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Summary of addrcss by
Hon, W. P. G, Harding,
Governor, Fodoral Resorve Board,
At Columbus, OQhio, Scptember 5th,

In an address to the Ohio Bankcrs Association at Columbus yesterday,
Governor Harding of the Federal Reserve Board went quite fully into the
question of inflation and curtailment of nonessential credits. -

Answering the charge of inflation laid by same at the door of thé
Federal Reserve System, he :said:

"Since the amendments to the act the issue of Federal reserve
notes outstanding has expanded greatly, having risen from something oyer
$500,000,000 on Juhne 1, 1917, to slightly more than $2,000,000,6R0; Auguat
23, 1918. The fact that this growing volume of our paper Curfency ﬁ%ﬁ
been accompanied by a continuous advance in wages and commodity prices
has been frequently commented upon and has subjected the Federal reserve
system to0 some unmerited criticism. While the evils of constantly rising
prices and inflation are beyond question, and while it is undeniable that
present prices might in ordinary circumstances be justly attributed to cur-
rency inflation, we should, in considering the Federal reserve noté as a
factor in our present economic and financial situation, analyze the cir-
cumstances out of which our presest situation has resulted.

The outbreak of the European war in August 1914, was followed
irmediately by a convulsion in business and a financial crisis throughout
the world. In this country, relief was afforded by the issue of about
$375,000,000 of emsrgency national bank notes, and following the establish-
ment of the Federal reserve banks on November 16, 1914 there was a rapid
return to more normal conditiops. The effect of purchases in this country
by belligerent nations began to be felt early in 1915 and the volume of
these purchases increased rapidly during that and the succeeding year. As
there was no coordination in the purchases of the respective governuments,
they were placed in the position of bidding against each other, and as their
needs for large quantities of raw materials and manufactured goods and muni=~
tions was urgent, -- quick deliveries being desired above everything else -~
there was no restraint upon prices.® Very large profits were obtained by
sellers; labor naturally demanded and obtained a part of the profits in the
shape of increased wages, and the large volume of gold which came into the
country to pay for goods purchased, amounting to about $1,200,000,000 during
these two years, affected all prices and dbrought about a sympathetic advance
in those articles which were not needed for shipment abroad as well as those
which swere in dermand for war purposes. There is no doubt that we Mfelt

- the effect in 1915 and 1916 of an inflated currency, dbut the inflation was
a gold inflation, and it becams necessary, in order to avoid the greater evils

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



- X-1155 A

2. 191

which would have resulted fram a sudden and unregulated outflow

of gold, -~ a gold contraction, -- to take steps to impound the

gold in order that its use and outflow might be kept under control.”
In adverting to the close relation of prices, circulating

medium, deposits, and loans and dismunts of banks, the Governor

quoted the three following tables:

( Prom the Official Bulletin of the U.S.
Bureau of Labor Statistics)

Index Number January 1914 —--—cecemmcmcommee—a 100

" July 19i4 - - 99

" March 1917 ——- 155
Increase about 55%

" July 1918 ~=mmmme e e 198

Increase since March 1917, about 28%
( In thousands of dollars )

November 2, February 1, August 1,

1914 1917 1918

Gold coin $665, 800 $641,500 3448 ,900
Gold certificates 913,300 1,281,900 498,000
Standard silver dollars 70,300 71,000 77,300
Silver certificates 482,800 461,500 353,100
Subsidiary silver 162,500 - 187,900 218,900
Treasury notes of 1890 2,400 2,000 1,800 .
United States notes 234,900 329,700 295,000
Federal reserve notes =-e=———- 258,400 1,855,300
Federal reserve bank notées -~ 3,500 11,700
National bank notes 1,083,500 * .678,900 689,700

- $3,615,500 e 216,300 4,449,700

‘Total stock of gold _
in the United States {1,835,000,000 $2,912,465,116 $3,080,767,801

* Includiﬁg 360,000,000 " Aldrich-Vreeland currency." .

TOPAL GROSS DuPOSITS TOTAL LOANS AND DIS-

OF NATIONAL BANXS. COUNTS ( INCLUDING
OV..RDRAFTS) OF Na=
TIONAL BANKS.

October 31,1914 (38,075,942,000 $6,335,276,000
. March 5,1917 12,958,172,000 ' 8,720, 250,000
June 29,1918 14,016,087, 000 9, 632,899,000
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Dwelling upon the large increase in Federal reserve notes outetanding,
the Governor stated that those erying inflation apparently overlook the
character of the note and its cover and the fact that in inpreasing ih vol-
ure, it has decreased the amount cutstanding of cold and bther forms of cur-
rency and péinted out that the figures above quoted showed that with an |
increase in Federal. ressrve notes between February 1, 1917 and August 1, 1918

of $1,596,900,000, the increase in circulating medium outstanding was but
$533, 363, C0O.

Commenting upon the figures generaliy, the CGovernor said:

"There is of course a direct relation between the deposits and
loans of the banks, the normal condition beinz that they move up or down
together. It should be remembered that the use of Federal reserve notes
has never anticipated an increase in ‘deposits of loans of the dbanks except
in so far as notes may have been used in wxchange for gold. Increased
loans of member banks, wnich create additional deposit 1iability, result in-
-fediscounts at Federal reserve banks and the issue of Federal reserve notes
follows the rediscounting of eligible paper. The Fedoral reserve note,there~
fore, does not initiate expansion., It is merely an incident of an expamsion
which has already taken place. It is true,hcwsver, that the machinery which
be.s been provided for the issue of Federal reserve noteos and the knowledge
on the part of the mewber banks that Federal reserve noies are available if
needed has undoubtedly encouraged discounting at local banks. But the pro-
vision c¢f the act as to elizibility of paper which may te rediscounted by
the Federal reserve banks are rigid, and have been strictly enforced by the
Federal Reserve Board. Member banks have been repeatedly and consistently
advised to keep themselves in liquid condition and to confins their loans as
far as posgible to short time commercial paper issued for essential purposes,
in order to nmaintain themselves in position to cooperate with the Treasury
in the unparalleled financial operations which war requirements have forced
it to undertake.

The Federal Reserve Board has had constantly in mind the dangers
of inflation. While it has devoted itself assiduously to tmilding up the
gold holdings of the Federal reserve banks it has, in permitting the issuance
of Federal reserve notes, always insisted that they be used as sparingly as -
possible, with the double purpose of maintaining the strength of the banks-
and of avoiding redundancy. While the Federal reserve note is a direct B
obligation of the Government, the safeguards and limitations thrown around
it by law give it many of the characteristiecs of a bank note.

Federal reserve notes should not be confused with Federal reserve
bank notes, of which there were in circulation on Aurust 23rd, $16,864,000,

. Thesse notes are direct obligations of the Federal reserve banks and are

~ similar in their character to national bank notes. These notes are being
issued in small denominations to take the place of silver certificates which
have been retired for the purpose of releasing silver dollars to be melted
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for export to foreign countries. The amount of silver which may
be used in this way is limited to $350,000,000. The issue of
these notes is thus limited to this amount and as they merely
replace silver as withdrawn, they have no effect upon the volume
of circulation outstanding."

Governor Harding dealt with the difficulties of controlling
loans through the medium of discount rates, saying:

"The Board does not believe that in the existing
situation marked advances in rates wculd be advisable in view of
the obvious necessity of avoiding any policy likely to disturbd the
financial operations of the Treasury. The needs of those industries
and commercial enterprises which are directly contributory to the
conduct of the war must be supplied at all hazards, and a drastic
advance in discount rates would not reduce the financial requirements
of such concerns, but would merely impose an added cost upon the people."

and went on to say that the Board:

"Believes that the exercise of discriminating judgment on
the part of the banks throughout the country in making their loans
will be more effective in counteracting any tendency toward credit
expansion than an advance in rates would be. The suggestion has been
made by the Board that the Federal reserve hanks organize local groups
of leading bankers and business men, to discuss ways and means of
bringing about the result desired."

He was very emphatic, however, in cautioning against unscientific

discrimination in the control of credits, saying:

“I% is exceedingly difficult to lay down any fixed and
definite rules to govern in distinguishing between essential and non~-
essential credits. A loan might be desired for what appears at first
glance to be a non-essential purpose, and yet failure to obtain the
.credit might create a condition which might indirectly have a distinctly
harmful effect upon the ability of productive enterprises in the
community to obtain credit. In the same way, in the larger centers,
refusal by banks as a group to lend on standard securities would
seriously impair the liquidity of investments and would force liquidation
which might disturd very seriously the whole financial situation. It
is important to avoid sharp and radical readjustments of credit and
wherever possible lines of credit should be reduced without undue
‘hardship to the borrower or without causing a shock which would render
the granting of necessary credits more difficult.
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It would seem that those interests and enterprises
obviously catering to extravagances and luxuries shculd be
considered first. Upcn investigation it may develop that industries
of this kind need not be closed down, nor their labor thrown
out of employmeny, but that they can be graduclly diverted to
essential lines of production and distridution. Lxistiag high
pri€¢es are creating an added strain on the financial resources
of the country and are contributing encrmously to the cost of
the war. It is probably impossible to effect any reduction in
the prices of necessary materials and commedities or in the
compensation of thése engaged in producing them, but there are
two means, and the emplnyment of both will be necessary, Of
retarding a further advance. One is by curtailing credits which
are not necessary and by diverting such portion of these credits
as may be needed into productive charnels; and the other is to
increase the production of the raw materials and manufactured
articles which are needed in our military and naval operations
and which are essential for the sustenance and necessary comfort
of the people.

In times like these, high prices and high wages do not
always increase production. We see too frequently a disposition
to accept as ample the returns from limited production and fram
fewer working days to the week. We have now 1,500,000 men on the
shell scarred fields of Frante, ard their deeds of valor have
already thrilled the allied werld. Soon this number will grow.tq
3,000,000, then to 4,000,000, thus assturing complete 2and glorious
victory and the perpetuation of that heritage of liberty for which
our forefathers fouglit; and those millions of us who are unable
to take our places at the front, but who must remain behind to do
tHat work which is necessary to sustain the naticn 2t home, and to
maintain our fighting heroes in France, should strain cvery nerve
to furnish all that is necessary, in gold, credit, services and
goods. The war must be won by force of arms abroad, suported
by greater production, ecomomy and thrift at home. ™
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' IHE FEDERAL RESERJE NOTE, ITS FUNCTIONS AND LIMITATICNS.

FROM AN ADDRESS OF W. P. G. HARDING,
GOVERNOR OF THE FEDERAL RESERVE BOARD,
BEFORE THE CONVENTION OF THE OHIO
BANKERS ASSOCIATION AT COLUMBUS, OHIO,
THURSDAY, SPETMBER 5, 1918.

ggg ggLEggz HuKBQIH&_Jgﬂﬁg_OF
7T, BER 6th.

fmis caption or short title of the Federal Reserve Act defines
it as "An act to previde for the establishuwent ef Federal reserve
banks, te furnish an elastic currensy, te afferd means c¢f redis-
counting cemmercial paper, to establish a mare effective super-
vision oi‘ bankingv in the United States, and for other purpeses."
It is evident therefore, that two of the principal objects of the
act arse | | |
(1) To furnish an elastic cufrency, énd
{2} To afferd means of discounting oammsrcial paper.
Section 16 prevides that the elastic currency referred ts,

namely, Federal reserve notes, may be "issued at the discretien of
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the Federal Raservé board for the prrposs cf maxing advances to
Federal reserve banks * * * anl for no other purposes.”
That the relationship between the ciurrency authorized and the re-~
discounting of commercial paper is a close 2me, is clear, for the
reason that Section 16 as criginally enacted provided that ap-
pliqatiOns of the Federal Reserve agent for Federal reserve notes
must te accompanied with a tender of col;lateral‘ in amount equal to
the sum of Federal reserve netes applied for and that the collateral
security thus offered shall be notes and bills accepted for re-
discount under the provisions of Section 13, which section relates
not to open market transactions, but entiredy to eligible notes,
bills and acceptances which may be discounted by a Federal reserwe
bank under specified terms and conditions. In addition to requir-
ing the pledge of 100% of discounted yaper, Federal reserve banks
were also obliged to maintain reserves in gold and lawful money of
not less than 40 per centum against their Federal reserve notes in
actual circulation and not offset by gold or lawful money deposited
with the Federal Reserve agént.

Unéer a strictmconstruction of this section, it would have been
difficult, if not impossible, for the Fuueral resérve banks to
mobilize in their own vaults the gold holdings of the country, since
the extent to which Federal reserve notes could be issued depended

entirely upon the amount of commercial paper held under discount by
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these banks, and in as much as they are required to maintain a 40%
gold reserve against Federal reserve no tos‘, they could not acquire
gold in exchange for Federal reserve notds, unless the notes were
first issued against an equal amount of commercial parer. It was,
therefore, necessary to resort to the expedient of first issuing
notes against 100% commercial éaper and of subsequently pemitting the
Federal reserve banks to deposit gold in order to reduce their
liability against such notes and thereafter to }swe additional
notes against conme;-cial parer which was released by this processs

It was also difficult to mobilize. the gold in the Federal
reserve bank, because of the fact that Section 19 of the act, as
originally passed, required member banks to maintain only a part of
the iIr required reservesg with the Federal reserve banks, the balance
being held in gold or lawful money in their vaults, or carried with
correspondent banks.

In order to enadle the Federal reserve tenks more effectively
to control the country's gold which was widely diffused, being used
for purposes of circulation and held in the vaults of member and

- non~-member banks, and to be ip posit ion at the same time to issue
| notes in such volume as might be necessary to supply an adequate
circulating medium, Congress amended the act on June 21, 1917 by

providipg that all of the lawful reserves of member tanks be kept
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on depegit with the Federal reserve banks and that Federal
reserve notes might be igsued to the reserve banks witheut
limit against deposits of ld or gold certificates, any gold
thus obtained te be counted as part of the 407 geld reserve

which the reserve banks
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are obliged to hold against outstanding Fsdoral reserve notes,

Thus the new method psrmits the dilution of gold with commercial
. paper and requires only 60% of paper in addition to 40% of gold as
against 100% of papor and 40% of gold as provided in the original
onactment, The effect of these amondmsnts has been to add
snormously to the gold holdings of ths several Federal ressrve
. banks and to enlargs the discounting power of the reserve system.
The right to issue fedsnal roservo notes against deposits of gold
has been availed of very frocly, and gold raceived in the course
of the daily transactions of the banks has boen rotained and pay-
ments have been madc in reserve notes instead of in gold. This
practice has boen urgod repecatodly upon the rcserve banks and also
upon rmember and non-msmber banks, which have boon askod to trans—
for their gold as it accumulatos to ths Federal reservo banks, the
argument being that in the vaults of ths resarve banks gold is
availablec as a basis cither of now noto issuss, or as a means of
extending thcir loaning facilities, while in circulation or dis-
trivuted among the 25,000 or more commorc¢ial banks of tho country
it is of no moro value than any othor form‘of CUrrencyes
Sinco tho amondments to the act the issue of Federal roserve
notos outstanding has expanded greatly, having risen from something
over $500,000,000 on June 1,1917, to siightly moro than $2,000,000,000'
on August 23,1918. Tho fact that this growing volume of our papor

currency has becn accompanicd by a continueds
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advance in wages and commodity prices has bosn frogquently commented
upon and has subjocted the Foderal resorve system to somo unmorited
criticism. Half-truths arc often the most danzcrous falschoods,
and while tho ovils of constantly rising érices and inflation are
b boyond question, and while it is undoniadlc that presont pricos
might in-ordinary circumstances be justly attributed to currency
inflation, we 3hevld in considoring the Federal resorve note as
a factor in our‘prosent oconomic and financial situation, analyzo
the circumstancos out of which our present situation has resulted.
The outbreak of the European war in August 1914, was
followed imﬁcdiatcly by a convulsion in busincss and a financial
crisis throughout thc world. In this country,relicf was afforded
by the issuc of about $375,000,000 of emergoncy national bank notes,
and following thc cstablishment of the Foderal roscrve banks on
Novomber 16,1914 thers was a rapid roturn to‘mora normzl conditions,
The effect of purbhasés in this country by belligcerent nations
began to be folt early in 1915 and the volume of those purchases
increased rapidly during that and the succoeding ycar. As thore
was no co~ordination in the purchasss of tho rospective governments,
thoy wore placcd in the position of bidding against sach other,
and as their needs for large quantitiss of raw matcrial and manu—v
factured goods and munitions was urgent, -- quick delivories being

dosired above coverything ¢olse -— thore was no restraint upon pricese.
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Very large profits wore obtained by sollers; labor naturally

deranded and obtained a part of the profits in tho shape of in=
creased wagss, and the large volums of gold which came into the
country to pay for goods purchased, amounting to about
$1,200,000,000 during these two yoars, affscted all prices and
brought about a gympathetic advance in thoss articles which were
not noeded for shipment abroad as well as those which were in de-
mand for war purposes. There is no doudbt that we felt the effect
in 1915 and 1916 of an inflated currsncy, but the inflation was a
gold inflation, and it becamec necessary, in order to avoeid the
greater cvils which would have resulted from a sudden and unregu-~
lated cutflow of gold, -~ a gold contraction, ~- to take staps to
impound the gold in order that its use and.autflow might ﬁc kept
<under control.'

When this country ontered the war in April 1917, prices had
already advanced from the low point in 1914 to a greater extent
than they have since advanced, index figurss being as follows:

{ From tho Official Bullotin of ths U.S.
Bureau of Labor Statistics)

Indox Number January 1914 —=——cemommcmmmee e - 100

" July 1914 mecemmcmeecm e -~ 99

" March 1917 ~=—~ccemcmcmmcccecneane 155
Increase about 55%

n July 1918 w~-emm e e -~ 198

Increase since March 1917, about 28%
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Attention is called to a comparative statemetit showing monoy
outside the Troasury and the Federal resorve banks as 0f November 2,
1914, just prior to thc opening of the Fedoral raeserve banks; on
Fobruary 1, 1917, the date of our break With Geymany; and on August 1,
1918, the latost datec for which accurate figures are availablc:

(In thousands of dollars)

November 2, February 1, August 1,

1914 1917 1918
Gold coin $665,800 $641, 600 $448,900
Gold certificates 913,300 1,281,900 498,000
Standard silver dollars 70,300 71,000 77,300
Silver cortificates 482,800 461,500 353,100
Subsidiary silvor 162,500 187,900 218,900
Troasury notes of 1890 24400 2,000 1,800
United States notes 234,900 329,700 295,000
Federal rese¢rvo notes T 258,400 1,855,300

Fedoral rescrve bank notos wes—sew 3,500 11,700

National bank notos 08350 ; - o100
§3,615,500 3,918, 1700

* Including $360,000,000 " Aldrich-Vrcoland currency.*

and tho total stock of gold in tho United States on these dates is

ostimted at
November 3, Fobruary 1, Avgust 1,
1914 1917 1918

$1,835,000,0C0  $2,912,465,116 $3,080,767,801

rcspectively,
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While the amount of Federal reserve notes in circulatien
increased between Fetruary 1, 1917 amd August 1, 1918 by abent
#1,596,000,009, there was a decreass, ‘dur ing the same period, in
gold and gold cei-tiﬁcates, represented by the increased holdings
in gold of the Federal reserve banks, of about a billien dollars,
and there haé been a slight decrease in the volume outstard ing
in ether forms of currency, so that the net increase in c¢ircu-
lation between these two dates has been $533,363,650. As com-
yared with November 2, 1914 the figares fer August 1, 1918 show
an increase of $834,360,606. On making allcwance for the
Aldrich-Vreeland notes eutstand ing on November 1, 1914,
($360,900,000) which have all been retired, the increase in cir-
culatisn eutstanding has been $1,194,600,000, just about equal
to our gain in geld during that period. In the meantime there
has been since the fall of 1914 a very large increase in the de~
Rdsits and in the loans and discounts of the national banks ard
of the state banks and trust companies" A comparative gtatement
of these items as shown by the abstract of reports of nat.iénal

banks en the dates called by the Comptreller which are nearest te
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the dates used in making the comparison ef cireculatien eutstanding,

follews:
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TOTAL GROSS DEPOSITS TOTAL LOANS AND DIS-
OF NATIONAL BANKS. - COUNTS { INCLUDING

OVERDRAFTS) OF NA-
TIONAL BANKS.

October 31,1914  $8,075, 942,000 $6,235,276,000
March 5,1917 12,958,172,000 8,720, 250, 600
Juno 29,1918 14,016,087,000 9,632,899,000

The sxact figurcs for th: state banks and trust companics
are not availabls, but their addition would mako a tetal somothing
wmore than double the figurce for the national banke alono. It is
gvident, thorcforc, that the doposits of member and non~membor
banks worc increased from Octobsr 30,1914 to Junc 29,1918, by
mors than $11,000,000,000 and the loans by about $7,000,000,000,
There is of course a dircet rclation botwocn the doposits and
Ioans of thc banks, tho normal‘condition being that thoy move up
or down togcthcer. It should be romermbored that the usc of Fod-
ceral rcserve notes has nover anticipatcd an increass in doposits
or loans of tho bYanks cxcopt in so far as notes may have bosn uscd
in oxchangc for gold. Increasced loans of momber vanks, which
croato aaditional dcposit liability, result in rcdiscounts at
Fedoral rosorve banks and the issuo of Foderal roscrvo notss follows
the rodiscounting of 2ligible papor. The Foderal r&sorvo note

thoroforc, doos not initiate oxpansion, It is merscly an incident

.org/
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of an expansion which has alroady taken placc. It is truc how-

“over, that the wachinecry which has been provided for the issuo
of Federal roserve notes and the knowledse cn tho part of the mom=
ber4banks that Federal ressrve notes ars available if ncedsd
has undoudbtedly encouraged discounting at local banks. But tho
frovisions‘of the act as to e¢ligibility of paper which may bo ro—
discounted by the Foderal resorve banks are rigid, and have boen

: stribtly ocnforeced by the Federal Reservo Board. Momber banks
havc'baen_reﬁeatodly and consistently advised to kcep thomselvos
in liqﬁid cohdition and to confind thcir loans as far as possible

~ to short time commorcial paper issucd for essontial.purposes,4in
ordcr-to maintain themselvos in position to cooporate with the
Treasury in the unparalleled financial opcrations which war require-
ments have forced it to undortako.

On July 6th the Foderal Ressrvc Board addresscd a letter to
all the banks and trust companies in the United States, calling
battention to tho necessit& for a gradual, but consistent curtail~
ment of non-ossential credits and urging that the banks cxorcise
a roasonable discretion in restricting credits which aro cloarly
not neecded for tho prosccution of tho war or for thc health and
necsssary comfort of the public, In this lettor the Board called

attention to the fact that in order to proseccute ihe war
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succossfully, tho Govommont is compclled to issuc obligations to
provide for its large oxponditurcs which involve wastc and do-
struction rather than a pcrmancnt addition to thc national woalth.
War is incxor2ble in its dorands, and any financial plan which in-
volves the cxponditurc of $24,000,0C0,0CC a ycar, unlcss bascd
entircly upon taxation of a confiscatory charactor, nccessarily
forccs cxpansion of crcdits and is apt to causc an advance in tho
pricc of nocessitios. Abnormal dcmands by the Government,
unavoidabls and nocossary in the preosoat circumstances, must bo
countoractod by incroascd production and by a groator oconomy
on thc part of tho civilian population which must dccroasc, by
combinzd cffort, the normal wastc incidont to domcstic lifc and
businosg pursuits,

Th: Fedcral Roscrvo Board has had constantly in.mind the
dangers of inflation. Whilc it has dovotcd itsclf assidubusly to

tuilding up tho zo0ld holdings of tho Fodsral rosorve banks it has,
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in pcrmitting ths issuanco of Fodoral rossrve notes, always insistod

that thoy bo uscd as sparingly as possiblo, with the double
purposo of maintaining the strength of tho banks and of avoiding
rodundancy. Whilo tho Fodoral rosorve note is a dircct obligation
of thc Govornmont, the safeguards and limitations thrown around

it by law give it many of thc charactoristics of a bank notc.
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It is not a legal tender, but is rceeivable by all national and

rmember banks and Fedoral roszrve banks and is roccivable for all

taxes, customs and other public duss; it heavrs a distinctive

lottor and scrial npumbor indicating the Foderal resorvoe btank

through which it is issued, and carmmot bo paid out by any other

Fedoral rescrve bank under penalty of a tax of ton por centum

upon the fatso value of notos so‘paid sut. It is rodcomable

in gold on demand at the Treasury or in gold or lawful moncy at any

Fedoral rcserve bank, and is a first and paramount licn updn the

agscts of the igsuing bark, which is required to maintain a resocrve

in gold of not lsss than forty por centum against the total of its

Federal rcscrve notoes in actual circulatioF,
The consolidated  statement of a?l Federal resorve banks

as of August 23rd shows that there were $2,032,837,000 of Federal

rescrve notes in actual circulation on that date. Tho actual

gold roserves hold by those banks on the same date amountcd to

$2,003,051,000. After setting aside the rcmcrve roquircd by law

against doposits, the ratic of 2old rescrves to Federal roscrve

notes in actual circulation, was 73.7%, the notos boing otherwisc

sccurod by cligible paper and acceptancos discounted or acquircd

by the banks. Federal ressrve notos should not be confused with

Federal reserve bank notes, of which thers werc in circulation on

August 23ra, $16,864,000. These notes are dircct oblipations of

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



. | " 208

the Federal rescrve banka and are similar in their character to
national bank notes. Thoy may be issued against any bond of the
United States which has the circulation privilege, against

Treasury onc year notes and against Treasury certificates of

indebtednoss. When issuod against a 2% obligation of the Govern—
‘wont thoy aro taxed at the rato of 3% per amnum, and if issued

tgainst Govornment obligations bearing a higher rate, the tax is
increased correspondingly, Theso notes are being issued in small
denomihations to tadke the plade of dilver certificates which have
been retired undor xhe Act of April 5, 1918 for the purpose of Yo~
leasing silver dollars %o bo broken up 2nd melted for oxport to
India and other forsign countries. Tho amount of gilver which
may be used in this way is limited to $350,000,000. The issus

of those notos is thus limited to this amount and as they wmerely
roplace silver as withdrawn, thay havo no sffect upon the volume
of circulation ocutstanding,

The Federal resorvoe note should not be confused with fiat
issues of other tiwos, nor is it a boﬁd ssowrmd ceurrency. Its
issue is carefully safopguarded, and while a gradual increase in
the volume autstand'ing will no doubt be nocessary for sometime to

coms, thus testing one phase of its elastic quality, thore is mo
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doudbt that whonover the requiromonts of the country permit, it will
provo its flexibility by its contraction or by the increassc of gold
roscrve against it to a point whero it will moré nearly approximate
a gold cortificato. It was originally intcendod that the Fodoral

rosorvo note suporsede in tho course of twenty years, the natic:l

‘bank note. Provision was nade in tho Fedoral Rescrvc Act for

the purchasc by thae Fodoral reservec banks of thec bonds socuring
national bank notcs andb for the rosale of tho bonds to thc Troasury
for cancellation. Ti’xis brocossvwas well undor way when it was in=-
torrupted by tho war, but tho incroase in national bank n&bo cir-

culation has boon slight, — only about $11,000,000 since February,

1917. Contraction of Fedoral roservc noto circulation, in so far

as it is secursd by cligiblc paper, x;vill be natural and autoratic
as the discount oporations of tho banks are reduccd, but tho note
is in no sonse an cmergoney currcney, for it is and will romain
our principal circulating xrcdium;-,‘its dominance in this respect
incroasing as tho romaining $900,000,000 of gold which is ocutsido
of tho Treasury and the Flederal resorve banks ‘are absorbed by
tho rosorve banks.

Ever sincc ths ostablishment of tho Federal rescrve banks
the Board has ondcavorod persistontly and consistently to incroase

the ageregats gold holdings of the banks. Since the entry of the
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Unitod States into thc war, tho necessity for such an cffort
has boon omphasizod, whilc the inclination of tho public and of

tho banks to cooparato has beon marked. More than $2,000,000,000
of gold and gold cortificatos have boon withdrgwn from tirculation
and transfcrrod into the vaults of the Foderal rosorve bdanks, but
as alrecady statcd, thore still romains in circulation and in bank

) vaults about $900,000,000 of gold cortificatcs and coin, most of
which can be dopositod and should be'dOPOSitod, thoir placc to bo
taken as far as nccessary by Fodoral roscrvo ?otos. It is tho
intontion of thc Board in tho futurc, as in tho pastj to watch
clOsoiy the ldaning bporations of tho banks, and it is not its
purposo in mobilizing thc 20ld of the country into the vaults of
tho Fedoral resorvo banks, to incroaso the volume of loans boyond
ths amount actually roquircd, but thoss arc war timos, and any
inability on the part of Fodoral rosorvc banks to rocspond to
logitimato domands madoc upon thom would be disastrous. It is cloar
that in proportion as tho gold holdings of ths Fodoral rosorvo banks
ars incroasod, tho ability of such banks to extond nccdcd accommodation
to othor banks or to issuo notos is onlarged.‘As roserve holdings
aro curtailcd, tho londing powor of tho banks is correspondingly

roducod. As mcumbor banks arc no longer roguirod to carry rescrvos
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of lawful money in their own vaults, it follows that gold held by
them is of no more value than ary other form of currency, and every
dollar of gold that is hoarded by individuals is withdrawn, not only
from reserve use, tut also from éirculation; amd is a net loss to
the community. The effect of hoarding therefore, is to m;aiz" the
‘- ability of the Board to pi-ovide the strongest possible gold cover
for our growing volume of Federéi reserve notes and deposits, -~
and deposits will necessarily continué to increase dur ing the con=
tinuance of the war. It is desirable in the existing circum~
stances‘ to have every dollar of gold in the Federal reserve banks,
1et€ing the circulating medium consist of currency based on gold.
Money oi‘ every kind, whether gold». or silver, should be deposited
in-bank and used, but not hoarded. Surrender to the Federal reserve
banks of gold coin and éold cortificates and abstention from hoard-
ing means an increase in the volume of bank credit available for
the cammunity and increased ability to finance the war and the neces-
sary requirementé of business.

It seems proper,' in this connection, in view of the general
impression that becausé of its power to control discount rates the
Board can regulate the volume of rediscounted paper, to say some-
thing regarding the discount policy of the Board. During the year

1915 and for the greater part of 1916, owing to the abnormal ease
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of;t_he ménéy market, fhere;_ was tut little résort té the dJ. scount
faciiities of the Federal reserve banks. During this period the
deposits of member and noh-membér banks were increasing by leaps
ar;d bounds, and the banks as 4 rule were able to take care of the
'legitimate needs of customers amd to maké large purchases of cam-

' mercial paper without using their credit either with correspondent
ban,ksAor with the Federal reserve banks. In such circumstances,
it is clear that t_h_.e Bpa.r.d‘-s conﬁml over disccunt rates was merely
nominal. Reserve bank rates were low, in conformity with the
general trend of the money market, and even by engaging in open
market operations the Federal resarve banks found ivt dﬁfi&uit td
invest a sufficient portion of theirfh!\ds to enabi\le fhein tb mest
in fuil thels di's{ide’hd _'féé*;x.i:rexnents.' | Higher rates would of course
have i:roug}it iﬁ even a smaller volume of business. Late in the
year 1916, rates began to stiffen and the volume of discounts with
the Federal reserve banks showed a tendency to increase, but the
banks generally still held a surplus of funds ahd any drastic
advance in Federal reserve discount rates would not have materially
affected the, money market,

After our entrance into the war the whole situation ﬁhcierwe_n.t
a radical change. The President, in an address to Congress op
April 2, 191’? » pledged the entire resources ef the ﬁatiop to the

successful conduct of the war, and war bepcame the paramount busimess
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of tho country. Au issuc of Troesury cortificitos announcod
immodiatcly, was fellowsd bv the fivst Livorty dbond campaign, tho
avafod purposc of which was te sccurp suheeriiiine to $2,0C0,000,000
of bonds bearing 33% intorcst. It was apperont that thic issuo

would bo followcd by othors, and it wag manifostly ths doty of

the Board to support the financial plan of tho Troasury. Within

twolve months about $10,000,000,000 of bends weore sold by the
Govornment, and since April 1917, thore has boon autstanding an avorage
of about $1,000,000,000 of Treasury cortificatos, issucd in anti-
cipation of taxos or of tho procosds of bond salios,

Mindful of thc offoct which high intosrsst rates on Govornment
obligations would have upon invostmont socuritios znd the monsy
markot as a wholo, it has boon tho aim of tho Socretary of tho
Troasury to Hold ratas down to tho lowest possibls lovel, and it
is now his announced purpesc to n;aintain as a maxirum a rate of

. 4% on Troasury certificatas and 4§4 on Lidorty bonds. In thoso
circumstancos, tho Fodoral Rosorvoe Board has fclt that it should
direct tho policios of iho gystom 8¢ as {0 insurc prowpt ageom-
vodation to banks whoso customcrs might require assistancs, oither

in providing for commorcial deomands causcd by increascd busincss
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. activitios, or in makine iheir paymonts for bonds, as woll as to
vanks which bought benda for thoir own accouv.;td It was dcomed
~ $mportant that thore should ¢ no disturbans. in the mne);' mrkot
and that intorcst ratcs should bo kopt as nrerly nommal and £roo
frow fluctuation as pessiblc, Thercfore thoe ikard, Yofore ths
subscriptions to tho tirst Liberty hoad issus worc clipod,
ostablished & prefcrontial rato ¢f discount for netos of momber
" banks sccursd by Govcmm:mt obligations, whothor ecrtificates or
bonds, and, in ordcr furthor to assist the Treoasury in dispbsing
of bonds; the Board authorized Faderal vresorve banks to discount
for nonemomber banks upon the ondorsemont of a membor bank, notes
gsecurod by Govornmont obligations, whothor made by non-mombor
banks thomdolvos or by thoir customers, whop the procesds had baca
or wero 1o bo used for ths purpose of carrying Treasury ccrtificates
or Unitod Statos bongs. Tho Board, thorofors, distinsuished botwoon
commoreial loans and loans made upen tho secarlty of Govorament
obligatims, by giving a prefsrential in favai of ths latter. The
policy of the Beard has thus far boen justificd by resuliz, The bonds
wors widely distriduted «nd cach subsequent issue hs chown a
largsr numbor ‘of subsgribere than the preccoding one, the numbsr of
subscribers to tho third Liberty lean being morc than 17,000,000

Only 4% of tho total amount of tonds issucd up to this time woro
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¢ ‘ held on June 29th as investments by tho national banks, or 2.29% |
of thoir resouréesl while thoy wers carrying lcans secursd by
Liborty bonds amounting to $457,000,0C0, or 2,56% of their ro=-
sources, As tho rates on Govermmont obligations were advanced,
the preferential ratos on papor secured by these obligations
wore incroased correspondingly at tho Federal reserve banks, So
that instead of a rate of from 3 to 3;% as first cstablished,
by rates at the banks arc now rangihg from 4 to 43% on paper so-
curod by Governmont issuc#, with a maximum rate of 53% on 90 day
cémmorcial paper and 55% on 6 months agricultural paper.

The Board doss not delisve that in the existing situation
rmarked advancos in rates would be advisable in view of tho obvious
noccssity of avoiding any policy,likelyyto disturd the financial

' operations of tho Treasury, The ncads of those industrics and
commercial ontorpriscs which aro directly contributeory to the
conduct of tho war must bo supplicd at all hazards, and a drastic
advénco in discount rétas would not reducc tho financial roquire~
ments of such concorns, but would mersly imposc an added cost upon
the peorplo. |

In its lotter of July 6th, to which reforence has already
been mads, the Board callcd attention to the importance of a wise

~ discrimination betwecn essontial and non-ossential craodits. It
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believes that the exercise of discrimiistirz juugment on the part
of the hanks throughout the ccuntry in making their loans will be
more effective in covnveracting any tendency toward credit ex-
pansion thau an advarce in rates wouli bs. The suggestion has
been made by the Board that the Fedéral rec3rve banks organize,
each in its own district, local grcups ccmprising leading bankers
and business men, in order to discuss wavs and means of bringing
about the result desired.

It is exceedingly dirficult to lay down any fixed and
definite rvles tc govern in distinguishing “etween essential and
non-essential credits. A loan might be desired for what appears
at first glance to be a non-essential purpose, and yet faj.lure
to obtain the credit might create a condition #hich might indirectly
have a distinctly harmful effect upon the avility cf productive
enterprises in the commuaity to obtain credit. n *he same way,
in the larger centers, refusal by banks as a group to lend on
standard securities would seriously impair the liquidity of in-
vestments and would furce liquidation which might disturb very
serionsly the whole f inancial situstion. it is important to
> avoid sharp and radical readjustments of credii and wherever

possible lines should be reduced without undue hardship to ths

borrower or without causing a shock which would render the granting
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of necessary credits more difficult.

It would seem that those interests and enterprises obviously
catgring to extravagances and luxuries should be considered first.
Upon investigation 1t may develop that industries of this kind
need not be closed dcwn, nor their labor throwm ocut of emplcyment,
but that they can be gradually diverted to essertial lines of
production and distribution. Existing high prices are creating
an added strain on the financial resources of the country and are
contributing encrmously to the cost of the war. It is probably
impossible to effect any reducticn in the prices of nececssary
materials and commodities or in the ccmpensation cf those engaged
in producing them, but there are two means, and the employment
of both will be necessary; of retai'd;ing a further advance. One
7 is by curtailing credits which dre not nectesdsary emé by diVerting
| sach portion of these credits as may be needed into productive

channels; and the other is to increase the production of the raw
materials and manufactured articles which are needed in our
military and naval operations and which are essential for the
~ sustenance and recessary comfort of the people.
In times like these, high prices and high wages do not always

increase production. We see too frequently a disposition to
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accopt as amplc tho roturns from limited yroduction and from fowst
working days to the weok. We havo now 1,500,000 men on the shell
- scarred fiolds of France, and thoir deods of valor have alrecady
thrilled the alliod world. Soon this number will grow to
3,000,000, then to 4,000,000, thus assuring completc and glorious
victory and the perpotuation of that horitage of libsrty for which
our forcfathcrs fought to give us; and thése millions of us who
are unablo to take our placecs at tho fromt, but who mus; romgin
bohind to do that work which is nocessary to sustain tho . nation
at homs, and to maintain our fighting heroes in France, should
‘strain cvory ncrve to furnish all that is necessary, in gold,
credit, services and goods, and we should not ovorlook or slur
tho’fourth Commandmoht, -~ that Divine injunction to Moses,
whorein wo are dirocted not merely to rost on tho seventh day, but
are sharply rominded of our proesont duty in tho cormand, "Six'days
s . shalt thou labor and do all that thou hast to do." The war
mist bo won by force of arms abroad, supported by groator

production, economy and thrift at home.
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