FEDERAL RESERVE L OARD

STATEMENT FOR THE PRESS X-1789
Al

For immediate release
January 6, 1920,

Following is a statement made by Governor Hérding in opening the
conference had by the Board today with bankers representing some 25
clearing house associations throughout the country:

"Gentlemen, during the time of war ordinary banking policies were
necessarily abrogated in order to make successful the war financing.
Rates were established by the various Federal Reserve Ranks, nct so
much with reference to ordinary industrial énd cormercial requirements,
but rather to promote thc success of the various Liberty Loan campaigns.
Vle may heve departed from some well established banking precedents which
haa always soverned in time of peace and adopted policies fully justified
by war conditions which should however be modified in normal times.

As you know, tane requirements of tne Government during the war were
exceedingly heavy. The Treasury issued in certificates and bonds a total
of about twenty five billion dollars during a perioa of eightecn months.

y This amount was very greatly in excess of the normal investment capacity
of the cowntry, and in order to make a success of floating the various
issues, it was necessary that the public be appealed to to subscribe to
the various issues without reference to its immediate ability to pay.

The member banks and the non-menber banks save a most patriotic
response to every appeal that was made by the Treasury. They opened
their coffers to the public, invited subscribers to take large amounts,
to make loans at the banks and in many cases agrecments were entered into
as to the rates of interest that would be charged for these loans over a jiven
period of time. '

The Federal Rgserve banks, with the approval of the Federal Reserve
Loard, established preferential retes of discount on paper secured by
war obligatiuns and everything possible was done to aid the Government in
raising the financial sinews of war.

The termination of the war, from a military standpoeint did not,
however, synchronize with the financial end of the war. Wnen hostilities
ceased there were larze liabilities of the Treasury outstanding, many of them
undetermined, and it soon became evident that another large populaer loan
was necessary. Douwats wcre expressed by some as to the efficacy of the
' patriotic appeal thet was made and had becn responded to so nmegnificently
during the time of war. Dut the -people of Mmerica arose to the occasion.
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' The Victory Loan was over-subscribed. Dut even tinen we did not reaci the
definite end of our war financing, for the Treasury had outstanding a float-
iny debt in the shape of certificates of indebtedness amounting to nearly
four billion dollars. This floating debt had to be arrznged. The Treasury
was anxious to reduce it from time to time at the quarterly periods when
incone. taxes and excess profit taxes are paid in.

The Federal Ressrve Danks ond the Federal Reserve Loard reco.nized
early in the year 131y certain den.erous tendencies toward which we were
driftin., and the koard issued repeated warnines that unnecessary credius
in excessive amounts should be checked. lutu those warnings haua only a
temporary effect, and as the year progsressed it beceme evident thet
dangserous tendencies had developed into dangerous conditions.

Action was finally taken and & halt called., The Federal Reserve
Foard was svbject, .. no doubt, to some criticism. Ifut I believe that
even sone who were severe critics last November recognize now that the
corrective applied was necessary and salutary.

The Secretery of the Treasury hes notified the Feaeral Reserve Lozrd
that the financial plans of the Treasury as to the handlin, and ultimate
retirement of the floating debt have progressed so far that as far as the
Treasury is concerned, the Loard might feel entirely free to exercise its
statutory poiers with reference to the control of credits and the regulaticn
of discount rates.

There is nou question, gentlomen, that the credit structure of this
country is expanded, Such a condition is inevitable; there is no blame
that should attach to anyone for such a state of affairs, for we have
passed through the greatest, most destructive and most expensive war of
all history. All wars are accompanied by increase of taxation. In most
of the countries there has been inflation of currency, and in 2ll countries
a great expansion of credits,

the ’ ,

" During/Civil Var resort was had to increased taxation, to credit
expansion, as represented by bond issues; and to direct currency inflation
as represented by an issue of irredeemable notes which were paid out to
mect current expenses, Those notes were given the legal tender quality,
so that they were receivable for all debts, public and private. Tie

" injection of irredeemable peper money into circulation drove out metallic
money, gold and silver, and prices advanced; they were based upon the
paper stendard, and af ter the Civil War closed fifteen years elapsed
before tine paper currency was able to circulate on an absolute parity with
gold, and even so late as the yeers 189U, 1445 snd loyb our legal tender
notes proved to be a very disturbing factor, for, owing to their freguent
réedemptions and immeaiate re-issue, they constituted a serious menace by
mgklng o constant drain upon our supply of gold.

The United States was financed during the recent war partly by in-
creased taxation eénd partly by bond end certificate issues, a form of credit
eXpmsion, Currency inflation did not enter into the scheme. The obliga-

' tions issued hy the Government were not made availahle by Congress to c=r-urs
issues o circulating notes directly. ILut, as Section 13 of the Federel
Weserve fct, which defines the limitations of eligible paper, and which
bars investment. securities of various kinds, made an exception in favor
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of paper secured by notes and bonds of the Govormwent of the United
States, it developed that, aftsr =11, Governnent bonds were used
indircetly to some extent as a basis of circulation, by reason of
vip3r securcd by them being placed with Federal Reserve Agents as
part security for Fesder-l Reszrve notes, plus the required gold
reserve,

S0, while ws have turned our backs now upon the poriod of
war financing and have directed our steps toward a wore normal
banxing nolicy, wz cun not zxpsct this y2&r, nor next, nor in the
imiedizte future, to reguin a benking wosition which would be
rzgarded &s normal, vhen judged by pre-war standards. We can
only reach such a position wh2n, «s the result of incrzased
nroduction, =nd rsduced cxpenditure on ths part of the wesople
cnd of the Gov:rnment, outstanding
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obligctions of thegovernment have becn very grectly reduced and

the remainder has been absorbed by the investin, public. The process
is one which will require time and patience. But we cen formulate

our policics now. Ve must have a definite policy to whick we must
adhere in order to bring sbout, in the course of time, ta: result < ~»
which I think all thinking men agrec should be attained.

The banks of the country, the commercizl banks in thc large
and medium sizcd cities, and in the country towns, have an importent
pert to play in bringing about this result. I hope you genilemen wno .-
erc here today w.ll impress upon your neighbors and upon your counry
bank clicntele the importanee of pursuing a definivs, sound policy.

Ncn-csz;cnn‘i:-l loans shoula be uiscoursged end vhe rediscount
facilitics of the Federal Reserve Banks ought not to be used tor tne
sake o1 rofits. The FederzlRescrve System should bte btrought back
&s repilly as possible to the basis thr t the authors of the (ot hae
in mind wnon the law was cnacted. Foderdgl Reserve Banu: should be <2pt
in a liyuid condition. They should.be in a position to <Xpand or con-

. tract tacir loans according to the industrial and comr.rci:l reguirerents

of the ceuntry. Thcy shculd bc kept in a position to responc to (ny
unexpectid emerzoncy and to £11l secasonal requirem:nts. Thoy should be
abls to funnish te ths butincss of thu cowntry & suund and elastic
currcncy. And when I say clastic, I mean - currency which is cepchle,

- not only or expenuing, dut clso of centr-cting, in ord.r th-t 1t may
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cXpand &4ain wh.n occasion reguires.

If ne Feder:l Reserve Banks, as a roflection of the conditicen of
the memb.r bapks of the country /Mmose roscrves ore RKopt entircly wivha
the Fcd.r:l Reserve Baniks, are permitted to expend to ine very limiv
of their resources, and then the cowntry~should be conrironted wita cn
cmergency, we would be obliged to meet that emrgency Just & tnoubn
there wer: no Fedcral Rescrve System.

The Fed.ral Res:rve Board is directly concerncc with the subject of
rates, In ordinery times thu n2tural corrective or an expenucd ccnaition
is en cdvance in rates. Of courss, with the world out o1 Joint &s it is
at present, with the United Stetes having the ¢nly froo goid market, witha
the embargoes which e¢xist, nccessarily, in fer.ign cowntrics upen i
export uf gold we ccn not mcrely by raising r:tes add to cur gold holuinge;
and in reising retes we pust be careful ' net te «¢ :nything t0 discowrasgs
productien or add tc th. custs and difficulsics or rroaucticn. - he wuw.
prafir not to do thet, bucausc the ordinary preiits or every-cay business
arv small as comparcd with tae lorger profit% which my o .cined from
succsssful spoculetive opersiions; and the AVOras. tusiRess man 15 morc
SLasitive to incr.cssa couts in nis supply i moucy ang crodiv tawn is
she spoculative imaividuel. The lastur's expecintien of lerge profits
of ten ronders Rim indiffcriat to rates.  If none 7 is cacap, »0 ruch we
botier for him, but if it s h13a oG 1t is shtazakle, av Will take

it caywey.
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But we believe, sentlemen, that by callins the attention of
+he banks of the country te the fact that, afier all, the resources
of the Federal Reserve Banks are not infinite; and that not only
is there a check. provided upon rediscountinz in the way of advancing
rates, but a direct check, as cutlined in Section 4 of the Federal
Reserve Act, which, in dofinins the duties of the Board of Directers
of a Federal Reserve Bank, requires them, in grantins their loans and
discounts and accommodations, subject to the ordcrs of the Federal
Reserve Board, to pay due rerard to the wants and requirements of
every ether member bank, to administer the affairs of their bank fairly
and impartially, keeping in view.the possitle requirements of all
members; and it follows that should three or four member banks, or
a group of a dozen or so member banks ‘4 e pernitted, throush very
larze discounts, to absorb all the loanable funds of a Federal
Reserve Bank, it would be impossible to grant reasonable accommodations
to all member banks.

But it is coins to be necessary,perhaps, to raise rates beyond
their present level. I am not here to make a prophecy nor to outline
Juture policies; but you should all bear in mind ihat a further rate

© ta2e is a continrency which must te reckoned with.
increase ’

Now, we are coming to a sutject wnicn atrects you vsnkers very
closely. That is the effect of further aivances in uiscount rates of
Pedersl Reserve Banks upon your relations with other banks, and upon
your relations with your own mercantile and inuividual customers.

Atout two years ago, when the war was at its height, when no
one knew how long it would continue, when we hal a certificate issue
every week and a tond issue every few months, the Lanks of the country
tegan to be restive and they commenced dbiuding up for deposits. The
Federal Reserve Banks and the Federal Reserve Board looked with concern
upon the rew developmenis, and tne Board sent ons or its memoers to
New York to confer with the Clearing House Comnittee. That cunfevence
wes followed by a conference with the sntire Clearing House Association.
There were a good wmany things to Le considered. Many of the bankers in
New York were engaged in a nation wide tusiness., They came into conpe-
tition to some oxteat with banks who carried accoumnts witi them. Firally,
as the result of varions conferences, the New York Clecring Hcuse cdopted
a rule geverning the rates of interest to be paic on depesite and hank
talances, a sliding scale teing oadopted for Lhe rate on tank balmaces,
betwesn 2 minimun of one ver cent and a maximum of three psr cent based
upon the ninety day disco:nt rate for commercial paper at the Federal
Reserve Bank.
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The schedule of maximum rates follors:
When the 90-day rate for Haximum rate to be
- conmercial paper at the paid on the above

Federal Reserve Bank of accounts is:
New York is: :

K

2% or over but less than 23%
b1 ) " "

23% , 3% 134
3% " " " L] 1
3% " W 0] " 4 12%
4% " " ”" " 4% e
4% " " " " 5% ‘ 239
5% oo " 1 i 5_% 2%% .
53 P i " " 6% 2

6% or ubove 3%

The Board has no criticism to make of this schedule. It accepted the
arrangement when made with the realization that it was not exactly the kind .
of an arrangement it had sought to bring about, but it was the best to be
had under the circumstances. The same schedule was adopted also by the clear-
ing house banks of Boston, St. Louis, Chicago, St. Paul, Minneapolis and New .
Orleans. But vhat the Board wishes to have thoroughly understoecd by the
bankers throughcut the country is that it can not e hampered in its appreval
of discount rates for Federal Reserve Banks by any arrangement made by banks
or any association of banks, as to rates of interest which are made dependsnt
upen - Federal Reserve Bank disceunt rates. In éther words, the Beard -will
exercise its statutory rights, and will be absolutely and entirely free to

" approve such rates as in its opinion the interest of the country demands,
writhout reference to any competition vwhich may spring up as the result therecf
among bankers for deposits. It is well that you should understand this.

Now, I will pass to the next phase of the questinn, 25 viewed by the
Becard. We are exceedingly anxious that there should be ne scramble for de-
posits. 'Ye see no occasion why an advance in a Federal Reserve Bank rate
should bring about such a condition because these advances, after all, are
not permanent, they are temporary; whereas, the relationship bet'reen 2 de-
positor and his bank, or between one bank and another bank, is supposed to
be more or less permanent. It is pretty hard sometimes, even in the face ef
greater inducements offered by other institutions, to bresk up an established
relationship of many years standing.

We have nc suggestions to offer as to the risdom of the policy of paying
interest on deposits. '@ know, of course, that fifty or seventy-five years
ago the practice ‘ras leoked upen writh suspicion by many of the most censer-
vative banks. We knor that in the panic of 1873 in News Yerk ° ° sevenrhanks
in that.cdty which:-at. the time -rerc enga~ed more particulerly in building wp
a business with interior banks throughcout tie couniry, 2rd «hish paid interest

: on such balances, were the banks ‘thich stend mere ir reed of assistance; and
T that they had to call on the banks which did not pay interest on deposits, to
assist them by means of advances through the clearing house.
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) But times have changed. The world has progressed. One by one the
banks vhich stood out against the practice of paying interest on bank bal-
ances, have yielded, looking for remuneration in greater volume of tusiness.
So we may recognize the fact that the payment of interest on deposits is an
established practice among samerican banks and there is no need to criticize
it. But there is reason in all things. There ought to be m®deratior in all
banking methods. The Federal Reserve Beard wishes you to keep in mind this
thought which, in its opinion, if heeded will prevent any dangerous tenden-
cies or unsound practices. All deposits in banks are of a temporary and
transitory character. Banks are cenducted with due regard to the law of
averages. A man may have a large deposit with a bank subject to check To-
nerrevr it may all be checked out. But it is going into scmebody else's
hands. As long as there is no hoarding of funds, and credits move from
one individual to another on the books of a bank there is no change in the
position of the bank. or the positien of the associated banks cf the city
if there should be a transfer from one bank tc another.

But keep in mind, gentlemen, the temporary character of deposits, ~both
demand and time deposits. There may be an agreement that, in consideration of
a higher rate paid a time depositor the banker may have assurance that the:
funds ill not be used by the depositor for a given periofl of time - but
nc banker should look upon deposits as a permanent asset. They are a lia-
bility.

. No customer of a bank should be edygnted to believe that his deposit

' in bank is an investment. In other words, your rates should not be put up
so high that they will attract deposits on an investment basis, because a
deposit in bank is temporary; it is merely a fund awaiting use or invest-
ment and not an investment itself. If you get your customers educated to
the idea, by paying them high rates, that their deposits ith you are real’
investments that they have made, you may wake up sometime to the very un-
pleasant realization of the fact that after all these are investments which
‘you must buy back at their face value whenever the ovmer of the deposit de-
sires you to do so.

This year there are going to be very heavy demands of various kinds
made upon the investment markets of this country. The railroads are soon o
be returned to their owners. We are confronted now with the problem of fi-
nancing our exports to Europe. We have financed - - ' ., < exports amouni-
ing te foaur billicen dellars during 1919, just how we do not know, but we
have a suspicicn that the American banks have borne most of the burden, di-
rectly or indirectly.

While there is no occasion to doubt the soundness of your loans - because
there is an cbundance of good cnllateral exclusive of the trenty billion
dollars or so of Government bonds - “re feel that it is important in financins
our permanent requireiments and leng time loans to appeal, not to the com-
mercial banks but to the investment market.

This reasoning applies more particularly to the smaller banks, trhich
very naturally like to see their deposits continue to increase, and many ef
them have the feeling that any decline in their total footings is a reflecticn
upon them, although it may very greatly strengihen their reserve pesitien if
their lmans, and deposits are reduced in equal proportion.

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



Digitized for FRASER

D-1 , X~1789

Here is the crux of the propcsition. If bankers through high
rates of interest compete for funds with the investment market
anc. attract large deposits to themselves, they are Bound to
utilize these deposits. High interest payments fo.r deposits
tend to promote unsownd banking, for the reason that many a
a bank which hes & large volume of deposits at high rates of
interest will make 2 loan in order to keep the money in use
that it wauld nofthink of touching if the deposit bore no
interest, ‘

If all cormercial banks should undertake to treat their
deposits as funds available for long ihvestments, and should
dccurmilate deposits by paying high rates in cormetition with
the investrent market, they would naturally be called upon ’to
purchase all kinds of investrment secu.fities which should riore

properly be taken by tlheir depositors.

To sun up: There is not and can not be any arxrangenent
to consider rates of interest paid by rember banks for deposits,
in estoblishing discowit roates 2t Fedeml Rescrve Bonks. Menbar
banks ooy, however, basc their interest rates on Federal Reserve

JBonk discount mbes if they wisha. It oy be the scientifiec woy

to do it, but such 2 rule should be as uniform as possiblec.

But if adonted gencrally it ought to be with the distinct uwncer—
stonding thot tlhiere is no obligd ion rcsting on the Federal
Reserve Banks to refrain from estaoblishing or upon the Federml
Rescrve Board nat to ooprove neeessoery advances in discount retes
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riecrely tccauso such action might precipitate a fight Dbetwoen
ricraber banks for depositsa

I have Iere telegrars anl lettcers from clcaring houscs
that werc unable to have represcntatives hare; and they all
take the position that therc ought not to e any scramble for

Y deposits or any change in the present intercst rates on
denosits should the Federnl Rescrve discount mtes be advanced
furthcr.

Thees telegrars and letters will te on the desk so that
your own presiding officer can bring them to your attention in
the proper way. I will read, hovever, ——= without giving the
nane of the clearing house fron which it cormes =-— extracts from
onc lcttere This is o very large and irportant cormercial center,
which is not represcnted here today. - Its clcaring house comittee
gocs on to say: .

"It ray be said that this Clearing House Assoc iation has
no agreerments of any kind between its niembers, as such, in
regard to rates or cond itions in their busincss. They have

- ' no rules as to charges, nor is there any provision in their
organization other than voluntary acquiescnce in making or
cnforcing such rules. Hovever, the Associaticn hes never
found any difficulty in prescenting iteforc its renbers matters
of cormon intcrest and securing voluntay support to what has
been decicd proper policy.

"The cormittee unanimously expressced the opinion tiat .
relation betwean intcrest paid to depositors and tie currcent
interest rates (vhich arc po rthaps best indicated by the
Federal Reserve Bankts Rate) is theoorctically a proper relationa
It has no opinion to express at this tinc as to the spread which
should exist or how quickly the chmges of rates of interest
paid to depositors should follow an incrcase in thce discount
rate. The rates now prevailing in this ciyy werc brought into
being by the voluntary incrcasc of rates on the part of other
bhoankers corpeting in a scnse with us for certain of our dcposit
lincs, and were not inspired by ony original idea of the tankurs
in this city.

“As it wos at first amnmounced thd the Neo Yorlz banks were to
»ay 2—1/2 per cent on bank balances, thot rate vaos adopted by
sons of our leading banks, and fclloied by all of the others.
“hen the rote in Nev YorkVhas finally fizzed at 2+1/4 yper cont,
%o neticn was taken to change the 2-1/2 @7 cent rote hare."

7.7t cendit inn existed in several cities. I think there is
en~ Izgertant city that has a 3 per cent rate in cffect now, in
- e face ef the 2-1/4 per cent raote in effecct in Now Yorl
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Te continuc with this letter:

“Tho cormittee teels sure that there is no intent, that
there will be no action on the part of any **** bank to
increase rates paid for deposits, except as a natter of
protecting their situation agai:st baks in other centers
capet ing for the same business, axd should the rotes in
other centers be fixed at 2-1/4 per cent, we fesl sure that
ne change would be necessary by sur hankers. Jhouid, however,
the rates paid in competing centers be increased above 2-1/2
per cent, it is quite likely that the bonks of this city weull
find it necessary to meet whatever rate was fixed by conpeting
banks within the limits of proper business practice.

"It may be, therefore, best to assure the other members
of the Confsrence in the alseace of our representative that
we will not initiate any chmge in rates in resyponse to a
change in discount rates made by the Federal Rcserve Banks,
but will be cempelled,in self~-protecticn, to follew the rates
agreed upon by competing centers to the limits of proper
practice as above. outlined."

It was suggestasd by the Board when the New York arrangement
went into effect tha instead of having, an autonictic change
in rate with every change in the Fede:inl Reserve @iscovnt rate,
a change in the bank rate be male a basiz for a chenge in the
deposit rate, but that the mattar be considered and voted upon
deparately by the Clearing Hpouse Asscc it ion.

It seems to the Reard that it would ke well for you to
consider this whole question with a view, if possible, of
preventing any distwmbance of ycur own tusiness, or pncreasad
6ffarings of discounts to the Federal Resa've Bonks, which would
inevitably result if you were to put your own decpesit rates upon
an investrent basis and were called upon to rmke long investmonts
yourselves, instead of passing them along to your custonerss

The press were notificd that as long as the Federal Reserve
Board were in charge of this meeting they were welcore, but when
the bankcrs themselves took charge of.the nmecting they night be
asked to withdraw.

Vc are indebted to the Sceretary of the Interior for the
use of this room, vhich you can have until 4:30 of cleck this
afternoon. As far as the Brcard knows, there is no occasicn for
you to stay over until tomcrrow. I think you c¢on corplete your
deliberations in onc day. You have an opporiumity to exchange vicws
and you can hear fraa 211 sections of the country and you can arpoint.
such cormittees as you roy deen advisablo; but the irportant thing
for you to do at the morent is to elect a chairran for your ricet ing.”
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