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Board hopes you w i l l do what you can to discourage member 

banks from using advance in Federal Reserve Banks r a t e s as excuse 

f o r inc reas ing i n t e r e s t charge to those borrowers on Government 

s e c u r i t i e s who are^ doing what may be reasonably expected i n the 

way of l i q u i d a t i o n . In such cases member banks should be s a t i s f i e d 

with moderate d i f f e r e n c e i n t h e i r f avo r . Board does not mean to 

suggest r educ t ion i n r a t e s he re to fo re charged customers on such 

t r a n s a c t i o n s or to advocate any p o l i c y which would r e s u l t i n ae l ay 

of o rder ly l i q u i d a t i o n of bond secured loans . 

HARDING. 
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THE SECRETARY OF THE TREASURY 

WASHINGTON 

COPY 

November 5* 1919* ® 

Dear Governor Harding: 

I nope that the Federal Reserve Board w i l l not allow the Governors of 

the Federal Reserve Banks to r e l y wholly or too heav i ly , f u r the prevent ion 

of the abuse of the f a c i l i t i e s of the Federal Reserve Syutem, upon the increase 

In r a t e s iww established, with the approval of the Butxa, myself included. 

The experience of a l l European count r ies (and Japan) , inc luding those 

coun t r i e s which have been n e u t r a l i n the war and thus© which have malutaitied 

a high c e n t r a l bank r a t e , supports the view tha t discount r a t e s w i l l not 

s u f f i c e i n these ext raordinary t imes. 

The Reserve Banks1 r a t e s should., of course, s c i e n t i f i c a l l y be above the 

commercial r a t e and not below i t . That cannot happen u n t i l the independent 

resources of the ban&s s u f f i c e f o r the normal requirements of t h e i r cus-

tomers f o r commercial, i n d u s t r i a l and Government purposes . Banks cannot be 

expected to meet th»se requirements h a b i t u a l l y a t a l o s s . Their dependence 

upon the Federal Reserve System should be seasonal or occasional and not 

h a b i t u a l . Unt i l tha t condi t ion comes about as a r e s u l t of the production and 

saving of wealth the tendency w i l l be , as Reserve Bank r a t e s are increased , 

f o r the r a t e s to the Government and r a t e s t o the commercial borrower to be 

increased i n tu rn . The world has been f o r f i v e years consuming or des t roying 

more than i t has produced* % own b e l i e f has been and i s tha t with the c u r t a i l -

ment of export demand consequent upon the cur ta i lment of f o r e i g n c r e d i t s and 

with i n d u s t r i a l product ion proceeding f u l l steam ahead we should soon have 

reached an equi l ibr ium in t h i s country a t l eas t* In the meantime, however, the 
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labor s i t u a t i o n has become so acute as gravely to t h r ea t en production- and the 

specula t ive mania has developed to such an extent as gravely to th rea t en our 

c r e d i t s t r u c t u r e . 

The condi t ions under which changes in the Reserve Banks ' r a t e s of discount 

would operate e f f e c t i v e l y do not e x i s t here today. Ma increase i n the discount 

r a t e w i l l not r e s u l t i n the importat ion, nor c u r t a i l the expor ta t ion , of gold 

to any m a t e r i a l amount. I t w i l l not r e s u l t i n a cur ta i lment of the importation 

of goods nor i n increas ing our exports ma te r i a l l y . In the present p o s i t i o n 

of the i n t e r n a t i o n a l balances and of the f o r e i g n exchanges and, because of gold 

embargoes the Federal Reserve Bank r a t e s cannot func t ion i n t e r n a t i o n a l l y , and . 

w i l l operate s o l e l y upon the domestic s i t u a t i o n . In that condi t ion an important 

f u r t h e r increase in Federal Reserve Bank r a t e s might have the e f f e c t of penal -

i z ing and discouraging the borrower f o r commercial aid i n d u s t r i a l purposes, 

thus c u r t a i l i n g production and d i s t r i b u t i o n and increas ing the shortage of 

goods,and consequently the p r i ce of them, and thus, i n turn , s t imula t ing 

specula t ion . ( An increase in r a t e s (per cen t , per annum) f a l l s very l i g h t l y 

upon the borrower f o r speculat ive purposes, who f i g u r e s a very large p r o f i t 

on the turnover in a day, a week, a month or some other short p e r i o d ) . I t 

might have a l so a very grave e f f e c t upon the Government's f i n a n c e s . 

In consequence of the war the Government has issued sane $25,000,000,OCX) 

of i n t e r e s t bear ing s e c u r i t i e s which are of prime e l i g i b i l i t y . Before the war* 

when the Government's debt was only $1,000,000,000 and tha t a l l s to red away 

in s t rong boxes, the possess ion of e l i g i b l e paper was very s t rung presumptive 

evidence of the r i g h t of a member bantu, to borrow. N<v.w aid f o r the l i f e of t h i s 

g rea t war debt the possess ion of e l i g i b l e paper w i l l be no evidence a t a l l . 

Therefore, I be l i eve i t to be of prime importance that the Federal Reserve 

Board should i n s i s t upon and tha t the Governors of the banKs should exerc ise 

a f i r m d i sc r imina t ion i n making loans to prevent abuse of the f a c i l i t i e s of the 
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<• " Federal Reserve System i n support of tide reck less speculat ion in stocKs, land* 

co t ton , c lo th ing , f oods tu f f s and commodities generally# 

We cannot t r u s t to the copybook texts* Maying c r ed i t more expensive w i l l 

not su f f i ce* There i s no precedent in h i s to ry f o r the g rea t war which we have 

been through nor f o r the condit ions now exist ing* The Reserve Bank Governor 

must r a i s e h i s mind above the language of the textbooks ana face the s i tua t ion 

which exis ts* He must have courage t o ac t promptly and with confidence in h i s 

own i n t e g r i t y to prevent abuse of the f a c i l i t i e s of the Federal Reserve System 

by the customers of the Federal Reserve Banksf however powerful or i n f luen t i a l* 

Speculation i n stociis on the New Yor& Stock Exchange i s no more vicious 

in i t s e f f e c t upon the welfare of the people and upon our c r e d i t s t ruc tu re 

than speculat ion in cot ton or in land or in codAodities generally* But the 

New York Stock Exchange i s the g rea tes t s ingle organized user of c r ed i t f o r 

speculat ive purposes• I t i s the organized instrument of a countrywide specular 

t ion . I bel ieve tha t the p rac t i ce of f inancing speculat ive t ransac t ions in stocks 

by loans on c a l l , with d a i l y se t t lements , i s unsound and dangerous to the general 

wel fa re . Call money loaned to car ry speculative t ransac t ions in stocks i s only 

l iqu id when there i s no need. The paper i s not I f - l i q u i d a t i n g and, in the case 

of an emergency, a s , f o r example, upon the outbreak of the European war, and 

throughout the period of our p a r t i c i p a t i o n i n the war, such loans are in the 

mass unco l l ec t ib l e . The use of l i b e r t y Bondst Victory 'Notes and Treasury 

C e r t i f i c a t e s as c o l l a t e r a l fo r borrowings made by member banks from the Federal 

Reserve Banks f o r the purpose of carrying speculat ive t ransac t ions in stocks 

makes i t the r i g h t as well as the duty of the Federal Reserve au tho r i t i e s to see 

to i t t ha t the methods of f inancing such t ransac t ions are reformed and reformed 

immediately* 

Open and notor ious manipulation of stocks has been taking place during 

the per iod o f , say, nine months, s ince the removal of the cont ro l of the 

Sub-committee <%i Money of the Liberty Loan Committee. This manipulation, which Digitized for FRASER 
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takes the form of p u t t i n g up the p r i c e f i r s t of one s t ock and then of another, 

no matter what may be the condi t ion^, f o r the purpose of s t i m u l a t i n g in teres t 

on the p a r t of the unin i t ia ted , p u b l i c , i s , I imagine, con t ra ry to the lav Of 

the S t a t e of New YorK and the r u l e s of the New York StocK Exchange# In any event* 

i t needs only vigorous ac t ion to pu t an end to i t . The Federa l Reserve Bautc 

of New York i n i t s r e l a t i o n to the Subcommittee on Money of the Liber ty Loan 

Committee, voiich Committee was a t a l l times i n touch with the of 1 l e e r s of the 

Stock Exchange, n a t u r a l l y sought the views of the Treasury by reason of the 

f a c t t ha t i t s prime duty concerned the s a l e of l i b e r t y Bonds. A c o n t r o l now 

put i n t o e f f e c t w i l l be p r i m a r i l y f o r the conserva t ion of the gene ra l c r e d i t 

s i t u a t i o n and should t he re fo re be i n i t i a t e d and superv ised , no t by the Treasury t 

b u t by the Federa l Reserve Board. 

I need not say tha t such s t eps should be taken not only f i r m l y but with 

d i s c r e t i o n and i n such a way as not to involve grave hardship t o i nd iv idua l s 

or i n j u r y t o the gene ra l we l f a re , 

I have w r i t t e n t h i s l e t t e r b e l i e v i n g t ha t you and the o ther members of 

the Board are i n genera l accord wi th the p r i n c i p l e s said views expressed i n i t 

end t h a t i t might be of some a s s i s t a n c e t o you i n dea l ing with the problem 

with the Governors of the Banks to have t h i s w r i t t e n express ion of the views 

of one of the members of the Board whose other o f f i c i a l d u t i e s prevent h i s 

f r e q u e n t a t tendance a t your meet ings, 

I need s c a r c e l y aid tua t t h i s l e t t e r i s w r i t t e n i n no s p i r i t of c r i t i c i sm* 

The Governors of the Federal Reserve Banns have served t h e i r country wi th de-

vo t ion , courage and wisdom during the t ry ing pe r iod tha t i s p a s t . I t would be 

d i f f i c u l t f o r me t o give adequate p r a i s e t o the p a t r i o t i c s p i r i t of s e l f - s a c r i f i c c 

which has ac tua ted them 06 adequate apprec ia t ion to the s k i l l and sagac i ty with 

which they have performed t h e i r d u t i e s - During the war they have n a t u r a l l y turned 

f o r l eadersh ip t o the Treasury s ince i t s opera t ions were the dominating f a c t o r Digitized for FRASER 
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i n the f i n a n c i a l s i tua t ion* I t wouldf however$ be a g rea t misfortune i f ^ now 

tha t the Treasury (operations are on a diminishing s c a l e , the Governors of the 

Federal Reserve Banks are allowed to f e e l that the problems of the f u t u r e 

were f o r them to solve each according to h i s own bes t judgment. The need of 

leadership i s no less g rea t , the need of examining the s i t u a t i o n from a broad 

na t i ona l and i n t e r n a t i o n a l point of view i s no l ess imperative* X look to 

see the Federal Reserve Board# not c r i t i c a l l y nor aggress ively but p a t i e n t l y 

and p e r s i s t e n t l y , provide t h i s leadership* 

Very t r u ly yours , 

CARTER GLASS. 

Hon. WeP,G. Harding, 
Governor, Federal Reserve Board. 
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