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August 19, 195L.
TO Discount Rate Committee Subject: Volume of Borrowing vs.

FROM Mr. Riefler Profitability of Borrowing

To what extent do member banks resort more freely to borrow-
ing at the Federal Reserve Banks as the level of rates in the money
market in relation to the discount rate makes it more profitable tc do
so? This is a central question for discount rate policy. That some
banks do borrow frankly for profit when market rates of interest rise
above the borrowing rate is established by the administrative experience
of the Federal Reserve Banks' discounting activities. They have had, on
occasion, to admonish member banks where the practice was flagrant and
to indicate their desire that outstanding discounts be repaid. That
other member banks refrain from borrowing from the Reserve Banks even
when market rates make such borrowing highly profitable is also demon-
strated by the administrative experience of the Federal Reserve Banks.
A large nurber of mcmber banks never borrow at the Reserve Banks at
all and a further number, who do borrow, are clearly apprehensive of
indebtedness to the Reserve Banks and repay their borrowing quickly,
irrespective of the profitability of maintaining that borrowing.

The problem, therefore, is not one of establishing whether or not
mémber banks ever borrow for profit or whether or not member banks

‘are exclusively motivated by a desire to remain out of debt. The
problem, rather, is to come to a judgment on which of these motivations
has been preponderant wnder conditions such as prevailed in the 1920's
and conditions prevailing since the accord.

I devoted a great deal of effort to an analysis of this problem
in the 1920's and came to the considered conclusion at that time that a
desire to avoid large or continuous indebtedness had been the preponderant
motivation of member banks. To the extent this was true, market rates of
interest tended to rise when the necessity for borrowing increased.
Correspondingly, they tended to fall when the necessity for borrowing de-
creased. It was this relationship, furthermore, that made open market
operations effective as an instrument of System policy. At the same time,
the evidence seemed to indicate that profitability of borrowing, though
not a preponderant factor as a motivating force, was sufficiently
operative to moderate fluctuations in open market rates of interest, and
to cause these rates, except in periods of extreme ease or extreme tight-
ness, to form themselves around the discount rate. Under these conditions,
changes in discount rates were extremely important as a means of establish~
ing a general level around which market rates of interest fluctuated.
They also acted as a sort of discipline that maintained an attitude among
member banks where borrowing would be used for short adjustments but con-
tinuous or heavy borrowing was aveided.
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These conclusions were based both on the behaviour of market
rates of interest, in that they showed in their movements a
much closer correlation with the volume of borrowing than with fluc-
tuations in discount rates, and also on an analysis of the basic reasons
for changes in the volume of borrowing as revealed in the elements
analysis of factors responsible for the demand for Reserve Bank credit.
As a matter of faect, the elements analysis as a precise inclusive com=
putation was worked out initially to see what light it could throw on
this problem,

Karl Bopp, in his paper on the "Role of the Discount Rate",
presented to the Conference of Presidents of the Federal Reserve Banks
on June 21, 195k, has put forth certain fundamental modifications of
these conclusions. While not denying directly the relationship of the
elements analysis to fluctuations in member bank borrowing, he comes to
the conclusion, nevertheless, that the volume of member bank borrowing
has been more largely affected by the profitability of borrowing than
my analysis would have shown, and that "Vithin .... (a) limit of perhaps
several billion dollars .... the general level of borrowing is closely
related to the spreads between the discount rate and market rates." The
only concrete evidence adduced to support these conclusions is summarized
in two charts, one covering the veriod 1919-1930, the other covering the
period 1952-54. Both charts present data on fluctuations (1) in discount
rates, (2) in rates in the most sensitive open market, and (3) in the
velume of member bank borrowing. Both charts, also, contain a line
-showing the difference, positive or negative, between the discount rate
at New York and the most sensitive open market rate. This line is used
as a measure of the profitability or lack of profitability of borrowing
at the Reserve Bank. There is a high degree of visual correlation be-
tween this line and changes in the volume of borrowing, and it is on
the basis of this visual correlation that the conclusion is reached that
"the general level of borrowing is closely related to the spreads be-
tween the discount rate and market rate. This is the experience of
the 1920's; it was confirmed in 1952-53. Borrowing increases when the
discount rate is relatively low and decreases when it is relatively
high in the structure of rates.'" These chart relationships also fur-
nish the evidence for the conclusion that "It would appear, therefore,
that the (discount) rate is an effective means of regulating total
volume of borrowing." The conclusions, therefore, rest on the thesis
portrayed in the charts that the relationship between the profitability
of borrowing and the volume of borrowing is a causal relationship in
which changes in the profitability of borrowing are the predominant
causal factor in the changes in the volume of member bank borrowing.

This is directly contrary to findings which I have set forth
and I would like to raise sharp issue with them. I would challenge these
conclusions on two grounds. First, as a matter of analysis, I do not be-
lieve that a situation in which member bank borrowing was motivated solely

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



Reproduced from the Unclassified / Declassified Holdings of the National Archives

-3 -

or primarily by profitability would lead to a situation where changes in
the profitability of borrowing was reflected proportionately in changes
in the volume of borrowing. I think the striking correlation shown on
the chart between profitability of borrowing to lend in the most sensi-
tive open market and the actual volume of borrowing proves conclusively
the opposite, namely, that member banks were not primarily or pre-
ponderantly motivated by profitability of borrowing in most of the years
shown on the chart, particularly "within a range of perhaps several
billion dollars." If they had been so motivated, the striking month~to-
month correlation shown on the charts would not exist.

It is very important to be clear about the kinds of causal
relationships that can be deduced from statistical correlations. The
history of statistical and economic analyses is well sprinkled with
"spurious" and "reverse" causal findings. In the case in point, i.e.,
a comparison of fluctuations in market rates of interest with fluc-
tuations in member bank borrowing and in discount rates, the correct
relationships are as follows:

A, The more merber bank borrowing is motivated by
profit considerations and the less by a desire to avoid
indebtedness, the more closely will fluctuations in market
rates of interest correlate with the changes in the dis-
count rate and the less closely will they fluctuate with
changes in the volume of member bank borrowing.

B. The more member bank borrowing is responsive to
the desire to avoid a situation of indebtedness, the more
closely will fluctuations in market rates of interest
correlate with fluctuations in member bank borrowing and
the less closely will they fluctunate with changes in dis-
count rates,

These are the principles from which the relevant charts must
be read,hoth those I have presented and those presented in the paper
"The Role of the Discount Rate"., The reasoning leading to this con-
clusion is quite simple. If member banks, within a range of several
billions of dollars, borrowed when (and because) it was profitable to
do so and repaid their borrowing when (and because) it became unprofit-
able to do so, they would borrow and lend in the most sensitive open
market as soon as the rate of return in that market rose to a sufficient
level above the discount rate to make the transaction profitable after
administrative costs. They would continue to borrow as long as that
margin persisted and they would retire from that market and pay off their
borrowving as soon as the excess reserves accruing to the market from that
borrowing put sufficient competitive funds into the market to drop the
most sensitive open market rate below the margin of profitability. The
result would be that the most sensitive market rate would tend to rise to
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a certain margin above the discount rate and then tend to stabilize there
as long as the factors in the elements analysis indicated a demand for
borrowed funds at the Reserve Banks. A close month-to-month correlation
would not be expected between fluctuations in profitability of borrowing
and fluctuations in the volume of borrowing under these conditions.

The correctn.ss of this conclusion is proved, in fact, by one
of the very charts presented in the paper to prove the opposite. There
is one year shown on the chart when there was no correlation between
profitability and volume of borrowing. In fact, the relationship was
strikingly inverse. I refer to the year 1920, At that time, profit-
ability decreased sharply throughout the year while the volume of borrow-
ing increased sharply. In 1919, also, the correlation was poor. e
know from history that those were the years when, because of relation-
ships built up to promete war financing, the commercial bank tradition
against being in debt to the Reserve Banks was weakest. Those were the
years in which commercial banks were most willing to borrow to make a
profit. I would not for a moment contend that the whole or any large
part of the striking increase in actual borrowing in 1919 and 1920 shown
on the chart represented a response to this profit motive. We know from
the elements analysis that this is not the case and that gold outflows and
demands for currency account primarily for the increase in borrowing. I
would contend, however, that a very small increment of profit-motive
borrowing from the Reserve Banks is sufficient to reduce market rates of
interest to a relatively small margin above the discount rate, and that
when profitability as a motive for borrowing is present in appreciable
degree a correlation between fluctuations in the profitability and fluc-
tuations in the volume of borrowing becomes conceptionally impossible.
Certainly such correlations could not exist if profit-motivated borrowing
remotely approached ranges of one billion dollars, to say nothing of
several billion dollars.

This leads to my second grounds for guestioning the findings of
this papere. I feel an analysis resting on a simple demonstration of a
correlation between profitability of borrowing and the volume of borrow-
ing is incomplete. We have also at our disposal, as a tool that will
help in understanding these relationships, the elements analysis which
permits us to "account" exactly for each dollar of member bank borrowing.
e know in what proportions that dollar, if it was made available to the
market through bhorrowing, served, for example, (1) to permit gold or
currency to flow out, (2) to permit an increase in required or excess
reserves, or in Treasury or foreign balances, etc., and (3) to replace
a dollar withdrawn through open market operations. Similarly, a dollar
of member bank borrowing repaid to the Federal Reserve Banks can be pro-
vortioned through the elements analysis to concurrent movements in gold,
currency, reserves, excess reserves, ITreasury and foreign balances, etc.,
and open market operations.
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The availability of this additional tool should help us to
evaluate the line of causation between borrowing, the profitability of
money rates in the money market and gold and currency movements, open
market operations and other factors in the demand for borrowing. We
have, as a starting point, the two charts presented in the paper "Role
of the Discount Rate." These charts show a fairly close relationship
between fluctuations in the volume of member bank borrowing and fluc-~
tuations in the difference, plus or minus, between the discount rate,
i.es, the member bank borrowing rate, and the most sensitive rate in
the open market.,

In the chart covering the 1920's, where profitability is
measured as the difference between the New York Bank's discount rate and
the widely fluctuating call loan rate, the scale of the chart has been so
dravn that a change of 1 per cent plus or minus in the margin between the
call loan rate and the discount rate is related roughly to a comparable
change of 100 million dollars in the volume of member bank borrowing. In
the chart covering the years 1952-5L, where profitability is measured as
the difference between the New York Reserve Bank's discount rate and the
more stable rate (as compared with the call loan rate in the 1920ts) on
Treasury bills, the scale of the chart has been so drawn that a change of
-1 per cent plus or minus in the margin between the Treasury bill rate and
the discount rate is related roughly to a comparable change of one billion
dollars in member bank borrowing.

Now, we have here a demonstrated and consistent (except for 1919
and 1920) relationship, on the one hand, between the volume of borrowing
and the profitability of borrowing, and, on the other hand, we have in the
elements analysis a consistent and completely invariant relationship between
changes in the volume of borrowing and changes in the other factors in the
element analysis, i.e., open market operations, gold movements, currency
movements, changes in the volume of required and excess reserves, etc, It
follows as an algebraic necessity that, as shown below, we can combine
these two relationships into one statement, and in the process cancel out
the common term, i.e., changes in the volume of borrowing and thus relate
directly, for purposes of causal analysis, changes in profitability of
borrowing to changes in the factors for reserve funds other than member
bank borrowing.

Let a = changes in member bank borrowing in any
given period,
b = changes in the profitability of borrowing

at the Reserve Banks in the same given period,

and ¢ = the net sum of concurrent changes in factors
in the demand for Reserve Bank credit other
than changes in member bank borrowing.
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Now since a = b (roughly) according to the charts pre-
sented in "Role of the Discount Rate",

and a = ¢ (by definition) since the elements
analysis is carried through to a com-

pletely balanced accounting concept,

it follows that b = ¢, if the analysis presented in the paper is
valid.

In my view, this logical and algebraic necessity affords the
acid test of the thesis presented in "Role of the Discount Rate.® It
means that if a 1 per cent change in profitability of member bank borrow-
ing in the 1920ts, as defined by the chart, was directly related sta-
tistically to a 100 million dollar change in member bank borrowing, then
the same 1 per cent change in such profitability was equally directly re-
lated to a 100 million dollar change in the factors in the elements
analysis other than member bank borrowing. If, for example, all of these
other factors in a given period had remained unchanged excspt the one
factor, open market operations, then a change in that one factor in such
a way as to add 100 miilion dollars to the open market portfolio would
In the 1920's be direcily related to the concurrent decrease in the
profitability of borrowing of 1 per cent. Similarly in the period since
the accord, it means that if an increase of 1 billion doilars in the open
market portfolio was directly related statistically to the concurrent de-
crease of one billicn dollars in menber bank borrowing, then the same in-
crease of one billion dollars in the open market portfolio was directly
related to a decrease of 1 per cent in the profitability of borrowing.
These relationships follow inexorably from the logic of the charts pre-
sented in "Role of the Discount Rate", from the scales used in those charts,
and from the way in which the charts are cited to provide evidence for the
conclusion that "Within .... (the) limit of perhaps several billion dollars,
eses the general level of borrowing is closely reiated to the spreads be-~
tween the discount rate and market rates. This is the experience of the
1920's; it was confirmed in 1952-53. Borrowing increzses when the dis-
count rate is relatively low, and decreases when it is relatively high in
the structure of rates.”

While the relationships portrayed on the chart are purely
associative, that is, a relationship of correlation is shown between
changes in profitability and changes in borrowing with (so far as the
chart is concerned) no indication of causality, the quotation cited
clearly indicates that in the author's view the causality runs from
profitability to changes in the volume of borrowing, i.e., that member
banks in the aggregate borrow more not only when but because it is
profitable to do so and reduce their borrowing not only when but hecause
it becomes unprofitable. No other logic would be consistent with the
reference to several billion dollars as the frame within which the re-
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lationship was true or to the final conclusion that "It would appear,
therefore, that the rate is an effective means of regulating total
volume of borrowing."

If that logic is correct, namely, that changes in the profit-
ability of borrowing have directly and preponderantly caused changes in
the volume of borrowing both in the 1920's and in 1952-BL, it follows,
according to the arithmetic of the elements analysis, that an addition
to the open market portfolio of $100 in the 1920's that permitted member
banks to reduce their borrowing by 100 million dellars would have been
caused by a decrease of 1 per cent in the profitability of borrowing to
lend on call loans, and that an increase in the open market portfolio in
1952-5l that permitted member banks to pay off a billion dollars of
borrowing would have been caused by a decrease of 1 per cent in the profit-
ability of borrowing by member banks to buy Treasury bills.

Now, changes in the open market portfolio are initiated by the
Federal Reserve Systen, not by the market. There have been large purchases
and sales ¢f secnurities by the Federal Open llarket Account during the years
covered by the chart. The decisions to make those purchases and sales have
been arrived at after full discussion in duly recorded minutes of the Fed-
eral Open Market Committee. I have not checked the minutes through but I
doubt whether any purchases have ever been made because the profitability
of borrowing had decreased or any sales had been made because the profit~
ability of borrowing had increased. Strange things happened during the
period of the pegs, but even these purchases and sales were not so moti-
vated. In the years covered by the chart, which do not include the years
of pegring, purchases and sales of Open Market Committee were predominantly
motivated by a desire to decrease or increase the necessity to borrow at
the Reserve Banks. In carrying out these decisions, the profitability of
borrowing was inevitably affected. That is the direction in which the
causation runs. It does not run in the other direction as is indicated by
the use made of the charts in the paper. Profitability did not first de-
crease because of discount rate action or extraneous market conditions,
nember banks did not then pay off their discounts because profitability
had decreased, and the Federal Open Market Committee did not subsequently
meet and decide to buy securities to provide funds to merber banks to pay
off borrowing that had already been repaid. On the other hand, purchases
and sales were made in the full knowledge that they would have noticeable
effects upen (a) the volume of member bank borrowing, (b) the level of
rates in the money market, and (c¢) on the margin between those rates and
the discount rate,

This point can perhaps be made concrete by analyzing the figures
and correlations shown on the chart presented in "Role of the Discount
Rate" over the period April 1953 to June 195h. In April 1953, with a dis-
count rate of 2 per cent, the average market yield on 90-day Treasury bills
was 2.19 per cent, having a margin of profitability of .19 per cent. In
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June 1954, with a discount rate of 1-1/2 per cent, the average market
vield on Treasury bills was .6l per cent, having a negative margin of
profitability of «86. The shift in profitability between the two dates,
therefore, was 1,05 per cent. Correspondingly, borrowings at the Reserve
Banks in April 1953 average 1,18L millions of dollars, and in June 195k,
166 millions of dollars, a decrease of 1,018 millions of dollars. The
question at issue is whether the decrease of 1.05 per cent in the profit-
ability of borrowing caused member banks, as suggested by the paper, to
pay off over 1 billion dollars since holding of Treasury bills on borrowed
money was no longer profitable, or conversely, whether the decrease in
profitability reflected huge accessions of reserve funds put into the
money market by the Federal Reserve System, accessions which permitted
member banks to pay off their borrowing and also had an effect on Treasury
bill rates. The elements analysis shown in the table can supply a clue to
the answer. The table shows that demands on the market

Changes in Member Bank Reserves
and Related Items
April 1953-=June 1954

(millions of dollars)

Factors adding Factors absorbing
to funds in market funds from market
1. Increase in F. R. 1. Decrease in F. R. dis~
holdings of U. S. counts and advances 1,018
securities outright 1,154

2. Decrease in gold stock 635
2+« Decrease in member
barikk reserve balances 337 3. Increase in money in
circulation ™h
3. All other factors net 236

Total 1,727 Total 1,727

during the period as a whole were limited to a withdrawal of 635 millions

of gold by foreign interests and an increase of 74 million in money in
circulation. Against this, funds were supplied by aggressive purchases of
U. S. securities in the open market by the Federal Open Market Account,
amounting to 1,154 millions of dollars and by a huge cut in reserve require-
ments which permitted member banks to build up their excess reserves and
still reduce their aggregate balances by 337 millions. The effect of all
other factors was an additional supply to the market of 236 millions of
dollars. It is exceedingly difficult, if not impossible, to envisage a

line of reasoning by which a decrease in the profitability of borrowing
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caused member banks in this period to reduce their discounts by 1,018
millions of dollars. Yet the correlation over this period between the
drop in profitability of borrowing and the drop in the volume of borrow-
ing is one of the major and most striking correlations shown on the
chart, It is not difficult at all, on the other hand, to go over the
debates within the Federal Reserve Board and the Federal Open Market Com-
mittee and find the considerations which led them to reduce reserve re-
quirements and purchase securities aggressively in the open market in
full knowledge and expectation that their actions would supply member
banks with funds to pay off their borrowing and that lower money rates
in the market and a decline in the margin between those rates and the
discount rate would ensue.

Conclusions

1., Historically, when the Federal Reserve System was not
pegging the Government securities market, there has been a close re-
lation between fluctuations in the volume of borrowing and fluctuations
of money rates in the open market. This was true of the period 1921-
1930 and has been true since the acccrd.

2. Since money rates in the open market have fluctuated over
a wider range than discount rates, there has necessarily been a similar
but less close relation between fluctuations in member bank borrowing
and in the estimated profitability of borrowing as measured by the
difference plus or minus between open market money rates and discount
rates,

3. These relationships have been closest when member banks
predominantly observed the tradition against continuous indebtedness and
resorted to the discount privilege primarily for temporary accommodation
pending other portfolio adjustments. The relationships have been loosest
or nonexistent in those periods, such as 1919 and 1920, when an appre-
ciable proportion of member banks have shown a disposition to resort freely
to the discount window of the Reserve Banks either to make a profit or to
defer or avoid other adjusiments in their operations.

e It is logically permissible to cite these relationships be-
tween fluctuations in the volume of borrowing and in open market money
rates as valid statistical evidence of the predominant attitude of member
banks toward the discount privilege. So long as that attitude is against
borrowing for profit, it is also permissible to cite these relationships
as evidence that factors which supply or absorb reserve funds, particularly
factors representing instruments of Federal Reserve System policy, such as
open market operations and changes in reserve requirements, can and do
affect money rates in the money market roughly in proportion to their
effect on the borrowing of member banks.
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5. It is not logically permissible to draw from these re-
lztionships the conclusion that within a limit of several billions of
dollars the general level of member bank borrowing has been related in
a causal sense (except in 1919-1920) to spreads between market levels
of interest rates and discount rates. Before making any such deduction,
with cause running from the profitability of borrowing to changes in the
volume of borrowing, the latter changes would, at the least, first have
to be corrected for funds put into or taken out of the market through
open market operations or other factors outside the control of member
banks. In other words, the day-to-day correlation to test the effect of
profitability on borrowing or the volume of borrowing would probably have
to be run in terms of excess reserves, or possibly, also, in terms of
changes in required reserves. I feel that it would be extremely difficult
to isolate valid correlations,

6+ A close examination of the historical evidence suggests
that some member bank borrowing is affected by profitability. "then this
has happened on a wide scale as in 1919-1920, the simple statistical
correlation between volume of borrowing and profitability disappears.
Then it occurs on a smaller scale, the correlation, while it does not dis-
_appear, is weakened. In either case, historically, the volume so affected
has never ranged over billions of dollars. The effective range is probably
in the tens or 50 millions of dollars. Any amounts, even in the hundred
million dollar range, would flood the open market with sufficient reserve
funds to remove the element of profitability.

7. So long as member banks predominantly observe the tradition
against large or continuous indebtedness, it will be difficult, if not
impossible, to isolate statistically the influence of the discount rate on
the volume of borrowing. That volume is determined primarily by factors
not subject to control by the member banks. As noted above, such fluc-
tuations in borrowing as result from changes in profitability are likely
to be too small in relation to concurrent fluctuvations caused by changes
in float, open market operations, etc., to be isolated and detected.

8. These conclusions do not mean that the discount rate is un-
important, that it does not affect the willingness of member banks to
borrow, or that it cannot affect the level of money rates in the market.
Clearly, it can and does, bul that importance and effectiveness is not
measurable by a comparison of spreads between discount rates and rates in
the market with the volume of borrowing. ™hen Federal Reserve policy
actions have established a situation where the market as a whole must come
to the Federal Reserve to borrow funds in appreciable volume to maintain
required reserves, open market rates will, of course, be above the discount
rate, and if the discount rate is raised above the market rates, those market
rates will have to rise further. This will happen because most banks will
try to avoid borrowing to make even temporary adjustments at a penalty rate,
The consequences of these attempts to avoid borrowing at a penalty rate will
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raise market rates to a point where the penalty disappears. American
experience has shown that it is impossible to have a penalty discount
rate when the market is under pressure.

9. Profitability of borrowing has a direct relation to the
volume of borrowing in one very important sense, namely, that little or
no borrowing will take place at a penaity rate. t is always possible,
of course, to establish a rate that can formally be described as a penally
rate by keeping the market so supplied with excess reserves through open
market operations that no borrowing is necessary. It is a very different
proposition to attempt to establish a discount rate that appears formally
as a penalty rate, i.e., a discount rate higher than the bill rate, under
circumstances where the Federal Keserve System desires to bring pressure
against overexpansion by requiring member banks to obtain reserve funds
through the discount window. In this case, the fact that member banks
will go to great lengths to adjust their reserve positions, as for example
through sales of securities, rather than borrow at a penalty rate, will
set in motion the forces that cause market rates of interest to rise to
such a point above the discount rate that the penalty disappears and
borrowing appears profitable. Since different banks have different degrees
of profitability at which they will undertake to adjust their reserve
positions through borrowing rather than by other means, rates in the money
market must rise, when the factors in the elements analysis require that
some banks borrow, to the point where the margin of profitability was
sufficient to induce the marginal member bank to borrow enough funds from
the Federal Reserve Bank to bring balance in the slements analysis.
Understood in this sense, profitability is not really a cause of borrowing,
it is rather a necessary condition that must be established by rising
interest rates in the market to induce the volume of borrowing that is
necessary to clear the market, Understood in this sense, aiso, it becomes
clear why a penalty rate could not be established and maintained under
conditions where reserve policy was actively directed at restraint.

10« Under certain rigid assumptions as to the distribution of
the schedule of the willingness or aversion felt by member banks toward
borrowing at different degrees of profitability, it might be theoretically
possible to find a correlation similar to that shown on the charts between
the volume of borrowing and the profitability of vorrowing. It would have
to differ from the relationships shown on the charts, however, in one re-
spect, namely, the correlation between changes in the volume of borrowing
and changes in profitability of vorrowing would have to be closer rather
than less close than the correlation between changes in the volume of
borrowing and changes in rates in the open money market. The most important
limiting assumption would be that no important number of member banks borrow
freely because it was profitable to do so. If even a relatively small
number of larger member banks borrowed freely on the appearance of a margin
of profit between the bill rate and the discount rate, that margin would dis-
appear. The correlation, moreover, would tend tec be inverse, i.e., the
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larger the volume of borrowing the smaller the margin of profitability.
Any correlation between money rates or the profitability of borrowing
thus rests essentially on the desire of banks to avoid debt. Perhaps

the essential statistical analysis will become more clear if it is stated
as follows:

(a) If the desire of member banks to avoid indebted-
ness was so strong that they never borrowed under any
circumstances, banks would have to adjust to deficiencies
in reserves by credit contraction sufficient to balance
the elements analysis mainly through reductions in
required reserves, contraction of the currency or the
induceuwent of a gold inflow., Under these circumstances,
money rates in the open market would fluctuate over a
very large range in response, say, to open market
operations, a range much larger than any in the ex~-
perience of the Federal Reserve System.

(b) Since member banks in general have desired to
avoid continuocus indebtedness but have borrowed for
temporary periods pending other adjustments when the
market was deficient in reserves, money rates in the
open market have fluctuated with the volume of borrowing
and have brought about a situation where borrowing appeared
profitable when there was need for it. The ranges of fluc-
tuation of money rates, however, have no%t been extreme.
These developments account for the correlations we have
actually observed between 1921 and 1931 and also in recent
yearse

(¢) If any really appreciable volume of borrowing was
motivated solely by its profitability, fluctuations in money
rates in the open market wowld be very much smaller than
they have been in Federal Reserve experience. They would be
limited for all practical purposes to the range of fluctuation
of the discount rate and in fact would closely approximate
that rate. How close that approximation can be in the highly
sensitive.New York money marlet was proved by the behaviour
of acceptance rates in the 1920's., Acceptances represented
an asset which the member banks and the market could sell to
the Reserve Banks to obtain reserve funds without showing
indebtedness on their balance sheet., They were sold freely
to the Reserve Banks, consequently, whenever it was profitable
to do so. The result was not a statistical correlation be-
tween the volume of acceptances sold to the Reserve Banks
and the margin between the market acceptance rate and the
acceptance buying rate posted by the Reserve Banks but an
almost exact and invariant correlation between rates on
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acceptances in the market and the buying rate on acceptances
posted by the Reserve Banks., “then there were any dis-~
crepancies, investigation would show, I think, that they
reflected unwillingness of the Reserve Bank to buy all bills
offered at the posted rate.

11, The charts corroborate the finding that for the years
shown since 1921, the role of the discount rate predominantly was to
police the tradition against unjustified reliance on the borrowing
privilege. When the System desired to tighten the market, it
customarily did so through sales from its open market portfolio or by
failing to add to its portfolio when reserve funds were in demand.

This threw the burden of obtaining funds on the member banks who were
forced to borrow them at the discount window. The immediate effect was
to tighten the market and also widen the spread between the discount
rate and market rates of interest. When this spread had widened to the
point where the potential profitability of borrowing threatened to
break down "the tradition against undue reliance on borrowing, the System
usually raised discount rates. Market rates also rose in consequence,
with the result that the spread as such was not greatly affected. The
effect of the generally higher level of rates, however, engendered a
conservative financial attitude and a decision on the part of most
bankers to get their houses in order.

12, Changes in the discount rate can, of course, affect the
volume of borrowing to the extent that they affect the demand for cash
balances, either currency or deposits, or attract or repel funds to
other financial centers (via gold movements). These are longer range
effects. They would not be shown in a correlation analysis on a current
hasis. They can be analyzed, however, in accounting for the forces
which cause changes in the elements analysis. If the world was func-
tioning freely under the r0ld standard (not the gold exchange standard),
it would be perfectly possible, theoretically, for changes in discount
rates to affect decisively the profitability of borrowing and through
these repercussions the volume of borrowing. Even so, nowever, the
results of these effects cculd not be tested by the simple linear
correlations used as proof in these charts.
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December 20, 1954

Christmas Verse -— Allan Sproul

Short-term, long-term,

Nearest thing to money,

Treasury bills and arbitrage

And other things -- not funny?
Forget it all this Christmastime,
Dismiss it with a laugh,

Who knows but Scots and Dutchmen
May find a middle path.
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imconber QQ’ lf?ﬂis

Christmas Verse -- Allan Sproul

Shortetarn, long-ters,

Rearest thing t money,

Treasgsury blills and arbitrage

And other thinge - not funny?
Forget it all this Christmastime,
Lismise it with & laugh,

Who knows bat Scote and Imtchmen
day find & middle path.
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DEPARTHENT OF
HeEALT:A, EDUCATION, AND WELFARE

Office of
The Under Secretary

December 21, 195L

Dear Win:

Thank you very much for your letter of
the thirteenth and for sending me your memorandum,
"oroposal to Insure Shares of Credit Unions.t

It was good of you to prepare the material,
and I look forward with interest to reading it.

With best wishes,
Sincerely,
(signed} Nelson

Nelson A. Rockefeller

Mr. Winfield W. Riefler
Assistant to the Chairman
Board of Governors of the
Federal Reserve Systen
Washington, D. C.

Din it rcrmig P pt T Lo Fihee farfey
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December 13, 199k,

The Honorable Nelson A. Rockefellar,

Undar Secretary,

Dupartment of Health, Educstion, and Velfare,
Health, Education, and ¥Welfare Building,
“Washington 25, D. C.

Dear Nelson:

You asked me to prepare a memorandum
expressing my apprehensions about the direction
in which Pederzl credit unions are moving. I
tried to put them down on the enclosed paper.

You understand, of course, that this is complstely

parsonal.
Sincerely yours,
vinfield %. Riefler,
Assistant t0 the Chairman,
gnclosure.

wHiels

g T epine B sz
/’A, WL,, . ,,_;7‘2-“;;,&4 a6
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Docember 13, 195L.

The Honorable Arthur F. Burns,
Chairman,

Council of Feonomic Advisers,
_Executive 0ffice Bullding,
%hington 25’ gi C’& |

Dear Arthur:

Wwhen Nelson Rockefeller asked that I
prepare & nemorandum expressing my apprehenslons
with respect to the direction in which Federal
credit unions were going, you asked that you re-
ceive & copy also, I have just sent the enclosed
memorandum to Mr. Rockefeller. You understand,
of course, that this is purely personsl.

Very sincerely yours,

Winfield ¥, Rlefler,
Assistant to the Chairman,

Enclosure.
%iltole

. )
File ot BT e ) v 17
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Proposal to Insure Shares of Credit Unions
winfield W. Riefler

The Government of the United Blates puts its gensral credit
at the disposal of the managers of an orgenisation when it guarantees
the paper which that organisation issuss to obtalin funds for ite
operetions. BSuch paper is no longer subject to risk, Its purchasers
09 longer noed be gonomrned with what is being done with their money,
mm,mm,umm. Thair only concern is with
the rate of rsturn and the terms and conditions on which the paper
oon be liguidated.

i Is this in any sense desirable for the mebers of a credit
union? Doeen't this negate the fundamental ides baok of & credit
union?

Credit unions have one and only one unigue festure to
Justify the law permitting their charter as s separate type of lend-
ing institution. That feature 1s their noneprofessional charscter,
It was the contention of those ideslists who sponsored the credit
urdon law that the plight of poor but frugal families caught in the
web of financial adversity, becsuse of sicknese, disaster, stc., could
be allsviated if provision were msde for the charter of credit unions.
It was contended that lending did not have to be professionaliged
when the two partiss 1o the transection knew sach other bevause of
Mwmmsum,mhuwuummmlyinnnmpwv
meighborhood. It was claimed that simpls pecpls, so amsociated, could
pool their funds for loans to esoh other when they were in need and
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thus eliminate the scope of operation of the loan shark. Such people,
it was held, did not need skillod training in credit analywes,
slaborate examination, or a highly professional set up, since share-
holders would not entxrust their savings to officers of & credit union
who would lend them imprudently or foollishly, and these officers in
turn would not lend these savings o the improvident. Clearly, no one
of tiwae incentives would apply with anything like the smme force if
savers could purchase shares in credit unions with the sssurance that
their shares were as safe as £ bonds so far as safety of principal
was corwerned, and with the prospect that they might yileld a return
to the purchaser meterially higher than E bonde,

The problem posed by the credit union today 1s not how to
attract more fumis into this particular type of institution but rather
how to preserve its character as & small ron-professionslised insti-
tution for mutual self-help among olosely associated peosple, such as
neighbors or co-workera. It is this attribute of credit unions that
justifies (1) the law perwmitting their charter, (2) their tax exempt
status, and (3) the free services in the way of office space, unpaid
services, etc., which they frequently enjoy. Host existing oredit
unions are small and, 80 far as they can be Jjudged by this factor alone,
appear o be still non~prolessionsl. The story is different when the
distribution of total assets of c¢rsdit unions and of their expense
statements are examined. Twenly per cent of the total income of
Faderally chartered cradit unions goes for wage und salary expense.
This compares with 29 per cent for banks which are completely
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professionslised., Already 111 Federslly chartered credit unions have
passed the million dollar lins, i million dollar financial institu.
tion no longer merits the classification of nen-professionsl. It
needs skilled full-time msnagement, Ite lending officers must be versed
in highly specialised small loan lending teohnigues and in profassionsl
methods for policing collections. It probably requires the sams meticuw
lous exsmination prooedures and personpel bonding devices ss other
professional lending institutions of comparable sisze.
) The oredit union operates in the flield of personal credit.
As & professional lending institution, it can grow rapidly and go far
in this field, Total consumer oredit outetanding is around twenty
billions of dollars. It is sharacterised by relatively high retes of
interest. Credit unlons, with free quarters, no taxation, snd the
availability of unpaid services can really go to town if they atart
oonpeting for this businese, most of whdoh ariginates in that sector
of the population where thay find their mesbers. There would be almost
0o it to their potertial growth if they had Federal guarentes of their
shares and therefore could coapete with £ bonds for savings.

The pressing Lmmedlate prodlem is to preserve the ssssntial
charscteristics of credit unions. If that is preserved, they can
make & unique contridbution in husenising our society. This contribution
is lost when they become & sort of "fringe henefit® of the personwl
departsent of a corporetion and devote themselves to such sotivities
88 finanoing the automobile purchases of its employwes, That path
lsads to sise, 1o professionslisation, to repossession techniques,
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ard to elaborete suparvision and examination procsdures. Then the
ond of the path is resched, we will f£ind curselves with a mumber of
Jarge profsssional lending institutions, whose growth was fostered
by tax examption, Federal guarantse and subsidy. o matter how muoch
we sesk to safeguard such large professional institutions by more
slaborate supervision and examination procedures, thay will always,
and inevitably, corstitute slemsnts of instability and potential
danger to the smooth functioning of the econoxy hocauss of concentr-
tion of risk. It is slemental that professionalised financial
Anstitutions prectice as much diversification of risk as possible.
This oredit unions cmmot do, since they are organised basically
around a single shop, Their mesberships and their borrowers all are
subject to the same economic hasard of unsmployment in that shop.

It is this fear of what may happen in a depression to s
oredit union that lies back of the propossl to insure thoir shares,
Surely it is important that methods other than insurance be devised
to protect againet this fear,

Decesber 13, 195L.

KER:ole
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Aug\ﬂt 15, 1956«&

Daar Sandra:

If you are really interested, maybe
the following will help you locate Hilton Head:
Hilton Head, by Josephine Pinckney {IIlus, by
Tafaello Busonl), Published 1941 by Farrar &
Rinehart (at $2.75). Also published by F. & R.'s
Canadian affiliate, Oxford {Toronto), at $3.25.
g2l pages.

If you do anythirg with it, I imsgine
you will be the first teacher of history north
of the Mason-Dixon Line that has.

Sinmu;

Winfield W. Riefler,
Assistant to the Chairman.

Mrs. Roger Pierce,
2836 Chesapsake Street, N, W.,
‘”mngm, De Co

Wikicls
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