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We take many things for granted and consider them ax

iomatic without stopping to consider why. That easy money 

rates create expansion and that expansion ultimately brings 

about a reaction accompanied by high money rates, is a doctrine 

in point. What, however, is the theory underlying this process?

If a country hank has a capital of $20,000 and invests 

$80,000 of its resources at 5%, it earns $4,000 gross* (Though 

this equals 20°/0 gross and appears a large return, it may not 

be excessive if we consider that from this $4,000 there must 

be paid salaries, rent, etc.). If credit is worth only 2%, 

this bank will have to invest $200,000 at 2fo in ord.er to earn 

$4,0:>0; and those who cannot put out a larger volume pf loans 

will take chances in making poorer investments, from which • 

liberal returns can always be obtained. In other words, the 

lower the rate, the stronger the temptation to the banks to 

act without due caution. The greater the desire of the 

bank to put out its money, the easier it will be for the bor

rower to secure over-generous credit facilities, which in 

turn will lead him to expansion. He may thus be induced 

to put borrowed money into plant and machinery or into 

large supplies of goods. When general apprehension
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of over expansion- is awakened, or whensome additional seasonal 

or extraordinary demands occur - Ofteri demands directly caused 

by the artificially increased activity - all simultaneously realize 

that the limit of credit expansion lx s been reached. A dearth of 

credit, accompanied by violent contraction .and extreme interest 

rates are the consequences then sure to follow.

It should be the duty of all banks to recognize this sequence 

of conditions and to govern their conduct accordingly. The large 

and conservative banks, on which the brunt of the burden falls in 

case of a general collapse, are fully aware of the danger and try 

to remain conservative. Nevertheless, in the long run, the spirit 

of selfishness and competition makes itself felt, and the old adage 

that "John Bull can stand anything, but he cannot stand Z p x holds 

good in every country. Against this dangerous tendehcy to expansion 

the strongest element of protection'' is found, when wisely managed, 

in the large central note-issuing banks. They fulfil their duty of 

preventing over-expansion by working in time for harder money rates. 

Either by refusing to do new business they gradually liquidate their 

holdings of paper or they sell Treasury bills or other securities, 

accumulating cash against them, or, as is frequently done by the 

Bank of England, they even borrow ir the open market.

Have we in the United States at present conditions that are 

pregnant with the dangers following great ease of money?

With hundreds of millions suddenly released and a-future
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highly uncertain, I believe there can be no doubt as t-o 

what the conclusions of the Board will be on this point.

In order to gain a clear basis for future discussions con

cerning the policy to be adopted and the best ways and means 

of carrying it into effect, it is however important that a 

definite understanding be reached.

Some members cf the Board still urge a policy cf lower 

rates; others feel that while it was incumbent on the Beard 

to aid in making money easier, when conditions prevailed such 

as were originally met, it is now a clear duty not to aggra

vate the existing plethora of money, but rather to ward off 

the evil effects certain to follow an over-abundance of cred

it .

It is my suggestion that a vote be taken on this ques

tion and a clear-cut policy agreed upon, Unless this be 

done, it is impossible to adopt the measures which must be 

taken from- tine tc time without engaging in endless and fruit

less discussions. There must be an understanding on theory 

and policy before we can pass upon the means of attaining 

the aims agreed upon.

If, as I suppose to be the case, a majority of the Board 

does not wish to increase the ease of money at this time, then 

we must accept these further conclusions :

First : When normal rates fail to bring business to the

Federal Reserve Banks we must not try by underbidding to force
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our funds into the investments sought by the commercial 

banks. As it has been tried to show above, we should other

wise take the responsibility of forcing upon them a policy 

of either underbidding us or of going into fields-of great

er hazard. Into these we should be the last to drive them.

Are we then to sit still and not earn our expenses 

and dividends? What, in that cas^ would the people say?

What will they say if, ultimately, by being short-sighted 

now, we ourselves should bring about a stringency - the very 

condition which we are justly expected to guard against?

Would it not be better to have the people better informed of 

our duties and policies? It will not take long to gain the 

sympathy of those who are most interested in our earnings, 

the member banks. As a matter of fact, presidents of banks, 

large and snail, north and south, have informed us that they 

would not be the least disappointed to have the Federal Re

serve banks fail to earn their dividends under present cir

cumstances, that they would be amply repaid, even if they re

ceived no return on their investment at all, if our system 

provided safety. They have expressed the hope that we should 

remain cool and conservative and should not permit ambition 

for earnings and quick results to tempt the Federal Reserve 

banks from the wise path of conservatism. I must confess to 

a feeling of humiliation that our members should have found it 

necessary to express these feelings to me when such admonition 

should mere properly come from the Federal Reserve Board to

them.
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y* mu.st reach then a conclusion as to the second question, 

viz., - is the policy of this Board to be framed according to ■ 

misconceptions and prejudices prevalent among " the people ”» 

or is it the duty of the Board to educate the people to a bet

ter understanding of the broad questions touching finance in 

general and the problems of the Federal Reserve System in par

ticular ? It might be advisable to take a vote also on this 
question.

Third * '.While we have seen what investments we must avoid 

at the present time,we must on the other hand, consider the posi

tive side of the program of what we may and must do. Before doing 

that,however, we shall have to undertake one mere process of elim
ination.

If we were not confronted with entirely abnormal circumstan

ces caused by the European war, present conditions would lead Fed

eral Reserve Banks to a policy of investing heavily in foreign 

bills. Foreign exchange rates are remarkably low and would, 

therefore, favor such a venture. In addition, by investing in 

foreign bills, we should withdraw our funds from the home market 

and thereby exercise an influence in the direction of hardening 

money rates. Vb should invest our funds temporarily so as to 

bring some return from foreign countries.' As we should buy only 

short paper,this would place us in a position,at any time when we 

should again want our funds for use in our own country, to redis

count the foreign paper thus acquired or to collect it as it ma- 

turesand to sell foreign exchange against these funds as they
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■became available at probably profitable prices. We should 

use foreign countries, therefore, as a means of steadying our 

own money rates and should keep these foreign countries as 

reservoirs to be drawn upon at our will.

Unfortunately, there are very serious objections to our 

going into that field of operation at this time. As long as 

the war continues, the holding of the paper of foreign countries 

'involves the danger of laying ourselves liable to any measures 

that may be taken for their own protection by those foreign 

countries.

It cannot bo foreseen whether this protection will take 

the form of renewed moratoria or of a refusal to ship gold or 

of increased prices to be paid for gold by the government banks.

It is therefore impossible to foretell with any degree of safety 

whether a purchase of foreign exchange at this time would be 

likely to lead to a profit or zo a loss. Moreover, the Federal 

Reserve Barks might subject themselves to severe criticism if 

they found their funds "tied up" in foreign countries when they 

wanted to withdraw thorn, or if they should incur losses in foreign 

countries, such a3 might result from Critical finartcial conditions 

likely to prove to be the consequence of the present turmoil.

Confidential enquiries have elicited the general reply that 

Federal Reserve Banks would be disinclined at this time to go 

into foreign exchange transactions or to open the foreign 

accounts which would bo necessitated by such transactions.

306
(6]

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



807

It has been suggested that the Federal Reserve Bank3 

do what the Bank: of England would he apt to do under present 

circumstances; that is to say, borrow;-money* Such a plan

might be carried out by an agreement on the part of the Fed

eral Reserve Banks to pay interest - let us say 2% on 

balances of member banks kept in excess of the mihimuto re

quirements, Mr. Delano has written a very interesting

paper elaborating this thought.

Larger balances thus to be gained by the Federal Re

serve Banks would no doubt constitute an important element 

of protection in dealing with the question of check clear

ings. It would also remove the opposition of a great many 

country banks which now object to increasing their balances 

with Federal Reserve Banks without, on the other hand, re

ceiving on these larger balances the interest they now 

receive from their reserve correspondents. It is clear 

that in Central Reserve cities and even to a larger extent 

in Reserve- cities, strong objections would be offered 

against such a plan which, it might be claimed, would tend 

to bring about within six months what the law advisedly 

intended to bring about within two and a half years. More

over, there is a danger that where once the Federal Reserve
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System begins try pay interest an-balances, great .pressure 

will be brought so to amend 'the law as to force the Federal 

Reserve Banks to continue deing so. As a bread principle 

it is unsound to pay interest on reserve money. Interest 

on reserve money is in itself a stimulus to the employment 

of reserve money. If, on the other hand, it should not be 

employed, the Federal Reserve Banks would incur a loss which 

would curtail the income to be received by the Government, 

and would, therefore, be a constant opportunity for political 

attack and interference. While such a policy of paying in

terest on borrowed money could, with entire propriety, be 

adopted as an extraordinary measure in time of dangerous ease 

of money (which normally would drive gold from the country, - 

a question which it would lead us too far to elaborate here), 

it would be unsound to adopt such a policy permanently. It 

is, therefore, not believed that the Board would, or that in

deed it should, embark upon a policy of paying interest on ex

cess balances, tempting though this proposal may be in some 

respects.

Fourth: There remains, however, one large and new field 

of enterprise heretofore unoccupied by American banking; the 

bank acceptance, an investment in every respect desirable for
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the Scleral Reserve Banks. Th© American bank acceptance, 

drawn against the importation or exportation of goods, im

plies, indeed, at present in most cases, competition not 

with American, but with foreign banks. Heretofore these 

transactions have been financed by foreign banks and they 

have received the commissions for accepting, while the dis

count markets of such foreign countries have carried the ac

ceptances until they matured. In other words, advances 

against goods in transit from one country to another were 

carried by foreign countries. In purchasing these accept

ances, Federal Reserve Banks are, therefore, not using re

serve money to compete with domestic Banks in domestic cred

its or domestic investments, but, on the contrary, American 

is loaned to take the place of foreign, money. Moreover, 

while the rate of these bank acceptances is low, the business 

man who secures the credit in order to carry his goods, pays 

a comission to the accepting bank, plus the discount rate 

at which he sells the acceptance. A rate of to -|$ for three 

months, is equal to 1% to 2% per annum. Adding to that a dis

count of from 2§fa to 3% brings the rate at which he secures 

his money up to between 4% to 5%. There is, therefore, no over- 

stimulation so far as the business man is concerned. Moreover, 

if properly restricted, acceptances should be given only for

-9-
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goods actually sold. The acceptance, therefore, in this 

case ic only a helpful instrument in liquidating a close 

transaction which matures and ends at a definite time. It 

is consequently free of the criticism that it stimulates 

business expansion as might the ordinary credit granted for 

the general purposes of business.

Fifth; If American banks would give their acceptances 

(as our Counsel advises us they could) to finance shipments 

from one foreign country to another, the purchase of such 

acceptances would, under present conditions, be the ideal 

investment for Federal Reserve Banks. A transaction of 

that kind may properly be considered a foreign investment 

free of the risks of foreign exchange operations. Instead 

of drawing on London, the Argentine shipper would draw on 

New York against goods which he had shipped to London.

■Alien the bill matures, he must remit to the United States, 

and if he cannot find bills of exchange on New York to 

cover the transaction, it is his duty to find gold. He 

i3 by contract bound to secure such gold just as, in the 
fall of 1914, American houses were obliged to send gold to cover 

their maturing obligations in London, independent of whether or 

not gold payments had been suspended by the American banks.
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Investments tn acceptances of this kind would permit the 

Federal Reserve Banks to secure a return from some part of 

their idle money without increasing the ease of money here.

Such investments would, indeed, be the best reserve invest

ments because if, within the next ninety days, conditions 

should change here so as to make it desirable to strengthen 

our own reserves by putting up the bank acceptance rate, we 

could force the shipper or the importer to cover his indebt

edness, meeting the acceptance and using for his new ship

ments credits in countries which are willing to offer him low

er discount rates. If we put out our money in the united 

States by investing in so-called American commercial paper, 

our investment is endowed with very much less of the reserve 

quality because if the money has gone into investments or 

plants, we can collect our maturing paper only by forcing the 

commercial banks of the country to take it over from us.

We are only shifting the investment from one American pocket 

into the other, while if at this time we should finance for

eign shipments with our bank acceptances, the liquidation *f 

these acceptances would mean that we should be drawing or the 

surplus »f other countries to strengthen our own. It is this fea

ture of the bank acceptance market which cannot be sufficiently

-11-
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emphasized. It possesses an element of elasticity both on 

account of international relations and on account of the 

fact that these acceptances can be collected without con

sidering the convenience of the acceptor. This renders 

the acceptance market the most desirable field of invest

ment for all banks. .The larger this market grows and the 

wider the public it reaches, the safer it becomes and the 

more readily will the ultimate aim be achieved of making • 

the acceptance market take the place of the stock exchange 

call money market.

The Federal Reserve System will net be a really 

safe and efficient organization until the acceptance market 

is thoroughly developed. It can already be seen that, in 

the acceptance market, the Federal Reserve Banks will be a 

controlling factor and, when once sufficiently firmly estab

lished, their discount rates ^or bank acceptances will become 

not only barometers but, through this agency, important gover 

nors, of the money market. It must be borne in mind that 

the safety of note issuing banks lies in their ability ac

tually to collect and actually to influence money rates.

Our rates for commercial paper will■naturally have 

to remain fairly high because these rates must be granted 

in every district to the smallest country banks in remote 

corners, where rates are naturally 'comparatively high. The
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rediscounting of the long maturity commercial paper will, 

therefore, be largely restricted to the smaller and weaker 

banks, and will, therefore, have little direct bearing upon 

the larger banks whose transactions with their Federal Re

serve Banks will probably generally be based on short time 

paper bearing a lower rate. The most effective money 

rates will, therefore, be the 3hort term rate and the bank 

acceptance rate, particularly when, as it is hoped will ul

timately be the case, the .acceptance covers domestic trans
actions as well.

It is the bank acceptance that will bring about real 

fluidity of credit and will serve as an equalizer of money 

rates all over the country; for the acceptance of a good 

bank in New Orleans will sell substantially at the same dis

count rate as the acceptance of a bank in New York,no matter 

whether the local rate for commercial paper in one district 

be five and in the other four per cent. If country banks, 

instead of keeping call money loaned on the stock exchange, 

are to hold bank acceptances as part of their working reserve,

the market for bank acceptances must be wide and re

liable, and the more it is internationalized, the more 

the foreign banks begin to buy our acceptances, and 

the more we accept in foreign trade, the stronger 

this market will be and the more perfectly

-1 3 -
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a-ct a.a a safety valve should we find it necessary to 

increase Out rate. By accepting for foreign countries,

- we should be creating a gold reserve which can be quickly

marshalled 30 as to enable ud to respond to the commercial 

demands of the country. At the same time, this reserve 

would act as a buffer in case exchange should turn against 

us and the danger of gold exports arise*

Sixth: The sentimentshas been quite frequently expressed

that we commit an injustice by permitting these low rates for 

bank acceptances when we could not or would not permit the 

3ame low rates for commercial paper. The difference between 

the two kinds of paper ha3 already been pointed out. Further

more it must be apparent that we could, of course, lower our 

rates for commercial paper but that we ought not to do so 

~j because such action would be unsound and dangerous. In

cidentally, it might be •veil to consider that if we want to 

keep our machinery going and want Europe to continue to 

v purchase without bringing about a depletion of gold holdings

which might render it impossible for those countries to con

tinue to buy of us, we have to a certain extent to provide

the means with which Europe san pay. 
f

*  ' ' 14 -
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Europe will either sell us back our own securities (which 

evidently she is not very much inclined to do for the present) 

or we may give Europe short term credit facilities or buy her 

issues of securities. To invest our money in European long term 

securities would not be advisable. The time has not yet come 

when this country can act as the World's banker and as a perma

nent investor in foreign securities. Moreover, for political 

reasons, it is not desirable that large public issues be made 

here for belligerent powers at this time. On the other hand, 

should we become the temporary banker of Europe, by granting these 

acceptance facilities,-a banker who at any time on short notice 

can call back his funds, - that indeed would be the safest and the 

most usefdl position for the United States in present circumstances.

Open market transactions in domestic bills of exchange would 

have exactly the same effect as a lowering of out bank rates for 

commercial paper. They would in effect result in competition with 

the. commercial banks in the purchase of commercial paper, such an 

invasion of their legitimate field of operation would force them 

to counter the stroke by underbidding us, or - as already shown,- 

drive them into undesirable investments. The Federal reserve 

Banks, by taking such a step, would invite the most bitter - and 

well-deserved - criticism.
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felle these two classes of open market operations may 

appear to be very similar, careful examination will show 

that the open market purchase of domestic "bills of exchange" 

would, at this time, weaken Our general situation, while 

the purchase of bank acceptances drawn for foreign account 

to finance importations or exportations, would add an element 

of strength.

Seventh: There are now excess reserves of $500,000,000.

A loan expansion has already taken place in the past few 

months of about $220,000,000. There is nothing but the sound 

common sense of the commercial bank? that can prevent a furth

er expansion which may reach to an amount of over $1,000,000,000. 

The inverted pyramid is likely to grow, but the basis on which 

the entire structure stands', the reserves, has been reduced 

by the Federal Reserve Act. Every dollar that the Federal Re* 

serve System puts out at this time further weakens these less* • 

ened reserves. The entire safety of the expanded situation 

rests on the Federal Reserve Banks. At a time at which our 

uou&l European credit facilities have bedotte unavailable, and 

when the European investment markets, on which we formerally 

relied tb a certain extent,* have beehnclosed, the additional 

elasticity which our new system provides, is the only means 

of replacing what thus we have lost. It would appear the 

part of prudence and sound business judgment to hus

band our resources and n#t to increase, but
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rather to counteract, the ease of money which, again will drive 

the banks into fixed investments, These always have proved

to he their ruin after a time of great plethora. Within the 

next two years we must withdraw $200,000,000 from the hanks 

and add this amount to our own resources. Until then, it 

will he advisable not to let the inverted pyramid grow to an 

extent which will render it extremely difficult to withdraw 

ouch funds. Even if European conditions were entirely normal 

it -would he advisable in these first two years of growth to 

proceed cautiously. Y/ith conditions as they are, there can

not in my mind he any doubt as to our policy.

Trade does not follow the flag unless there is oomething 

behind the flag to fasten it to. Trade follows finance a3 

often as finance follows trade. Present conditions - de

plorable as they are in many respects - offer us a unique 

opportunity of establishing ourselves as a financial world 

power, ITow is the time when a friend in need is wanted in 

all parts of the glebe; and when valuable relations can be 

established with foreign countries.

If we miss this opportunity, if we show hesitation ,and 

pettiness where boldness and statesmanship are required, if 

we Cannot get beyond the distinctly local point of view, th6

3 1 7
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European countries - when peace will be restored - will remain 

the masters of the situation as in the past. 'He cannot be a 

world power if we do not adopt the broad principle that we must 

be willing not only to take buc also to give, just as other na

tions are willing to give us the advantages Of their facilities 

whenever, and to the extent that, their own conditions permit.

A banker who has the reputation of being essentially selfish 

will never secure a good class of customers. Ottr new system 

can rank with the Bank of England, the Reichsbank and the Banque 

de France, only if it be administered on broad principles of 

financial statesmanship and no-; like a country bank which looks 

only to what it can earn and seeks to serve only the selfish 

interests of its immediate customers.

P. M. W.

3-30-15.

P.S. From the point of view of a Federal Reserve Board 

member- disregarding all other considerations which the Govern

ment as a whole must weigh - a sale of United States Government 

bonds or short term notes would just now have a most desirable 

effect; provided, that the issue were sold to the public and 

the commercial banks, the proceeds being actually withdrawn 

and locked up in the Treasury. It must not be forgotten that 

the net cash lost by the Treasury during the past few months 

has gone into circulation and into the banks.
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