of credll for speculative
purposes It ic the organized instrument of au cowtry'.‘n..‘e
gpesuizticn. I believe trat the practice of f{inuncing .;;ecuj.u-
tive trancacticns in stocks by lcé‘.?.s on enll, with daily soiils-
meriz, is unsand &nd dangerous to tre gereral welfars. Call
moerey luvaned to carry sgeculative transactions in stocks is
only liquid when tlrere is no necd. Tre raor is not seli-

liq&ihﬁting‘ aild, in tre case of o exe '§ENTY 9 88, for examrle,

“upon tre outbreal of tihe European var, and thrrovzhout the perioed

of our participaticrn i: tre war, skc“ lw‘s are ir tie case un-
collectitle. ’l‘re use of Liberty Bonde, Victary Netes and
Trewsury Certificates as collater.d for herrovings made by rember
bterks from the Federal [leserve Banke for the purpose of carry-
ing speculztive traneactionc ir stocks nakes it thre rizht as
well as the duiv of {he Tedercl Tscerve authoritiez to see to

Federal Reserve Bank of St. Louis
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it that the methods of finazcing such trexsactions are re-
formed and reformed immedictely.

"Open ard notorious manipulation of clocks Las been tak-
ing place during the period of, say, nire montls, since tiue
removal of the comtrol of the Subcommittee on soney of the
Liverty Loan Cormitiee. Trls manipulation, which takes tke form
of putting ux the price firat of cne steck and {tien of anotkher,
nc matter vhat may be tre conditions, for the purpose of siimu-
lating interest on the part ¢f the uaﬁmtiate& publie, s, I
imegine, contrary to the law of the State of liew York ard ire
rules of the ew York Stock Exchanze. In any event, it needs
only vigorous actior. to put an end t¢ it. The Federal Feserve
Baxk of Mew York ir its relation to the Subcommitiee on Money
of the Liberty Loan Committeec, which Commiliee was at all tines
in touch with the officers of the Stoeck Excharge, naturally
sought tre vieve of itke Treasury Ly reason of ths fact that 1is
prime duly concernel %he snle of Li‘oer'by Bonds. A control
now put into effect will be primarily fur the congervatior. of
the gezernl eredit cituation ard skhould Lrerefore he iniliated
ard superviged, not by the Treasury, btub ;:o,, ihe Federal reservs
Lourd. '

¥ § need not say tkat such steps sx-ould be taken not only
firmly but with dizeretion and in such & way as not to lrvolve
grave hardski; to individuals or injury to tre gensral =elfare."

In my memorandur of December IS, 1918, to Mr. Treman, then

Acting Governor of the Federal l'eserve Bank of iew York I saids

Digitized for FRASER
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"Holding trese views, irs Trezewrr, though not alwaye i
agreersut as to the metheds pursved, ias been heartily in
asoord with the effourts made by ihe “unuy Su’x.‘w-CU'v‘“i*'lf‘f* and by
tre autreritles of tho stoeck exchange Lo pravent furtiuvy sxian-
gior ir. bke loar acgcount. As to wethdls, tis Treasw, ras felt
and still fecls, that reliazes should ke nlaced rotier uy %
the requirerent of increaseld margius, wade effootive not nmarel
az regarde stsck exchange Yroxers hui as regarde iheir c..utczrxars
2ic6, than upon tre attex:i ¢ ralimm crelit ¢ Lz Lrokers
tkemselves. Tre Tressury, however, ras not felt and doee not
feel, that it should seck to impese its ¢in views as L the gape
ticular methols to ke employed to acecenyplisa the desirel rezult.
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"It is the ecarnest hope of the Ireasury that, growing out
of tre very sslutary actior of tre Morey Sub-Comriitee and of
the siock excherge authorities Juring the pericd of the war and
the prePent period of readjustuent, threre mey be evclved some
plan for preverting the recurrence, after the restoration of
peace conditions, of those erratic and vivlent fluctuations in
rates for call money and tlose feverish movements of prices on
the stock exckange, which in the past have been the source of
great concern to the judicious and in tre future can only prove
& stumbling tlock in tke effort of America to take and keep tle
place which she Yas won in the world's commerce and financed"

My conclusions on reading ire proposed reply to Senate
Resclution Fve 328 are three:

1. High rates for call morey 1 stocks, etce, are zol
usuriocus because the law coes nct rake tlem usuriouz and I Jdo not
think ks iaw should e changed ir tlisc respect. High rates for
call meney operate as a safety valve. A real call money merkel is
essertial to the proper functicning of a world finaneial certer.
Without 2 call money market to act as a sefety velve in time of
eredit stringency we chould bave unnecessary panics. o place can
»o claimed +0 be : morey center where morey cannot be had at & price.
£ money o% nos be vad at a price, % e consequence is dumping of
securitiss in & : affort - ;roduz: aask [ should say izat tke
market prices of Liberty Benlz : 2 Victory fotes would ts ¢ 2 first

0 show affazt of 2 =baoluts refusal of money «  any price,
just as tasy reflect [irzt sxcessive rutes for monsys

2. 72 call wmonay markel 3nould be basel on assaplance:

and not <n ctocks. iHotaing 1 reull gudd L time 7 aread
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world orisis such an the outdreak of tie war in Europe; Wut acceplauces
are more lijuid tian securitias.

3. The real vise ia the prsecnt situabion is tzab tas
gambler in stocks is rermitted to have the first oull on furds in .
pariod of s%ringem;,y vecause Le is vevmdttel to finance his trans
2ctions on oall and is noi royuirad sraduce adeguate margia.
think the Stock Exehange should k: sequirad t) reform itself zromuily
by substibuting terw seiilawments 1 dy regulring brokors' gustomess'
agcounts %o pargined alequabely. It mﬁr witimately bs unecessary
to zo even further thon this and prokidbit buylng on wargia allogother.
To go to 2 bank and horroev monoy to spoculste wilth is very d12tarent
from buring stosks oa margin. awy: man w ¢ would nob kave the face

to ask his benk for loans for speculative purposes will buy .ook

margin, miny a bank whieh omld 2 L Lhink of lending aocnsy i
an individusl customer to speculate with will lend ‘o nis brogsr

to carry him.
It will bs seon from tke foregoinzy :xt @ ailfer Zroem U

giews indisuted in ths veply 1o Senale Resoinution los IRE more I
matters of smhesis than in matters of detail. (ke gropossd reply
is sounl in subetance, dut ii is unsound, it seems to :me, 11 t
genernl lupreasion whick ereates L evorytzing i3 a‘écut right
in respect t: the Jiew York Stock Txehangs It ¢ opulil mwouns wist

2y be that the diffisuliy couldd Y. oversome Ly dealing oniy i¥

-

the speeific quastion rdased by b e Senal: HEET IOV DR SN
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rates for call money, and omiiting the dissertation about Stock
Exchange practices.

Turning to matters of detail: On page 9 the statement is
made that the operation of the law of supply and demand is equally
effective in determing the rate for commercial loans wund all other
borrowings. This, of course, is not the fact. The usury law im-
poses a limit upon the rate for commercial loans and other {time bor-
rowings, while it imposes no such limif upon call loans.

I do not share the view advanced in the megorandum, page

lopoce Lisee.

£
12, £f., that the organization of & stock clearing is

an important step towards the solution of the problems Undoubiedly

[ 5]

it 1s & step towards making more efficient the credii which is made
available for carrying stocks. It is not, however, a step in the
direction of limiting the amount of credit used for that purpose -
gquite the contrary.

To summarize the whole matter, I would say that the object
of remedial msasurss should be not to furnisn cheap monzy Zor stosk
speculation, but to prevent the scandalous manipulation of stocks and

to limit the stugendous demands for credit for specsulption in stocks.
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TREASURY DEPARTMENT

.
WASHINGTONS /:t o

OFFICE OF i
COMPTROLLER OF THE CURRENGY ~ March 17, 1920.

ADDRESS REPLY TO
GOMFTROLLER OF THE CURRENCY

MEMORANDUM FOR GOVERNOR HARDING.

I have read with much interest the preliminary draft which
you were kind enough to furnish me yesterday aftarnoon of your proposed
reply to the Senate in regard to the Owen Resolution on call money rates,
stc. You have made a very able and interesting prasentation of the subject,
and while I agree with many of your conclusions, I am afraid that I will
have to dissent from that portion of your report contained on pages 11 and
12. I do not agree that it would be either "undesirable or dangerous" to
attempt to control the rates for call loans even though we may not have
power over the numerous natural causes which may operate to increase rates,
including among these natural causes the propensity of lenders to charge all
the traffic will bear or all they can get within the law, and sometimes with-
out the law. I see nothing in the situation in New York which should serve
to give that market immunity from the laws against usury. The excessive call
rates which in times past have been as high as 100% in New York, are unknown
elsewhere in this country, or in any other quarter of the globe, and ih my
Judgnent they can be and should be restrained in New York City, whether we
have fortnightly stock settlements or do not have them.

The establishment and exaction of an excessive rate does not increase
the money supply. Intelligent and prudent administration on the part of the
banks in curtailing or refusing loans would be or should be just as effective
as a"deterrent to ow speculation and undue expansion of credit,’™as the
granting of lcans at two, three, five or ten times the usual rate. You say;

"On the other hand, should the supply of money available at the
fixed maximum rate become exhausted liquidation would be suddenly forced because
the demands for additional accommnodation for the consummation of commitments
already made could not be made."

Under such conditions the banks could with moderation call in some of
thelir loans and increase the supply of funds available for those whose needs
were most urgent for legitimate requirements. That does not mean that all
loans should be called at once, or that the bottom would be knocked out of
everything. It is assumed that the banks would havs intaslligence enough to
proceed with caution and wisdom in meeting such a situation and provide credit
for those entitled to it, and at the normal and legal rate. It is not suppossd
that there would be any concert of action on the part of the banks to call in
loans in a wholesale fashion to precipitate a crisis, as it is charged has
baen done in times gone by. You say;

"The effact of such liguidation would be to embarrass not only investors
and dealers in securities, but also it should be noted dealers and merchants
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in commodities as well. As an example of the latter, the case might be
cited of an agresment to purchase an amcunt of cotton on a certain day.
Many of the houses on the Jotton Fxchangs are also members of the Stock
Exchange and frequently borrow very largely on the stock exchange against
investment securities to provide the funds for settling their transactions
in cotton. If, therefore, when an important cotton settlement was
imminent, borrowings on securities could not be availed of the cotton
transactions should not be consummated and a hasty liguidation through
sale either of securities or of the cotton might be required to avoid
daficit".

I cannot agree with this argument. It should be much easier to obtain
money on cotton warehouse receipts or bills of lading than on securities,
Why should a New York banker borrow money on securities to carry cotton?
Why should not he borrow his money on the cotton? A mamber bank could af-
ford to lend a customer money on cotton when it could not afford to lend him
money on securities because the lending bank could get a rediscount from the
Fsderal Resavve Bank on cotton bills but could not get it on a collateral
loan mads on bonds and stocks.

You suggest that "high rates and the evar prasent possibility of high
rates #® adeterrent to over-speculation and undue expansion of credit."”

Within certain limitations, an increase in interest rates is at times
salutary and beneficial; but I have besn unable to see the justification for
the general marking up in rates on call loans secursd by bonds and stocks
which it is understood has taken place in New York so generally in the past
few months the increased rates not only applying to new loans but to loans of
long stand{ng which are carried on call, perhaps in many cases originally
Placed at four or five percent.

Durinz this period of more stringent money, many banks are reported
to have marked rates up each day to the rate fixed by a select committee of the
stock exchange of 12%, or 15% or 18% or 20%, as the case may be.

It has been suggested that some banks have discriminated as to the loans
upon which the advanced rates ars charged; but it is understood that the impo-
sition of the increased rate has besn very general as apprlied to the great mass
of call loans carried by the banks and trust companies in New York City.

In your memorandum you say:"

"It appears that over a period of years during the pre-war period, the
volume of all money, both time and call =mploy2d in the securities market was
estimated at about $1,000,000,000, SF Which the average on call was about 60%,
and the avarage on time about 40%, or a normal volume of call money say of
$600, 000, 000."

Your statement further says "it is important to notice there has been a
disproportionate increase in the amount of call loans as distinguished from
time money, with the consequence that the former it 1s now estimated con-
stitutes about 75% of the total money employed in the securities market."
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Are not these figures erronecus?

The statement which I have before me suggests that they ares I have not
before me the figures for the 3tate Banks and Trust Companies of New York City
as of June 30, 1919, but I have the figures for Hatioml Banks, which show
that on the date mentioned the total amount loaned on bonds and stocks by the
National Banks in New York City was $1,134,000,000, of whieh $455,000,000, or
40% of the total, pot 758, were being loaned on call and $679,000,000, or 60%
on time. ‘ ‘

Farthermore, the statement that “there has been & disproportionate in-
crease in the amcunt of call loans as distinguished froum time money” would
not apply 1f we consider the whole country instead of the City of New York.
fa Junw, 1915, the tetal money loaned by National Bauks "on demand® on bonds
and stocks wes $883,000,000; on June, 1919, this had increased to $1,307,000,000,
or about 48% inorease. In the same period the time loans on bonds and stocks,
which were on June 30, 1915, $666,000,000, increased ocn June 30, 1919, to
$3,130,000,000, an inorease of about J46%.

In June, 1915, total loans on Bonds and Stocks by Hational Banks in Naw
York City were $605,000,000, of which the demand loans were $357,000,000, or
59%, and time loans $348,000,000, or 41%; ‘

In June, 1919, the totals were $1,134,000,000, of which 40%, or $455,000,000,
were demand, and 60%, or $5879,000,000, time.

8o far from demsnd loans having increased more rapidly than the time loans,
as stated in the memorendum referred to, we find that between 1915 and 1919 the
demand loans secured by bonds and stocks in the Mational Banks of New York City
have inoreased only » while timd Agans secured by tonds and stocks increased
in the same period .

Please note the following table:

LOATS N NATIONAL BANKS QN RBONDS AND STOCKS IN NEW YORK CITY.

AR1H 919 dacrease
nmd Sssseavseas m sm .illion'; m 4& millio‘; 98 nillion‘, 27’

Time ....... ceee 419 ?.og mil%ions; 60{ 8729 million;43l millions,173%

"1 134 629

The statemsant fwmished you to the effect that the volume of all money,
both time and call, employed in the securities market, is abomt One Billien
Dollars isy I thinky underwestimated in view of the fact tMmd the figures show that
e Maticoal Dents b2 R.%: alone in June last were lending 1,134 Million Dollars
on the securities of Bonds and Stockse It 1s well duown that the Trust Comw
paales make more of & specialty of lending on bonds and stodks than do the
Bationdl Banks, as a rule. a ‘
Ia my judgmenty it 1s guite postidle that ald ¢f*tbe. Banks in New York
are lending, on bond and stook collateral, not less than Two Billion Dollars
instead of One Billionyif we include the Trust Companies and State Banks,

In speaking of this matter before the Board, you suggested that the Gne
Billion Dollars referred to as being loaned in the Securities Markets were
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“brokers Roans® and not loans made directly to holders of bonds or stocks, wheth-
oer they be investors or speculators. :

In my opinion, thsre is not mich differsnce between a loan of a
Hundred Thousand Dollars made to John Smith & Campany for the purpose
of carrying @& Hundred Thousand Dollars' worth of stocks bought by them for
Jdhn Brown, and a loan of a Huadrzd Thousand Dollars made b; the Bauk to
John Brown dirsct se.ured by stocks purchased by him i. the market.

My suggestion is that it might be well to give a little further con-
sideration as to whether it is desirable under these circumstances to
use the figures of Oue Billion Dollars as represeanting the "volume of
money, both time and call, employed in the Securities market" (see
Page 8 of your letter).
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March 10, 1940.

Bonore:ls Gecrze A. Sandarson,
Secretory, United Stotes Sonste,
¥ashington.
8ir:
Beceirt is scknowledgad of Sanate
" Hesolation Jo. 3728, szdeptad March 8, 1970, re-
¢$astiﬁg corbain information with respoast %o the
veyriows vrotas of intersst en collataral cnll lonns.

Tima: 9.15 o'cleek A2M., Marsh €, 1970,

Respactfully,

Sacratary.

e u
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Vlnited Dlates Denafe,

OFFICE OF THE SECRETARY.

iMarch 8, 1920,

RECEIVED

MARD-1920
aF e OF
| yHE nOVERNOR,

Gentlemen:

I have the honor to hand you herewith
a resolution of the Senate of the inited States,
dated iarch 8, 1920, requesting certain information
with respect to the usurious rates of interest on
collateral call loans.

Will you kindly acknowleige the receipt
of the resolution upon the enclosed form?

Please address the resronse to this reso-
lution to the President of the Senate.

Respectfully,

Secretary.

I'ederal ileserve Board,

Wash ington, De Coe
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GE~ "GE A. SANDERSON,
SECRETARY.

Wlnited Hlates Denafe,

OFFICE OF THE SECRETARY.

Washingzton, De. C.,
farch y» 1920,

Receipt is scinowledged of Senate Heso-
lution ¥o. 328, adopted ilarch 8, 1920, requesting
certain infomation with respect to the usurious rates
of interest on collateral call loanse.

Time:
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UNITED STATES  SENATE

Weashington D. C.
March s 1920,

Recelpt is acknowledged of Sensate Reso-
lution No. 328, adopted March 8, 1920, requesting
certein information with respect to the usurious
rates of intersst on collsteral call loans.

Time:
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Jun the Senate of the Wnited States,

March 8, 19230,

RESOLVED, That the Federal Reserve Board be, and
is hereby, directed to advise the Senate what is the
cause and Justification for the usurious rates of in-
terest on collateral call loans in the financial cen-

ters, under wihat law authorized and what steps, if any,

are required to abate this condition,

Attest:

Secretary.

Federal Reserve Bank of St. Louis
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MEMORARDUM FOR REPLY TO THE SENATE RESOUUTION RE&X@%\ICE

FROM THE FEDERAL RESERVE BOARD RELATIVE TO THE RATES OF INTEREST
ON COLLATERAL CALL IOANS IN THE FINANCIAL CENTERS

Ao Ay e
AN W § S

The.reselution reades— - mev&p
MAh 18 1@20

O

"RESOLVED that the Federal Rese ! .
and is hereby directed to advise the Senate khgl “;m*!;‘a
cause and justification for the usurious rates of interes
on collateral call loans in the financial centers, under
what law authorized and what steps, if any, are required
to abate this condition.”

It may be observed at the cutset that so far as thembimemednd

p.:q W
conkes, Now Yorkh is concerned, themm rates on

O.g Aol WJ},,
collateral call loans smcew the laws of New York

specifically exempt such loans from the 6% limit which lenders must ob-

o7 %A%
serve on other loans en pena,lty 52

THE NEW YORK CALL MONEY MARKET.

Collateral call loans, as referred to in the resolutien,
are principally those made in New York City, which is practically the
only call money market in the United States. They are loans which
are repayable on demand of the lender without previous notice, secﬁred

gomowwbly by the pledge of investment securities, i. e. stocks and bonds

%( ”Md.. 4&&; 4

M &;‘h which are dealt in on the New York Stotk Exchange. | Interest ratesA

Al o Aot 4

[ .

THE BORROWERS
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The loans are made for the most part to houses which are mem=-
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bers of the Stock Exchange and the money so borrowed constitutes a por-
tion of the funds ﬁhich they employ ordinarily in purchasing and carrying
securities for their customers and sometimes for themselves.

-THE LEHDERS_ The principal supplies of money for collateral call loans are
ldanable funds of banks and bankers located both in and outside of New
York City, including foreign banks and agencies of foreign banks; and
similarly the loanable funds of firms, individuals and corporations seek-
ing temporary investment. The proportion of the whole fund loaned by

these several interests varies seasonally and in accordance with other
_ A~

opportunities ,—and—thein-abbrectivenese, for investment either locally

or in other markets. The bulk of call money 1s lent on the floor of the
New York Stock Exchange at "the money posﬁ," where bhrough various brokers
loanable funds are offered and bids for funds are received. Most of the
business is done betwesn the hours of 12 noon and 2:45 p. m. The impore
tant relation to the money market of the present system of daily sgttlement
of balances resulting from purchases and sales of securities on the Stock
Exchange will be discussed more fully hereafter.

COMMERCIAL RE- In the matter of the supply or attraction of funds to the call
QUIREMENTS HAVE |
THE PRIOR CLAIM.

money market, id—is—imperieniie—boarin-aind.ihei thers is a definite
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and well understood obligation on the part of banks to accommodate
first their own commercial clients, so that it is only the excess of
loanable funds which they may have from time to time that is available
for the collateral call money market

spciicms the purchase of commercial pape ~ This excess of loanable

funds available for employment in the securities market must vary, there-
fore, according to the commercisl requirements of the couptry. It has
long been recognized, .mereemyss that for assura.nge of a sufficient amount
of money to finance the yolume of business in securitje;s, reliance cennot,
be placed on a rate of interest limited to the rates which obtain or are
permitted in cofnmercial transact;ons whose prior claim on banking accom-

6" W ad /4(? Ly
modation is universally Hsdf&

Federal Reserve Bank of St. Louis
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THE _LAW_RESPECTING THR RATHS_OF IWTERESY Oi COLLATE

The statutes of the State of New York acknowledgé anC Trecognize
this principle in both the Banking and Busipess lLaw in the sections re-
garding interest legally receivabls.

Section 115 of the Banking Law (L. 1914 Ch. 369; Consol. L.
Ch. 2) provides that upon advances of monsy repayable on cemend to an
amount not less than $5,000. made upon warehouse receipts, bills of lad-
ing, certificates of stock,-etc., or other negotiable inetrumente as
collatersl, any bank may receive and collect as compensation any sum
which may bLe agreed upon by the psrties to such transasction. The section

reads:

"Sec. 1i5. _interset on collaters

not less then five thousand dollars.

Upon advances of money repayable on demaend to an amount
not less than five thousand doliars msde upon warehouse rs-
ceipts, bilis of lading, certificates of stock, certificates
of deposit, tills of exchange, bonds or other negotiable in-
struments, pledged as collaterzl security for such repsyment,
any bank may receive or contract to receive and collect as
compencation for making such advances any sunm which may be
sgreed uyon by the partiee to such transacticn.”

Section 201 of the Banking L:ow, identical in languzge with Sectien 115
above quoted, mekes the same provision in the case of coliaterzl caull loans
by trust companies.

In the Generzl Eusiness Law (L. 1909 Ch. 25; Consol.

L. Ch. 20) there is the following general provisior of & like cherecter:

Federal Reserve Bank of St. Louis
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"Sec. 379. Interest permitted on advances on
collateral security.

In any case hereafter in which advances of money,
repayable on demand, to an smount not less than five thousand
dollars, are made upon warehouse receipts, bills of lading,
certificates of stock, certificates of deposit, bills of ex-
change, bonds or other negotiable instruments pledged as
collateral security for such repayment, it shell be lawful
to receive or to contract to receive and collect, as compen-
sation for msking such advances, any sum tobe agreed upon
in writing, by the parties to such transaction."

NATIONAL BANKS The National Bank Act provides that nationel banks may receive
Act |
and charge on any loan or discount interest at the rate allowed by the
law of the State, territory or district where the bank is locaied. The

applicable provision reads:

"Limitation upon rate of interest which msy be

taken.

422. Sec.5197. - Any association may take, receive,
reserve, and charge on any loan or discount made, or upon any
note, vill of exchange, or other evidences of debt, interest
at the rate allowed by the laws of the State, Territory, or
District where the bank is located, and no more, except that
where by the laws of any State a different rate is limited for
bankes of issue organized under State laws, the rate so limited
shall be allowed for associations organized or exising in any
such State under this Title. When no rate is fixed by the
laws of” the State, or Territory, or District, the bank mey take,
receive, reserve, or charge a rate not exceeding seven per centum,
and such interest may be taken in advance, reckoning the days
for which the note, bill, or other evidence of debt has to run.
And the purchase, discount, or sale of a bona fide bill of ex-
change, payable at another place than the place of such purchass,
discount, or sale, at not more than the current rate of exchange
for sight drafts in addition to the interest, shall not be con-
sidered as teking or receiving a greater rate of interest."

It will be observed that the effedt of the foregoing provisions
is to authorize in the State of New York on collateral call loans of not

less than $5,000. rates of interest which may be in excess of those per-
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CONDITIORS OF
SUPPLY
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mitted for loans of other character, and that such higher rates are not

prohibited as usurious.

CAUSES AFFECTING PRESENT CALL MONEY RATES.

The reference in the resolution to the present high rates for
call money in the financial centers and the inguiry as to their causes
require, it is felt, & survey of the operations of the money markets and

- [4—"""— “
the refledtion in-itheser-venbews of the underlying economic conditions
which goéern, in varying degree, all money rates, including those for
call money.

In former times, and specifically prior to the institution
of the Federal Reserve System, bankers, especially in reserve centers,
were accustomed to look upon call loans as their principal secondary
reserve on the theory that inasmuch as those loans were payable upon
demand, funds always could be promptly 23%%&53 on short notice to meset

A ‘ .

withdrawals of deposits or for other use. _Hfsé;’these circumstances

there was ordinarily available for collateral call loans a supply of funds

sufficient for ordinary market reoulrements and at low rates "j‘ﬁb“*‘“f
poamin e Astis rme LM&MMW.@ /f/M?
%— M Nn:o. Mm»:,,«.l/k)

This attitude of the banks toward call loans as thelr chlef

Sony Lcen

secondary reserves we® greatly modified by two causes, The first was the

closing of the Stock Exchange at thé outbresk of the European ®ar in the

Federal Reserve Bank of St. Louis
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summer of 1914, when it became practically impossible to realize on call

; Ottt AR
loans secured by investment securities, which wees, therefore, "frozen

" #!

e PR

aEEEts . " This resulted in a more or less permanent prejudice against

dependence upon call loans as secondary reserves. The second and morse

important factor was the creation of the Federal Reserve System. Under

the terms of the Federal Reserve Act provision is made for the rediscount

of commercial paper, but the rediscopnt of loans for the purpose of carry-

ing investment securities, other than United States Government obligsations,

is excluded. Consequently, in order to maintain maximum liquidity, with

suitable provision for secondary reserves that can be immediately availed

_ \Woarn
of, banks, including foreign agency banks, invest a greater proportion of
A

their resources in assets that can be realized upon at the Federal Reserve
, L e and A

Bank. Another changed factor in the present 81tuatlon§ézé&#s=tn the fact

that the war and post-waf conditions have rendered unavailable supplies of

money which formerly came from foreign bamks. Since the summer of 1914,

therefore, while total banking resources have largely increased, the volume

of bank money available to the securities market at low or normal rates has
not increesed proportionately, but on the contrary has probably decreased.

These circumstances, of themselves, explain, in large measure the incresased

gy . P Pt 4 P
rates which havd been required for money ldaned in fhe securities market.

~ A

PRESENT CHANGED Changed conditions are also present in the factors governing
CONDITIONS QF

DEMAND
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~Be
the demand for money, It.w&%i—be‘rﬁvzttau-ﬁ%atCE%ior to the armistice
agencies of Govermnment were employed to restrict the issue of new se—

curities for purposes other than those which were deemed essential for

carrying on the war, @J m\& Pt . w, e

L\ after—this—econntry-wontinto
N i ] ik e
the Nay—8md the Treasury undertook to sell large amdunts og\Liberty
bonds bearing low rates of interest; the question arose és to whether
the competitioh of the general investment markets might not prejudice
the success of the Government issues, Eéii;wthese circumstances the
officers and members of the New York Stock Exchange undertook to limit
transactions which would involve the increased use of monej for other
purposes in consideration of Which the principal bapks of New York City
undertook to provide a stable minimum amount_of money for the reguire-—
ments of the security market,

After the armistice these restrictions were removed and natural
laws reasserted themselves, The issuance of new securities was resumed
in unprecedented volume and consumed a vast amount of capital and credit,

. s
when bank credit was already sér=fmetd by the necessity of carrying lurge

amounts of Government securities which the investime market was not
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prepared to absorb, Thus arose a further cause for the increased
cost of accommodation on collateral call loans.

Sigce the armistice these causes have been augmented by the
increased volume and. velocity of trunsactions in securities generally.
Before examining the figures, it should be explained that the amount
of czll money employed by the securities market-fluctuates according
to the amount of other funds available for this purpose, 1. e.
customers' money invested and time money borrowed, and also as the
volume of business variesifﬂﬂhe volume of money outstanding on call

is more or less constant, fluctuating only over long periods, and the
~

amount which is lozned from day to day is but & small proportion.of
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this constant volume, The constant volume of outstanding call loans
bears a rate of interest which is determined daily and is known 2s the
renewal.rgte. The daily borrowings, either in replacement of loans
called for payment or representing new money borrowed, are made at
rztes which may or may not be the same as the renewzl rate and wiaich
frequently vary during the same day.

Turning to the figures it appears that over a period of years

during the pre~war period the volume of all money, both time ahd e¢all,
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employed in the securities marget was estimated at about $;,OO0.000,000..'
of which the average on call was about 60% andlthe average on time about
40%, or a normal volyme of call money, say of 600,000,000, The deily
turnover in call money, i. e. 0ld loans called for paymenp, loans made

in replacgment thereof, aﬁd new money borrowed, ranged from §$15,000,000.
to $30,000,000., and averaged about $20,00Q,OOO. The daily turnover
during the year 19}9,‘howev¢r, ordinarily ranged from §25,000,000. to

$40,000,000., and éveraged about $30,000,000, Moreover it is

important to notice there has been a disproportionate increase in the

amount of call loans, as distinguished from time money, with the cone
d

sequence that the former, 1t is now estimated, constitute about 75p

oo Pons o Fi2k
NM -~
of the total money employed in the sécurities market. fhe great 1/-ﬂ@u~«¢§

UC.‘L

volume of borrowings, not only in the aggregate but in'gay to day de- ] .h’°“l
. e :
mands, #s naturally high rates for the money loaned.
There are certain other factors, fhe influence of which is
principally manlifested in intermittent wide fluctuations in the daily
rates or in the rates which apply for brief periods. The increasec
volume of demand loans called daily for payment noted above, coupled

with the decreased amount of time money loaned on securities, produces

Federal Reserve Bank of St. Louis
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more or less apprehe’n'sionlon the part of borrowers as to their ability

¢
7[( /”/’1 A
to re-borrow money called for payment. This apprehension, ‘maitiphded

by the numbelr ofﬁw{;;sf borrowers bidding at times when momentar-
ily lbanable _ﬁmds are exhausted or are being offered in small gquantity,
frequently results in,cOmpafiﬁive bidding for funds which advances the
rates for a day or a pa'rt of a day bevond 'the_actual necessities of

A b ey

Another a.ctive and mere important. ) Naffé,ctn% the supply

the situation,

/ .
of funds available for collateral loans and/precipitat& at times a

d
n/ =
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At (e ;*‘” T g
rise in the rates, +ies—ian tho L%hdraWA of Government deposits from
’

depositary bunks to replenish Tlessury—beiwmees—in the Fedsral ressrve

banks whieh-~trrErEVICUE LYy DEEN doplg et by —torernment—eryenthivaree Cor

aruiee-NT SOHHSATtres:"  Thesa.scpendituresr =TS, "D I5Co Tb

deposil. balances, diddd. Adve-pat s I N eE et ~in-erertiveerpareton .

r}‘ '\.Nt«“""\

Umnpgpedslta v7ithd e s 15oﬁ-uoveraueﬁtwee?oewﬁamﬁmnmmmﬁgasatanymbnnksw»@@
veokes o AP le.. beiintnt,

frecuently beeom®s nscsssary for the laﬁéar to ¢z { the money from the

) [
securities markeg} e rosult, of-such-operatlons-is fre .uently & sharp
. et
v

riee in the rats bid for call money in replacement of the loans called
for payment.

RATTS AR5 DETHAMINGD BY THZ CPERATION OF THE LW
OF SUPPLY AND DEMAND .

Liwthi 11 beobserrot—Promtie—foresetnsthat Fhe underlying
d—"‘l Ty z’
cause of fluctuations and, feémoﬁqnyme ‘of increases in csll money rates
is the unescapable operation of the law of suprly and demsnd. in other
words, as the sup:ly of loanable funds diminishes in proportion to the

volume of the demund, the rate for collaterzl demand loans inevitenly

incressss.

of the dsi ily borrowings of call money--to which the abnormal high and

low rates apily and which reapresent but comparatively insignificant
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part of the total outstanding loans--other factors, incidental to the
temporary ciruumstances and conditions of the market, tend in times of

stress to greater fluctuations in rates than result from the more nor-
) A
(v

mal operation of the law e» roflected in the renewsl rate for the
—————

L3

greater volume of the outstanding call loans. The renewal}] rate is the
real barometer ofgfggzzarket conditioésand ite fluctuations throughout
the longer periods are the natural result of the relation between the
amount of the loanable funds énd the smount of the demend. In other
words high renewal rates are due to the scarcity of credit, which results

in part from the prior satisfaction of the requirements of the commercial

A

whactn

community and in part from swel other temporary factors 1f'may be injected

.

from time to tims, Mgl guihottuiilmbachaabdonsd-ohe depletion of bank

reserves resulting either or both from credit expansion or loss of reserves

through gold export, speculation in commodities .and real estate, and adme

of commercial transactions inciddntal to slow or interrupted

transportation.
COMMERCIAL RATES The operation of the law of supply and demand is ejually
ARE SIMILARLY AND
INDEPENDENTLY
DETERMIRED effective in determining the rate for commercisl loans and all other
borrowings. In fact, rates for commertisl loans and rates for col-

lateral call loans have & common root in the law of supply and demand,
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and the conditions which affect one, in the main affsct the other, =l-
though not in like degree, as is demonstrated by the far wider fluctua-
tion of call rates znd the higher points to which they go. ii-.gbould.
ke bornc.in.mind, WRTSOVITa-dbat.contoary.to.-the opiniton-somet i 6%-

;;r.ﬁs&ad.,&ra.tes for czll money do not determine and but slightly influence,

if 2% all, the rates on commercial borrowings. hmroxoiermet-above; ot

is the universsl custom of the banks, P¥rE% to satidfy the commercisl needs

. ¢
A o oy - ~ . P
)’z"*"t Z,{x_,,f’ s Y § !‘ﬂ:" £ f Lo »J:) ftl,mk\“;!ﬂmw.“mo £ .g,,# [ ¥ s RN ¥ f, & l‘s“ g ; J,i{,'s )‘_;k&v;, fA‘/ Za @ 4"’4
) } T ety

Yo
of their customers. — As ths resources of ths banks mainly come Prom com— “ 4,

- nr
A

"{Mwﬁﬁmmmfv P T a g
- - L fyx I8 , . R !-(

mereial customers, theywouiuraliy-sest—spent-then fbpaluwotid-wponiiadr *
N S

T g
Re, !
Ataly,

N L1 * * 4 2 . . 3 . a -
Paetittime—for-mooommodotion, whd—ftanthernore—tho—doars—ofmosb——abatos

o A =S ek self-inter:si of~sdo-banke

compels a proeference in favor of wha commercial borrowers, since .eieda
fzilure to grant them rsasonable accommodation would induce them to with-
-«Fﬂ }15‘2;{ {4{ f‘.}‘
draw their deposgits and so reduce pEwikbidmuieh the benkte abil{ty to do
- ™~

¢
~

buginess x0TI ——di-sbhould. wisobo-notod-bhui sfbor-wooting-the Togitie

AT

maie.commeretrt-renUl¥ERents of its borfBHETE, 4 bink y g8 indtosteaaceve,

is dikedy bo damont N s S I Y T e T CORME PG ] [VZRATEE oSS s Yo BIEW 91, WO
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the money of the banks and trust compzi ics com-

prises by far the greater proportion of money loaned on the securities
market 4 {In examination of the preveiling rstes on commercisl pzper at

times when the call money market is particularly strained vesifies—the—

2ot TCYet-bho-sdutonond that there ie liltle omeme causzl relation

betweon the rates for call money and those on commercizl loans. Ex-

hibits Nos. 1 and 2, showing respectively the rates for call money on
Vooans A

the‘§tod’ Exchange during the years 1906-1919 and the rates for comier-

cial paper in New York for the period from 1915 to 1920, are atteched.

POSCIBILITIFS OF CHANGE IN THE CONDITIONS AND WETHODS OF THE GALL :ONEY

So long as collateral call loans are made under prevai]ing
conditions it would seem impossible to alter the present situation, be-
cause of the impracticability,-fes—exsmnde, of altering the underlying
cause of high rates, which, in tﬁe last analysis, ie simply the excess

of demand over supply.
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An sttempt to control the rates for call loans by the establish-
Q. ,
‘ment of aptifietei~end arbitrary limits at a low level, without the abil-

ity to modify the naturel causes which cperate to increase rates, wouid

be distinctly undesirable and dangerous, for the reason that up to the

point where the anbkifieied rate would limit the supply of new money,

e e,ut

speculation =nd expansion might proceed unchecked and the natural Hmits
74

?

f’/.a.....-,. .
t@uﬁg e
W=

LA
of correction or regulation would not jgubdiiidadle. In other words,

highps rates and the ever-present possipi]ity of higher rates are =
deterrent to over-speculation =nd undue expension of credj.t. On the
ot.her hand, should the suppiy of money available st the fixed maximum
rate become exheusted, mesd ligquidation would suddenly be forced, because
the demands for additional accommodation for the consummation of commit-
.ments: already made could not be met. The effect of such liquidstion

s f’f’{") Pow. ﬁ"f”{ﬁ M

would be to embarrassﬁjlnvestorsn_in securities, znd also it .chould be
noted, dealers and merchants in commoéities as well. Ag an example
of the latter, the case might be cited of a commitwent to purchase a
round amount of cotton on = certain day. Many of the houses ofi the
Cotton Fxchange are also members of the Stock Bxchange and fre;uently

borrow very largely on the Stock BExchange against investmsnt securities

to provide the fudds for settling their transactions in cotton. Iz,
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therefore, when an important cotton settlement was imminent, borrowings
on securities could not be availed of, the cotton transaction could not
be consummated and a drastic liqui&ation through sale eiﬁher of securi-
ties or of the cotton might be reguired to avoid default. Similar con-
sequences might obtain in the cases of transactions by members of other
conmo@ity bxshanges who are also members of the Stock Exchange and have

recourse to the call money market.

FEToaes THE ,VqLAanE:j%¥0ihiag—4ihJ3HiﬁﬁﬂRﬁGﬁiDsy-hﬁBﬁiﬁﬁ'-ih.ﬂid-hi-'l!ﬂfﬂUﬂ’iuﬁllih

UsEs OF I8¥ CALL
MONEY MARKET

IRxSoLRanl—Goouritien—re—tir TSP TETY . "A call money market is

-194/262/!1’“?'
indispensable to every 1 financial center. It serves not only

as an outlet for the employment of funds temporarily idle, but a large
volgm@ of call and short time money is essential to the successful and
economicié&nduct 6 the buéiness of the country. It is particularly
essential.to the international and domestic commercial business, and the di-

vérsion of the use of the major portion of such money to the securities

markets is not in aecordsance witﬁ/sound banking principle. Hr—im-nod ’
Y m“‘m 4 WM ‘iibyi‘ ‘
)‘» v ro greal evold W Q% jﬂ;”“ A \r % (w" '\"'N’ W [ - :
oo—rvstr1eted—ia-ang;ethau-151u==w!riﬂ-m!r!!t;L In markets the .
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reverse is true, as their call money is based principaliy on commerciagl

Paper ADi-shorieteii-Cosatnnonbedoeuas,y upon which realization can be

had at the centra)] bank, at a price, in case of need. We have sesn

that in this country call loans on securities lack this essential qual-

- - e
ity of liquidity required for quick and certain realization, and that . -

Yoo

fact has been more generally taken into consideration by our lenders.
A

¢3ﬂﬂA' /&E; safe and successful divorce in this country ¢f the use of o¢sall

TERM SETTLEMENTS

Digitized for FRASER
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money from ite dependence upon investment securities as a basis requiresy

The achievement of this end probably depends upon the success-

ful development of a plan for term settlemente of the balances resulting

from operations on the Stock Exchange, whterwipghrt~be-sdopted in lieu of

the present method of daily settlements. The principal effect of such
& change of the method of settlements would be to relieve the call money
market from the necessities of the securities market =znd release funds
now used in collateral call loans based on investment securities for
employment in call loans based on the collateral of the more liquid

securities, commercial paper and short term Government paper, generally

recognized abroad as the preferred bases for demand loans, end f;om this

Federal Reserve Bank of St. Louis
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change, it—shttidwbe-nebody~2 broader discouht msrket would naturelly
develop. Under term settlements the borrowing rejuired by the secur-
ities market would be on the basis of short time accommodation, i. e.
for the term between settlements, whether they were weekly, fortnightly
or at other intervals.

Agitstion fqr the improvement of the p?esent method of settle-
ment oé stock eXGhange contriactr has extended over some years and as the
result of extensive studies and deliberztions of officers and members
of the New York Stock Exchangs, ss well =s bankers, an important step has
been taken to provide enlarged clearing fgcilities through the organization

of a new corporation known as the Stock Clearing Corporation, which is ex-

c"/V%:€ , 1 "t

pectad to begin operations in . A general descrip-

tion of the purposes and contemplated opsrations of the corporation is
contained in the pamphlet attached hereto as Exhibit No. 3. s 2 T
-obﬁoaaoéhthat‘QEe functions of this corporation include providing facili-
ties Por clearing contracts betweon membere, for the receipt end delivery
of securiﬁies betwesn members und baniks, trust companies and others, and
for the clesring of collateral call loans. It is not asserted or expected

that the institution of these operations will materianlly affect either the amount
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of moasy loaned from ony day to anothsr on tus cull money markst or ths
rates of such loans, but it is expectad that it will operats materiszlly
to decrease the zmount of bznk certifications on day loans, which ths
prosont practice re uires in the intsrval betwesn e paying of one
csll loan and W roplacing it with =nother on the same day. It
should be noted that the mechunism afforded by the corporastion is an
indispensuable, prereguisite to the establishment of a system of term
setllements.

The more rscent and definite development toward the substi-
tution of tsrm settlements for the present system of daily setilements
may be saiq to have had ite inception in the action of the Americsn
Acceptance Council at its annusl meeting on December 4, 1918. At that
time, following tha observations of the Hon. Péul M. Warburg, chsirman

i
of the Executive Committee andé?mmdttee on Policy an¢ Operstions, in
which the defacts of our present system@ were referred to, the following
resolution was adopted:

"Whereas, The present method of daily stock exchange
settlements, with its dominating snd often unsettling
effect on the call money market, influences advsrsely
the development of a wide and healthy discount market
in the United States;

"Resolved, That the Chairmsn of the Executive Commit~
tee be suthorized to appoint & committee consisting
of members of the Executive Committee and other indi-

viduals to study the advisability, ways and means of

Federal Reserve Bank of St. Louis
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modifying the present system of setilements on

the New York Stock Exchange and substituting there-
for some system of periodicsal settlement,with power
to take such steps as may seem advisable in the csse."

A copy of the annual report of the American Accejtance Council
is appended hereto as Exhibit 5, in which the resolution appears on pﬁge
5, and the rsport of the chairman of the Executive Committee zbove re-
forred to appears on pages 16 to 27, inclusive.

The c&mmittegié§;provided for was appointed znd &k held two
extended conferences in which the problem was fully discussed, both from
ths point of view of the banks and of the Stock Exchange. For illustra-
tion of the subject matter of the discussion there is attached hereto as
Exhibit 6 a detailed report compile@ by one of the members of the com-
mittse, Nr, Samuél F. Streit, chairman of the Committee on Clearing House
of the Stock Exchange, describing the term settlement operations in London
and on the European continent, which presently will be published by the

{;u‘ "'}/’l,.wk.«,.) - treee t«%’ﬂ ",-'I,

Americzn Acceptance Council. &ois ]hrough its courtesy thet an =dvance
copy of #trat report is.azsdleble.haers. There are also attached, as Exhibits
7 and 8 respectively, two other publications of the American Acceptance
Couucil, "Acceptance Corporations,® by F. Abbott Goodhus, vice president

of the First National Bank of Boston, Mass., snd "The Acceptance ss the

Basis of the American Discount Market," by John E. Rovensky, vice presidant

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



Reproduced from the Unclassified / Declassified Holdings of the National Archives

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

; DECLASSIFIED ;
AmaoEQI0SOL

-20-
of the National Bank of Commerce, New York, in which on pages 14 and 22
respectively, the necessity for term settlements as a means of relieving-
the call money market from the necessities of the securities market and as
g precedent to a broad and stable discount market is discussad.

The members of the committee have unanimously expres:ed the
opinion that the adoption of a term settlement by the Stock Exchange would
offer advantages in that it would eliminate duplication of the handling of
securities and in payments. The committee holds, however, that, inasmuch
as the adoption of = term settlement by the Exchznge would involve changes
of great importance, both to banks end to membsrs of the Exchange, it will
require the most careful stucdy of the subject by the commities, and in any
case the term settlement csnnot be put into operstion until the new system
of daily Stock Exchange ssttlements through the Stock Clesring Corporation
sbove referred to, has been perfectedland jh practical operation for ¢

reasonable tims.

Federal Reserve Bank of St. Louis
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TXHIBIT 1: Showing Stasdeeics from a Reliable Source, the High, Low and iverage

Rates for Call Xoney on the Stock Fxchanze, Arransed by Weeks durin: the Years,

1906 to 1919:

)
S
<
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SUHIBIT 2:  snowing the Pates for Commercial 2aper in lew York by .emks for the

sive-Year “uriod from ]366—4e-buli:

\;}

te

e
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LAHIBIT 3: Jeneral Dlescription of the Stock Clearing Corporation of New York:
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EXHIBIT 4: Peport of Mr, Samuel 7. 3trait, Chairman of the Committee on Clearing

| 41 l At . on and

ship of the Hon, “aul i, iarbury, winich is consiuerins the question 0i the inlusurd=

af
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EXHIBITS 5, 6, and 7:
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"XHIBIT 5: Annual report of the American Acceptance Council,

December %, 1919, report of chairman of the Txecutive Committee,
recomnending term settlements, pa:es 16 to 27 inclusive; resolu-
tion authorizing tne appointment of committee to study advisapili-
ty, ways and means of modifying the present system of settlements,

ete., and statement of the pursonnel of the committee uvnnointed,

AN
{_/vf\-" 3

A
/ R
DAL 5.

vZHIBIT 6: Pampnlet entitled "Acceptance Corporations”, snowing on
Page 14 the necessity for term settleuents as a prece.ent 10 a suc-
ceasul ulscount market.

EXHIBIT 7: Pamphlet entitled "The Acceptance as the Ba?is of the
Ameriecan IDiscount Market," discussing on Page 22 the necessity for

term settlements as a precedent to a successful discount mirket .,

£ e et b
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20 Dlates DHenate,

OMMITTGE ON FIVE CIVILIZED TRIBES OF INDIANS.

January 27,

7
4

/,

kon. W, P, .. Larding,

Jovarnor,

Federal -leserve joard,

washington, D, C,

\iy dear Jovornor Harcding:
Your ietter of the 2Z4th instant

.s received in tne absence of Jena-

tor Ywen ani will be brought to his

attention upon his return to

vash-

ington.

Yours very; traly,
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pom nwuom mde mmm.
It desa not aprear that wmbder bdznks in
the City of Bow To -k have uny uontm over tte goverrmmnt

of the stook exchanges, and as you know i mithar e

Podarul Besorve Bonrd nor the Fedsral 7va Dank has
my Joriaitiction in tho mutten Noles recursi Wy in-
vostment sacuritism of any Xl are deligidles for 2is-
soant »8 & Pedarsl Hescrve Lunky axeaph fhoss secured
¥y notes and donds of %s United ubea, The lawe of
New York ahiich fix the logal rite of irtors:8 in that
stute at 8F, and fmvose 2 moat rigid penslty for
violation, Wy nroviding for ®:s forfelt-ms of hoth the
einein:]l ond intarest, mln an emseption of demund notes
of $58,000 or mowe,did :re secored by oollatersl, and
imross nc limitation whatever upon vaper of This clase.
e Revisnd 32 Lutes of tha United Mabes
anthorise a nations]l dank to dh:rge rutes of interest
vemsitied My the laws of t%ha oiste in +vhich 1t s

domiolled,

I dhall be 3lad S0 diaouss the question of
4 soomrh rates ot e Fedarel Reserve Daxlks with you at
any $ime whick may B mmtuslly conwenient.

Yory truly yours,

Govornor,

Federal Reserve Bank of St. Louis
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L. OWEN, OKLAHONA,
/7 GHAIRMAN.
//
WYlnifed Dlates Denafe,
N ) L COMMITTRE ON FIVE CIVILIZED TRIBES OF INDIANS.
R January 17, 1920
‘RECEIVED™
JAN 191920

, -'._-Q!'lq‘,op
HE COVEHNQH
——— g

iion. ¥, P. G. Harding, Jovernor,
Federal Reserve Board, ¥Washington.
My dear Governor Harding:

My attention has been called to the gradual raise of the in-
terest rates through the Federal Reserfe Hoard,

[ agree that the speculative spirit on the stock Exchange has

¢ been going too far but a rule could be imposed requiring the banks

to demand a larger amount of collateral and check the speculative
fever there.

¥hen the rate is raised by ithe Federal Heserve banks it has
the effect of raising the rate on every commercial transaction in
the country, which I think is very much against the interests of
the producing element of the Nation. [ think the jumping of the
rates backward and forward by the banks on call loans is merely
a mechanism by which the weak speculative element is separated
from its money and I very urgently protest against this practice
and appeal to the Board to put a stop to high rates on these call
loans.

The 3tock Exchange ought to be required to have bi-weekly
settlements as in London and have a fixed rate of interest that

//,,n——w\\should only vary through reasonable margins and without violencs.

Yours respechfully,
LY/ N

——
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Copyl November 17, 1919.
X-1727

My dear Senator:

Receipt is acknowledged of your letter of the lith instant.

The Federal Reserve Act is intended for the benefit of commerce
and industry and rot for the stimulation of the investment market or of
speculative movements. The short title of the Act rcads, as follows:
"in Act To provide for the esteblishment of Federal Reserve Banks,
to furnish an elastic currency, to afford means of rediscounting
commevcial paper, to establish a more effective supervision of beank-
ing in the United States, and for other purposes.” Section 13 of
the Act provides in part that Federal Reserve Banks may discount
notes, drafts, and bills of exchange arising out of actual commercial
trensactions; that is, notes,drafts, and bills of exchange issued
or drawn for agricultural, industriazl, or commercial purposes, or the
proceeds of which have been used, or are to be used, for such purposes.
It provides further that nothing contained in the Act shall be con-
strued to prohibit such notes, drafts, and bills of exchange, gsecured
by staple agricultural products, or other goods, wares, or merchandise
from being eligible for such discount; "but such defirition shall not
include notes, drafts, or bills covering werely investments or issved
or drawn for the purpose of carrying or trading in stocks, bonds, or
other investment securities, except bonds and notes of the Government
of the United States". '

The Board has repeatedly called attention to the fact that resources
obtained from the Federal Reserve Banks should not be used for specula-
tive purposes, and at various times when there has been tmusual specula-
tive activity it has issued public warnings as to the bad effect of
such activities upon the banking situation. The first warning of this
kind was issued as long ago as Uctober, 1915, and the warning has been
repeated on several occasions since that date when conaitions made it
necessary.

Un June 10, 1919, the Board made public a letter, which it had
addressed to all Federal Reserve Agents, reading as follows:

"The Federal Reserve Boara is concerned over the existing
tendency towards excessive speculation, and while ordinarily
this could be correctea by an auvance in discount rates at the
Federal Reserve Banks, it is not practicable to apply this check
at this time because of Govermment financing., 3By far the larger
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part of the invested assets of Federal Reserve Banks consists of
paper secured by Government obligations, and the Board is anxious
to get some information on which it cen form an ¢stimate as to
the extent of member bank borrowings on Govermment collateral made
for purposes other than for carrying customers who have pu?chased
Liverty Bonds on account, or other than for purely commercial

purposes.”

This letter was sent out for the purpose of ascertaining to what extent
Government obligations were being used to secure loans from Federa} Reserve
Banks for other than commercial purposes or for carrying subscriptions.

In its monthly publication, the Federal Reserve Bulletin, the Board
has called attention repeatedly since that date to the dangerous specula-
tive tendencies which have been prevalent, .

In a printed statement during the sumer, the Board made the specific
announcement that it would not sanction any policy which would require the
Federal Reserve Banks to withhold crediis demanded by cormerce ana inaustry
for the .rrocesses of production and distribution in order to0 enable member
banks to furnish cheap money for speculative purposes.

In ordinary circumstances and normal times one check would have been
to advance discount rates, but owing to the fact that the Govermment has
sold over twenty-one billion dollars of Liberty Bonds and Victory Notes,
many of which securities have been sold to persons who were unable to pay
for them in full but were obliged to pay for them in instalments out of
savings or accrued incomes, it was felt that an advance in the discount rate
on notes secured by Government obligations sbhould, so far as possible, be
avoided.

The spsculative movement continued; its demands on the banks for
credit coming on top of conmercial requirements, of the seasonal crop moving
demard, and of demands arising out of the unusual congestion of eaport
coroaities at ports cuiiy o0 tuc wcl ys in truinspourtatiovn. As a conse-
quence of. these conuivicas, tus rescrves of tie Feuersl Pescrve Banss ovesan
to decline, and those of the Feder:l Reserve Bank of New York, in particu-
lar, dropped to such an extent tuat the Boaru, about two we:ks agu, apnroved
an increase in discount retes of thai institution averaging about one-ualf
of one per cent, All otner Feueral Rescrve Banks, shortly afterwarus,
esirressed the desire to put inco effect a similar advance in their rates,
wiiich tue Boara aprroved,

The Federal Reserve Banw of New Yorx, on Novencer 2nd, the date on
which tne advance in its rates was maue public, issued the following state-
rent supplementing the repeatea warniigs of the Board:

"The reason for the advance in rates ennounced today by the
Feaeral Reserve Bans of New York is the evidence tnat some part
of tiie great volwe of credit, resulting from both Governuent
and private borrowing, waich war finance requirea, zs it is released
froz tine to time from vovernrent nceds, is oveing divertea to
speculative employment ratuer than to reduction of tans loaus,
£s the toval volume of tae Governnent's loans is now in course
of reductiun correszonding reductions in bau. loans and depusits
should be meae in order to insure an urderly return of normal
credit conditions.” :

“owwithstanaing tuis nutice, activities on the exchauges coutinuea
ana ise reserves of the Feuer:l Reserve Baux still declinea. Uuring vhe
Jeex enuing bovember Uik che Feueral Reserve Buara sola co other Feaer.l
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Reserve Baniks ninety million dollars of acceptances for account of the
Federal Reserve Bunk of New York, but in spite of this action the reserves
of the New York benk fell to forty per cent. In these circumstances, in
order to prevent further expansion, it became necessary to call the
attention of the large rediscounting bansgs to the situation.

The high rates for call money which have prevailed continuously for
the past two wecks and intermittently for several menths past, were in
themselves very clear indication of the strained position into which the
unbridled speculation had thrown the stock market and rendered a readjust-
rent inevitable unless the resources of the Federal Reserve Banks were to
be indirectly drawn upon for stock market purposes. The public has had ample
notice of the Board's policy.

You are so familiar with the Federal Reserve Act that it is hardly
necessary to call your attention to that peragraph of Section 4, which treats
of the duties of the board of directors of a Federal Reserve Bank and which
provides that "Said board shall administer the affairs of said bank fairly
and impartially and without discrimination in favor of or against any
member bank or banks and shall, subject to the provision of law and the
orders of the Federal Reserve Board, extend to each member bank such dis-
counts, advancements and accommodations as may be safely and reasonably made
with due regard for the claims and demands of other member banks". This
would, of course, afford means for a strict rationing of credits should
such an extreme course ever become necessary. It is interesting to note
that there no longer exists in the mind of the public or in fact a connecticn
between call money rates and the commercial paper markey, and it must be
gratifying to all those interested in sound banking methods that the events
of the past week have had no effect upon the market for commercial paper .«

Very truly yvurs,

Governor.

Hon. R.L. Gwen,
United States Senate.
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