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THE FEDERAL REGERVE SYSTEM - WHAT IT IS AND WHAT IT IS NOT,
~ Nearly seven years have slapsed sinte the establishment of the
tederalfReseEvé,Banks‘and yot thers is still a surprising lack of
knowledge of what they really are and of what their proper functions
are, not only on the part of the public but among bankers aﬁ'well.
Muoh has been aaid and written regarding them, which is caloulated %o
~create entirely wtong iqpressiaﬁa apd.ihilo it is impossihlé, in the
;j) ‘ briez spahe of time which can properly be allotted to a public addrees,
to enter into an elaborate discussion of -the subjeét, I shall endeavor
this afternoon to describe concigely the character and some of the diép
tinctive functions of the Federal Reserve Banks and of the Federal
» Regsrve System. | | ‘ |
" The Federal Resérve‘Ant, which is responsidle for the exigtence of
the Federal Resarye‘ﬁoard and the Federal Regerve Banks, wag épproveé
on Decomher'zj, 19;3; and has, at various times since, been amended by
Congress. vTho amendments, for the most part, have been the result of
.suggéstiona made by the Federal Reserve Board and were designed to render
the Act more effective, |
The gonar61 purpégaa of the Act are outlined in ite ception or
short title, which is as followe:
"An Act To provide for the establishment of
Federal regerve bankg, to furnigsh an elasgtio cur-
rency, to afford means of rediscounting commercial

paper, to establish a more effective supervigion of
banking in the United States, apd for other purposes.”
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The need for a more efficient banking system in the United States

- had been felt for many years. Ever since the year 1890 the subject was
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one which was discussed frequently at bankers' conventions and a%t gather-
ings of commercial bodies, but the event which gave great impstus to the
movement for banking reform along constructive lines was the panic of
1907. The following year Congress created a Monetary Commission, which
after a long and thorough study of the banking systems of the world subd-
mitted an exhaustive report. During the years 1911 and 1912 a committes
of the House of Representatives, commonly known as the "Pujo Committee",
investigated banking methods in this country and submitted a report.

- With this wealth of information in hand, Congress early in the year
1913 took up the matter of banking reform in earnest and the Federal
Reserve Act was put upon the statute books before the close of the year.

This Act is universally admitted to be a great constructive piece
of legislation and is applauded bpih by friends and critics of the
Federal Reserve System, by those who understand the Act as well as
thoge who do not. It is.because so many have no real conception of the
purposes or meaning of the Act that there has been so much criticism
of its administration.

The Federal Reserve Act did not establish a central bank. On the
contrary, it made possible the establishment of as many as twelve Federal
Reserve Banks, each almost wholly independent of the others in operation,
as well as in local policies. From a legal standpoint these banks are
private corporations, organizea under a special act of Congress, namely,
the Federal Reserve Act. They are not in the strict sense of the word

Government banks, but are only quasi-Governmental institutions, in that
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they are under the general supervision of the Federal Reserve Boari and
have on their bdoards of directors three men, representing the Govaimuurt,
who are appointed by the Federal Reserve Board.

Eagh bank has nine directors and the other six are chosan by the
member banks, which are the sole stockholders of the Federzl Fseorve
Bank. The law does not permit the Federal Reserve Banks to ccmpets for
business with each other or with the national banks, state banks aad
trust companies of the country., They are not allowed to receive deposits
from the public and can accept deposits only from their member banks,
from the United States Government and, solely for the purposes of exchange
or collection, from non-member banks or trust companies. They are not
allowed to make loans or advances direct to the public, but can lerd only
to the United States, to their member banks and, subject to certain
conditions, for periods not exceeding six months, in anticipation of
the collection of taxes or the receipt of assured revenues, to states,
counties, municipalities and ether political subdivisions in the
United States,

In lending to their mmber banks Federal Reserve Benks are not
permitted by law to use the same discretion that is allowed national banks,
state banks and trust companies, but they must observe the limitations
prescribed by law as to thg character and maturity of the notes offered
them by member banks for discount. Except as to notes, drafts and bills,
drawn or issued for agricultural purposes or based on live stock, which
a Federal Reserve Bank may discount for a member bank if the maturity
does not exceed six monxhs,va Federal Reserve Bank can not discouat any‘

paper which has longer than three months to run, exclusive of days oi

grace,
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The law puts a limitation also upon the character of a note which
a Federal Reserve Bank may discount for a member bank. A Federal Reserve
bank may make advances to its member banks on their promissory'notes,

’ior a period not exceeding fifteen days, provided, such promissory notes
are secured by the deposit or pledge of bonds or notes of the United States,
or by notes; drafts and bills of exchange or bankers' acceptances which

are themselves eligible for rediscount or purchase by a Federal Reserve
Bank, .To be technically eligible for rediscount a note must be endorsed
by a member bank, its maturity must be withint the time 1limit prescribed

by law and it must have been issued or drawn for agricultural, industrial

or commercial purposes, and it must also be shown that the proceeds of

the note have been used or are to be used for such purposes,

Federal Reserve Banks are forbidden by law from discounting notes,
drafts or bills, covering merely investments, or issued or drawn for the
purpoée of carrying or trading in stocks, bonds or other investmsnt
securities, except bonds and notes of the Government of the United States.

The Federal Reserve Act, as amended, has changed both the amount
and character of the reserves which all national banks and state memuer
banks must carry against their deposit liabilities., For a long period
of years, it has beenthe practice of American banks to carry as a reserve
in cash and on deposit with other banks, a certain proportion of their
deposits. Before the passage of the Federal Reserve Act, the national
banks in the three central reserve cities were required to keep in their
own vaults as reserve in gold or lawful money an amount equal to 256 of
their net deposits, and in other cities and towns they were required to

kesp a part of their required reserves in cash in their own vauvltis

-
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and o part on deposit with other banmks. The laws regarding the reserves
of gtate banks varied in the different states, Under the Federal Ressrve
Act the percentage of reserve required has been substantially reduced, and
as amended, no national bank and no sta%é?gg;k is required to keep any
definite amount of cash in its own vaults ard whatever amount of cash is
kept on hand by the member banks, as deemed necessary by the judgment and
experience of their officers, does not count as part of the banks' lawful
reserve.

The entire legal reserves of all member banks must be kept on deposit
with the Federal Reserve Banks. As a consequence, the cash resources of
the Federal Reserve Banks are necessarily very large and their holdings of
gold, in particular, constitute a very large proportion of all the gold in
the country. The gold held by the Federal Reserve Banks is equal substan-
tially to all the gold that might have been held by all the banks through-
out the country if there had been no Federal Reserve Banks established.

As the Federal Reserve Banks are made the sole custodians of the legal
reserves of all member bankg, the object of Congress in throwiné safeguards
and limitations around their loan transactions is evident, It is neceésarY
that Federal Reserve Banks should keep themselves in a "liquid" position,
that is, their bills discounted must be of short maturity and should be
readily collectible. The strength of the entire banking system of the
United States is directly related to the strength of the Federal Reserve
Banks. If a Federal Reserve Bank should find itself in a weak, over-
extended or unsafe position, all its member banks would be directly affected,

While Congress hasrlﬁquupon the Federal Reserve Board the respon-

sibility of defining eligible paper, within the meaning of the Federal

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



. | X-3202
-6 -

Reservé Act, it has entrusted the management of the Féderal Reserve Banks,
under the general supervision of the Federal Reserve Board, to their own
directors. Eash Federd Reserve Bank has power to appoint, by its board

of directors, such officers aml employess as are not otherwise provided

for in the Federal Reserve Act ard to define their duties, to prescribe
by-lsws, not inconsistent with the law, regulating the manner in which its
general busire ssmay be conducted, and to exercise, by its board of directors,
or duly authorized officers or agents, all powers specifically granted by

law and such incidental powers as may be necessary to carry on the business“
of banking within the limitations prescribed by leaw.

Each Federal Reserve Bank is conducted under the supervision and

- control of its board of directors, who are charged by law to perform the
duties usually appertaining to the office of directors of banking associa-
tions and to administer the affairs of the bank fairly and impartially and
without discrimination in favor of or against any member bank or banks and,
subject to the provisions of law and the orders of the Federal Reserve Board,
to extend to each member bank such discounts, advancements and accommodations
as may be safely and reasonably made with due regard for fhe claims and
demands of other member banks.

The Federal Reserve Board does not appear to be authorized by law to
pass upon the paper which is offered for discount to Federal Reserve Banks.
This is a function which must be exercised by the directors of the Federal
Reserve Bank or by their duly authorized officers or agents. While the
law does mot prescribe any fixed limit as to the amount of loans that a
Federal Reserve Bank may make to a member bank, it does require that due
regard must be given to the claims and demards of other member banks, that
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is, to their possible needs for credit accommodation. It also provides
that a Federal Reserve Bank must extend to each member bank such discounts
and accommodations as may bs "safely and reasonably made". This means
that the directors of a Federal Reserve Bank and the officers appointed
by them must exercise their best judgment in granting discount accoumro-
‘dations. They must assure themselves that the discounts are such asg
can be safely made, and reasonably made, with dug regard to :the possible
requirements of other member banks which may ask for accommodations
later on,

This discretion is not vested in the Federal Reserve Board and the
reason for this is probably two-fold. First: the Federal Reserve System
is not a central bank. It is a regional system comprising twelve banks.
Congress did not intend that there should be a centralized control of
credits, Second: in a country embrasing so vast an area as the United
States, it would be a very difficult task, if not an impossibility, for
a central Board to pass intelligently upon the security of the paper
offered for discount, which must necessarily come from all sections
of the country.

I have already called yourattention to the fact that Federal Rccsrve
éanks are not permitted by law to make loans direct to individuals, ti.ng
or cérporations, and that they can only rediscount papsr which bsars iis
endorsement of a member bank. It is evident, therefore, that in order
for a Federal Reserve Bank to render financial assistance to those
engaged in commerce or indusiry, in agriculture or in the raising of
live stqck, the loans must first be negotiated with member banks. There
are many loans, however, which member banks may legally and properly
make which can not be rediscounted with Federal Reserve Banks for the
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reason that the low does not admit of the classification of such parer
as eligible. A Federal Ressrve Benk, therefore, can not discount any paper
however good it may be, which is not technically eligitle under the
terms of the Federal Reserve Act, and, on the other hand, it is entirely
w;lthin its rights in declining to discount notes which, even though
technically eligiblg, are not satisfactory from a credit standpoint.

While the Federal Reserve Act was intended to strengthsn the bank-
ing system of the United St=tes and to provide ready means of rediscount-
ing certain classes of paper, it is 2lso the evident intention of the
Act to disturb as little as possible the business of the member and
non-member banks, or their desling with their customers. There is nothing

in the Federal Reserve Act which gives either the Federal Reserve
Board or a2 Federal Reserve Bank zny control over the loan policyrof
any member benk. A Reserve Bank cannot compel a menber bank to make
a loan which it does no.t desire to make nor restrain it from making a
loan which it wishes to make even though it is forbidden by law.

I have alresdy explained thzt a Federal Reserve Bank cannot lend
directly to the customers of a member bank, nor does it, in fact, take
the initiative in msking loans to a member bank for the purpose of ,
enabling the member bank to distribute the funds so advanced to its
customers. 4The Federal Reserve Bank lends to the member bank against
transactions alresdy mede, for the purpose of enebling the member bank
to restore its reserve to the lepal requirement, after the reserve has
been impaired or is about to be impaired because of increased loans
and deposits.

I know that there is a very general porular misconception regarding’
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this and I think that some of' the mwember bank§ are responsible for this
misunderstend ing, talthough; I am sure, they ha,ye not been actuated by
malicious motives. I have been in the benking business myself and 1
think that I know something of benking psychology. Banks, as a rule,
do not like to =dmit to customers that they are short of loanable funds
nor do they like to arouse emhity in declining to meke loans or in-asking
for 2 reduction of a loan s.iready made.

| I know thet there are some bank officers who are sble frankly to -
decline an spplication for a loan in a way which leaves no sting, but
which oh the contrary gives the applicant the impression that the re-
Jection of his aprlication is 2 fovor to him. But not =211 bank. officers
have guch tact. Some are ft"enk enough but their bluntness hurts the
feelings of the would-be borrower. It is not unusuzl, therefore, for
bank officers in declining loans to look for ., buffer, or some one to
whom they can "pass the buck™. In the old days, the board of directors
w2s made useful i’n this capacity. By w2y of illustration I ar going to
tell you a story which weé told me by a mative of North Carolina and who,
by the wey, was one of the best citizens that the Old North State ever
gave to Alabama, the Honorsble Joseph F. Jolmston, who wes Governor of
Alzbama for two terms and who died some years ago while he was a Senator
of the United States-

He wes formerly president of a bank in Birmingham and he used to
enjoy telling this joke on himself. It seems that one day a man, whom I
shall call Jones, who had no credit resvonsibility and no'-ﬁsible means
of support, but who was an all-around good fellow end had some little
rolitieal influence in local elections, came into the bank and wantcd to
borrow $300. Governor Johnston asked him what collateral he had.
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"Well", said Jones, "I haven't got any. If I had any collateral 1
would sell it 2nd I would not went to borrow =~ny money".

"Well", Governor Jomston said, "Who is going to endorse your paper
for you'®

Jones rerlied, "I do not kmow snybody who will endorse my paper- I
want to borrow it on my own nare.”

Governor Johnston wes snxious not to offend the fellow, so he said,
"I will tell you wh=t I will do. I cannot promise offhand to let you have
the money, but I will see our directors sbtout it snd if they approve the'
loan I will be verv c¢lad to make it for you". There were only seven
directors =nd they all herd@ offices in the business section of the town,
so Jones got busy snd went sro'md and sew each one of the directors of the
bank and he ascertained 21so v. *r “he rext directors'® meeting would be held.
the day following the directors! meeting Jones ceme in with his note all
filled out ~nd s=aid:

"A11 rigig,bore \ is my note; let me have the money".

Governor Jomston szid, "I am very sorry, my friend, I cannot meke the
loan; the directors turned it down".

"Wh=t", Jones exclaimed, "Did they turn th=t loan down"?

"Yés, they di’d"..

"Well", s=id Jones, "Th-t is very queer. I saw Mr. A and Mr. E; I
sew every one of the directors, and they all s2id I could have the money-.
All of them were in favor of it".

ﬁWell“, Governor Johnston s2id, "I cannot helP what they told you- I
Eroﬁgﬁt the matter up at the directors' meeting and they 2ll voted to turn
it downﬁ.

5Wéll", Jones replied, "All I have to s=2y, Governor Jomston, is that
persénally and seperatsly your directors are a very clever set of men, but

D@niedbrgg&%%gtlvely they are the bigeest liars in Birminghan'.
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In these days, however. bank officers find in the Federal
Reserve Board or the Federa. Te-:rve Bark a much more satisfactory
buffer than a local board of directors. T ¥now of wany cas:s wharo
banks have found it very convenient to vass the buck to the Faderal
Reserve Bank or the Federal Reserve Board, and rave stated to a
borrower or would-be borrower that they would}ikks to grant the extension
asked fQ; oi make the loan desired, but the Federal Reserve would not
nermit it. Such a procedure has a tendency to relieve the situation
as far as the local bark is concerned but it is certainly unfair to
the Federal Reserve System. This evasion of responsibility has
subjected the Federal Reserve Banks to ajgreat amount of unjust
criticism and has given the public a wrong impression of the authority
and attitude of the Federal Reserve Banks and the Federal Reserve Board.
It has aroused indignation which is entirely natural in the circum-
stances and has caused much correspondence with the Federal Reserve
Board direct and with Congressmen andU¥nited States Senators, whose
ire has been aroused because of these alleged arbitrary methods.

It is entirely true thrat a Federal Reserve Bank, mindful of its
resoonsibility under the law and acting in accordance with the dictates "
of ordinary banking orudence, may have had occasion to call the atten-
tion of some of its larger ~porrowing banks to treir }9@!’9‘1
discount lines, which have run in some cases ove{hguy§§f?°& of yeals,
withput being reduced, and bhave called éhé aiéénéionIOf éhe borrowing
banks to_ths necessity of working thEmsaléos into & stronger $osition
But iﬁ ﬁo Easa witiin cke kaowledge of taa‘Feiarul_Rdserve Boazrd has
any Federal Reséfféubaﬂk wsiertaken to ﬁdyx Lo avﬁsﬁbef bank what

particular loans it should call or ask t¢ huve roduced.
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I will give you a concrete example., In anotaner state, not in

this Federal Reserve District, there is a national bank which hgs
for a long time becn a large and continuous borrower at the Federal
Reserve Bank, the amount of its rédisccunts being several times greater
than its4capita1 stock and its fair proportion of the loanable funds
of the Reserve Bank, It seedé that this bank has made frequent
promises to reduce its discount liné to a more roasonable sum, out as
it collected notes it would constantly send in othors for rcediscount.

I bold in my hand a noticoe that this bank appears to nave be:n
senling to some of its borrowing customers, which roads as follows:

"Your note for ¢ falls daue 8

‘"Our FEDERAL RESERVE BANK owns this noto, having rediscounted
it for us. AS it has beon renewod several times, taey aro INSISTING ON
A PAYMENT of $ or more. It is ABSOLUTELY NECESSARY to arrange
this notec on the day of its maturity. Yﬁurs truly. Casaior."

Tae Casaier of tais Bank recently wrote the Federal Reserve Bank
as‘follows:

"We wish to assure you that wo appraciate your help and could not
have gotten along without it. We are mors anxious to reduce our line
than you are to have us do it, To show you howudesirous we aro o get
our line down I am enclosing a notice waich we have lately gotten out
and waich is producing excellenc results. =---- Now be paticnt with us
Just a little longer and we will show you that we can reduce our lins
to & respectable size, We thank you just the same."

To this the Fedoral Reserve Bank replied promptly:

"We. aro pleased to note from your letter of September 9th that
_you anticipate being ablo defore very long to materially reducc your
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large oorrowings from us in/zradual manner. We do not, mowaver, fcgl
toat you are justified in soniing a-notice to corrowing customers
as psr tne form which you enclosod, as it makes statcments that ar:
entirely uncalled for. The¢ papers that you nave had under rediscount
with us and whici we acceptes .5 being 2ligible in order to extend
to you nccled wid, represent Joans taat tae officers of your vauk
have passed upon from the stunipoint cof the credit worta involved,
ans, no douot, wita tus considaration as to tacir colloctitility
waen auoe, and, thereforc, whan tae time comes for making collection,
it would seem that, ocing conversant wita logul conditions, ways
and means for making collaction could be deviscu oy the same
officors witnout laying tac buraen upon the Fiderwal Rescrve Bank.
This Bank has never set fortn to your institution what loans it
shoula or should not meuke, nor has it stated that any particular
note or notes that it has held under rediscount from your bank should
o¢ collected. We have extonded accommodation to you over a long
period which, in our opinion, was the time when credit was noecded in
order to aid your customers in their commercial, industrial and
agricultural operations, o' - wkien tiae harvesting and marketing period
arrived and taere sccmed to ¢. tittle or no reduction in your 5orrow~
ings, wo dovmed it advisable (o bring to your attontion tac qssiiu-
0ility of offorts oceing made to get out from your soriéusly extended
position. Tace desircd amount of curteilment in tac indebtednoss of
your individual customers is « matter tnat should be worked out oy
your directors and officers, tansy bearing in mind the cxtoended
position of your institution and its safety. We would ask tosrcfore

toat you discontinue at once using tne forw of notice referred to
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and that you also rocall the noticos of a similar tenor that have
alrzady ocecn sent to your customers. "

To this the memoer bank replied:

"Your lotter of the 10th instant was received this morning.
Fortunately we had not issued any of the notices in guestion and
aave destroyed tac entire supply. Am sorry the incident occurred.”

No Jdouot tne Federal Reserve Board will reccive many complaints
growing out of tais incident.

Toere is perhaps even groater confusion in the puolic mind
rogarding the issuc qf Foderal Reserve Notes than tcere is regarding
tne rediscounting functions of tne Federal Reserve Banks, Toe im-
pression seenms to prevail very generally that the Federal Reserve Board
nas power to expand or contract the currency of toe country at will
and soie oelieve that it nas oxercised this power in a rackless and
aroitrary manncr. Waile tas law prescribes that tae Fedsral Reserve
3oard siall dave the right, acting through the Fedoral Reserve Agent,
to grant in whols or in part or to reject entirely the application of
any Federal Reserve Bank fér Federal Reserve Notes, it bas never
exercised this right. On the contrary, it bas always approved
promptly every application wnich has been male for ths issue of
Tederal Rescrve Notes. One of the purposes of the Federal Resérve
Aof, as stated in its caption, is to furnisa an elastic cur rencys out
there are many Wwaese idea of elasticity is continuous stretching.

Currency to be really elastic must oe susceptiole of expansion
or tae reverse, as tboe needs of industry and commerce may reguire.
Many believe toat thero was a preordained contraction of the currency

Juring the year 1920, determined upon in order to reduce Erices.
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The facts, waich can oe readily éscertained from toe figures wiich
were pudblisned every weck during tboe year 1920, saow taat tais
impression is aosolutely wnwarranted. Tac Federal Reserve Boéra
said in its Annu«l Report for 1919:

"Toe expansion of credit set in motion oy tae war rust oe
checked. Cradit must be brought under effective control and its
flow be once more regulated and governed with carsful ragard to the
economic welfare of the country and tas needs of its producing
industries. Deflation, however, merely for the saks of deflation
and « speedy return to '"normal" - deflation merely for the sakes of
restoring security values o .d omamodity prices to their prewar
levels without regard to other comsaequences, would be an inscnsate
proceeding in tke existing posture of nati@nal and world affairs. "

It said also ia taat report:

"It must never boe forgotten tnat productivc'industry is pro-
foundly affected by credit conditions. Modern buéiness is done on
credit. oOne of its lifo-giving principles is credit. Tac mood
and tempér of tue business cormmnity are deeply affected by the
state of credit and may casily be disturbed by ill-considered or
precipitate actiom.. Too rupid or t00 drastic deflation would dcieat
the very purpose of a well-regulated credit system oy the needless
unsettlement of mingd it would produce and the disastrous reaction
that such unssttlement would have upon;ro&ucfive industry. Radical
aﬁd drastic deflation is not, thersfore, "in contemplation, nor is
a policy of further oxpansion. Either course would in the ond lead

only to disaster and must r. ¢ be pormitted to develop. OQur economic
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and financial position is essontially strong. There necd pe no
occasion for apprehension as to our a'bility to effact the transition
from war~-time to peacc-time conditions if recasonable safeguards
against the abuse of credit are respected. Taoere is, however, no
need for precipitate action or extreme measures.' Extremecs must be
avoided, the process of adjusting ths volume of credit to a normal
basis should bo effected in an orderly manner, and its rapidity must
be governed by conditions and circumstances as they develop. Much
.will depend upon the cooperation of tac business and gencral community.
Indced without such coopcration progress can be neither rapid nbr sul~
stantial. Much will depend also upon the rapidity with which tae
unabsorbed portion of the outstanding issues of war sccurities passos
into the hands of pcrmancnt holders. As the national debt is thwus
absorbed and as it is reduced tarough tae operation of the sinking
fund, tue loan accounts of toe banks suould be reduced corrcspondingly
uwntil tae proper balance vetweén the volume of credit and tac volume
of concrete things, which credit belps to produce and whicn are the
normal basis of credit, is rcstoreds Tais equilibrium, it cannot
be too frequently or too cmphatically stated, can obe restored only
by speeding up the pro@sses of production, by the orderly distribu-
tion of goods, by the avoidance of wasteful consumption, and by the
increased accumulation of savings, Taecse arc ths fundazental aconomic
processes upon which the proper functioning of the Federal Reserve
Banks must depend. The Federal Rescrve System can do much to assist
tucse processes but it can not of itsclf and clonc compsl them.
Efficacious action along tancse lines involves tac intellizent ani
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earnest cooperation of the siness and goneral community. Waile
tne Federal Reserve Board wili always pe mindfpl of the inter-
dependence of credit and industry and of the influence exerted on
prices by tnc general volume of credit, tanse Board neverthsless cam
not assume to pe an arbiter of industry or prices. Its_primary duty,
as tne suardian of toe Nation's ultimate banking reécrve, is to sce
toat toe banks wnder its supervision function effectively and properly -
as reserve banks. "
It is not thae function of tae Faederal Reserve System or of
any banking system to @ttempt to fix or control prices. Banks ars
concerned with prices only in so far as the security of tueir loaus
may be involved, and tasy are intercsted morse in the sﬁatﬁlity of
prices and tneir margin of collateral than in tae price level itself.
Banks do not create general conuitions, but they must adjust taemsclves
to coanging conditions, waich, inthe recent eventful months, aave
been brougat avbout by thc ir.:sistible force of popular sentiment
tarouzoout tne world.
Toare wasrot oaly no contraction in Federal Reserve Note currency
during the year 1920 but on tac other hand the total volumo
'
of Federal Reserve Notes iw éfrculation snows an «lmost contiinuous
upward trend during toat year, rising from $z, 844,000,000 on Jarmary 23rd,
to $3,404,000,000 on December 23rd, & record high mark. Since taat
time thas volume éf Faderal Reserve Notes in circulation nas been
greatly reduced, until on September 14, 1921 it stood at $2,491,631,000.
I wisn fé reiterate that neitaer toe increase nor toe dacrease in VLo
volume of Federal Reserve Notes outstanding is tﬁe rosult of any
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preordained policy or premeditated design, for the volume of Federal
Reserve Notes in circulation dcpends cntirely upon tac activity of
business, and upon tune kind of activity waicn calls for currcncy
ratocer than book credits. As I oave alrcady stated, one of, the
purposes of tas Federal Reserve Act was to provide an elastic
currency. | Unitcd States notes, or legal tenders, are reguired by

law to remain at a fixed amount, $346,681,016. Na,tionai Bank notes
are‘secured by Government bonds and tacse notes do not have the
qQualities of elastic currency. Tneir velume nas never depended upon
the actual need for currency so much as upon tue price of Government
bonds wanica save the circulation privilege and therc sas been only a
moderate cnange in tae volume of National Bank Notes outstanding for
several yesars past. TFederal Reserve Notes, on the contrary, are
distinctly elastic. Tacy may be issued to Federal Reserve Banks
against collateral in an amount equal to the sum of the Federal Re-
serve Notes applied for, whica collateral security is requirzd to

be notes and bills discounted or acquired by the banks, or gold or
gold certificates. The law provides further that eaca Federal Feserve
Bank snall maintain a reserve of forty per cent in gold against its
Federal Rsserve Notes in actual circulation., As an evidence of tas
elastic quality of Federal Reservce Notes may te cited tihe fact that
on April 1, 1917 tae total outstanding was $357,239,000; on August 1,
1919 tae total amount outstanding nad increased to $2,506,820,000 and,
as oas just been stated, tae maximum amount ever in circulation,
$3,464,000,000, was reacned on December 23, 1920, e;ltnougn prices aad
already Begun to &acline several montas before taat ~da.te.
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Since the first of the present year tce loans of the Federal
Reserve Banks to tuneir member banks decreased up to September lst
about $1,200,000,000 end as the notes diécounted witn Federal Reserve
Banks have been paid off Federal Reserve Note currency nas come
back to the banks and in tane absence of a demand for it, has not
been reissued. Upon paymen* of commercial paper which nas been °
deposited to sccure federa; Pr~arve Notes, taere necessarily results
eitaer an immediate raturﬁ of an equivalent amount of notes to tins
bank or ah automatic increase in tae percentage of gold reserve
aveilable for tueir redemption. Federal Reserve Notes are not legal
tender, nor do éaey count as reserve moiiey for member banks. Taey
are issued only as . need for toem develops and as they becoue re-
dundant in any iocalicy taey are returned for credit or for redemption
to toe Federal Reserve Banks or to tae Treasury at Wasaiugton. Tuous,
toere canpot be at any time more Federal Reserve Notes in circulutiou:
tuan tae needs of tae country at tne prevailing level of prices
and wazes require, and as toe demand abaves tae volume of noies out~
‘stanaing will be correspondingly reduced turougn redemption. Tae
increased volume of Fsderal Reserve Notes in circulation from 1517
to tioe end of tue year 1920 was, in so far «s it was not tae result
of direct exchanges for gold and gold certificates, tae effect of
advanging wages and prices . wd not taeir causé, Just aé toe reduction
waich Bas taken place during the present yeai‘is tue result orf lower
péicés_ani smaller volume of pusiuess, ratoer tuan tasir causac.
Uhder %ﬁe Federal Reserve System, as ousiness expands, as lavor is
more fully employed and as production increases and dgistridbution
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becomes more active, there follows a demand for greater discount
accommodations and a need for more currency, and tae increased volume
of discounts furnisass a means of providing tae increased volue of
currency required. |

As long as Federal Raserve lotes arc redecmable in gold and toe

required reserves are maintained, it is dirfficult to s¢e now toere

can be any inflation of tae currency growing out of tae issue of
Federal Reserve Wotes. Tae notes can only be issued in exccange for
gold or gold certificates or against tge security of commercial paper
woicn oas first been discounted with some member bank. Tue currsncy
inflation wnich ﬂow 8xists i.. otasr countries, and waico existed in
tois country during and after tae Civil War, is due, first: to toe
suspension of gold payments;éecond:'to an wnbalaiced budget, tuoat is,
insufficient revenucs to cnablc toe Government to pay its current
expenses, and tuird: to tae issue of irredesmable paper currency
eitoser by tue.Governmant direct or by a central bank_against Government
securities, and tae foreing of suci notes into circulation in paymard
of Governmant obli:ations and private indebtodness.
| Tae most conspicuous examples today of countries aaving inflat:d
currencies are Gefmany and Russia.

dere in toe Souts, we are all rejoicing over tas receut advaice

in toe price of cotton. Tuis advance is not aue to any increase in tae
loans of tue Federal Reserve Banks or to any ekpansion ol tae curreancy.
| 4s a matter of fact, tD3 amount of Federal Rescrve Notes in circulatic.

today is about $500,000,000 laess tuaan wasn c¢otton roacacd its lowest

point last spring. Tad advan.2 in tae price of cotton is due to

economic causés, to tao operation of tue inevitable law of supply
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and demand. Aft;;r toe last report of tne Department of Agriculture,

the world awakensd to tas fact that the presunt crop is abnormally
sma_ll and toat probably less tnan seven million t;a,lcs will be produced.
In ordinary circumstances a partial crop failpre of tais kind would
have been calamity to tae Souts, but cowing to tne large amount of
céotton left in tae nands of producers from last scasoﬁ, it will be a
benefjtt because a more normal cquilibrium of tae market will bo re-
stored and tcercfore tae debt-paying and purcaasing power of the Souta
tais fall will be far greater toan bad been anticipated.

I wish to empnasize, howsver, the fact that this nappy resuit
is due, not to credit or currency expahsion but 'rat‘per to the defla-
tion of tae anticipated supply of cotton. A

Touching ag;zin upon tae crodit policies of tne Foderal Reserve
Banks during tie year 1920 and at taoe present time, I wish to remind
you tiaat a caange. in tae discount rate is‘ not necossarily a change in
policy. Central bmks in Toreign countries nave been accustomed for
generations to adwance or reduce toeir rates of c.iiscount in accordance
wita changing coniitions in taeir mone& markets and. toeir action is
accepted witsout Iﬂahopular protest.

Tae discount rates of tuoe Federal Reserve Banks during the
;;rear 1919 were below tne market ratos, as was toe case during tho
graater part of tue period waen toc country was atb wai'. Tae war
did not end, bowever, in a financiul sonsejwita the sigaing of tne
armistice ana toe exigencics of tae Treasury sccemed to regquire a
continuance for some montas of tue Federal Reserve discount rates
walco prevailed during toe War.
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In Januvary, 1920, however, Federal Rescrve rates were advanced
generally to six per coent, waicn, by taoe way, is the nighest rate that
nas ever been cnarged by tnec Federal Resoerve Bank of Richmond. This
advance in ratcs took place at a time waen therc nad been ample oppor-
tunity to market toe crops of 1919 and before preparations were made
for planting tae crops of 190.

Tac effect of tois increase in discount rates at tae Federal Re-
sgrve Banks was to roducc tae degree of expansion of their loans, al-
thougn toe volume of Federal Reserve discounts still continued to siow
a tendency to increase. At tne end of January, 1 920, toe total carming

'asséts of tae PFederal Reserve Banks, wnida incluae rediscounts for
member banks, amounted to $3,039,191,000, «s compared wita 33,3%5,043,000
at toe end of Qectober, 194 . During tois period toc drastic decline in
prices nad alrcady seg ing altoouzo toere sad been a very substantial
increase bota in tae volume of rediscounts of tae Federal Reserve Bw:u:s
and in tae amount of tucir Faderal Rescerve Notes in circulation.

Taere is no occasion for me to say that tihe year 1920 was a
critical and disastrous onc. Taere ard toousands of people in tais
state wio can bear witness to tais out of taeir own knowledge and
experience, dut tas ordeal tarouzn waici you adave passad is tae same
ordzal wnich was undergone_ at tho samo time by people in all otumer
states in tais country and by millions of people turoughout the
civilized world. Tas reaction, wacen it came, was overduc and was
brought about by world-wids oconomic causcs, whica wores centircly
beyond m‘;e control of any group of banks, of any Board or of any

Government.
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Phe President of the United States in an address to the Senate last

July eaid: "Our lend has its shere of the financial chaos and the indust-
riel depression of the world. We little heeded the growth of indebtedness
or the limits of expenditure during the war because we could not stop to
count the cost. Our one thouvght then was the wiﬁning of the war and the
survivel of the Nation. We borrowed and losned - individuals to the Na-
tion end the Government to other Govermnments, and to those who served the
Nation, with 1little thought of settlemsnt. It was relatively easy then,
because nstional .1ife was at staks: In the sober aftermath we face the
order of reason, rather than act amid the passions of war, snd our own
land end the world are facing problems never solved before. There can be
no solution unless we face the grim truths and seek to solve them in
resolute devotion to duty........ It is unthinkable to expect a business
revival and the resumption of the normal ways of peace while mainteining
the excessive taxes of war....., The slump which is now upon us is an in-
evitable part of war's aftermath. It has followed in the wake of war
since the world began. There was the unavoidable readjustment, the inev-
iteble charge-off, the unfailing attendance of losses in the wake of high
prices, the inexorable deflation which inflation had preceded. It has
been wholly proper to seek to apply Government relief to minimize the
hardships end the Government has aided wherever possible, and is aiding
now, but all the spécial acts ever dreamed of, all the particular favors
ever conceived will not avoid all the distresses nor ward off all the
losses. The proper mental state of our peéple will commit us resolutely
and confidently to .our takks, and definite assurances as to taxation and
expenditure will céntribute to that helpful mental order. The cnly sure
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woy to mirailsy is oves the pathe nature has wioked throughuut 13 hu-
man experience."

When things go wrone, especially in matters pertaining to economics
snd finence, there are slwzys meny people who are unwilling to core’ ' 1 ti:
abgtract causes, but prefer to seek the concrete and the personal. .They
demend a personal scapegoat. Some people have made it their business to
charge, end may have deluded others into believing, that the Federal Re-
serve Bahks and the Fedéral Regerve Board, particularly, have caused &
great economic crisis, which was foreseen by those responsible for the
manegement of the Federal Reserve System, but which was most certainly
not brought &bout by them. On the other hand they did everything within
the bounds of reason and the limitations of law to relieve the crisis
end to avert a,financial panic, which everyone will now admit has been
gverted, whether the Federal Regserve System be commended or criticized'
for the part it played in the drama, which but for its existence would
have developed into the greatest finencial tracedy of modern times.

I wish now to introduce the testimony of one who is at present th«
star witness of those who seek to hold the administration of the Federal
Regserve System responsible for the finencial and economic illsg which &f-~
flict the country.

1 hold in my hand the report of the Comptroller of the Currency for
the yesr 1920. This report is dated December 6, 1920 but was actuslly
sent to Congress in page proof form on February 7, 1921.

' Tgefé isfnothing in this report which reflects in any wey upon the
administrétion of the Federsl Reserve System nor is there snywhere a sug-

gestian that the precipitate decline in prices and the genersl depression
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which set in during the last half of the year was due in any raspsct

to the policies or operating methods of the Federal Reserve System.

On the Contrary several pagés sre devoted to a discussion of the world-
wide economic csuses which broucht about the drastic reaction, end 1
shell now read to you seversl passages in the report which refer to the
Federal Reserve System.

From page 6: "The story of Japan's industrial and financial exper-
ience is largely similar to the experience of South Americen and Furop-
éan countries - some of them our allies, and others neutral. Some of
these countries are now going through a business cataclysm similer to.
that through which Japan has so recently passed. In our own country
we have been thus far fortunate enough-~ thanks largely to the splendid
efficiency end stabilizine influence of the Federal Reserve System - to
avoid the finencial crises end complete disorganization which have made
havoc elsewheres We have passed with comparative safeiy through exceed-
ingly troubled and nerve-racking times; but difficult and dangsrous problems
remain to be solved, the solution of which will demsnd clear heads end
steady ne;'ves."

From page 11: ®The deflatibn which at that time (1919) was obviously
ineviteble has come, end the country is now in meny respects on s sounder
basis, economically, than it hes been for yeers.®

From page 52: "largely through the aid and excellent functioning
of the Federal Reserve System, the business snd banking interests of the
country have passed successfully through the perils of inflation and the
strain end losses of deflation without penic end without the demqraliza-

tion which has been produced in the past at various times from far less
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serious and racking couses. Those benking and other interests which at the
outset so vigorously opposed the Federal Reserve System are now among its ' ..
warmest advocates." ‘

From page 291: "The past seven years have been, in numbers of persons
and extent of interests involved, the most momentous and criticallin the
history of this Republic. We have had to fece and solve gigantic and un-
precederited proviems, and the banking and financial machinery of the country

" has éeen subjectad to a test ond strzin unrarallelled. It has been
the duty of our country very largely to finance the world, 2nd in carry-
ing out the program which fate imposed upon us we have overcome success-
fully difficulties that 2t times seered almost insurmountzble and we have
met every righteous demw2nd m2de upon us. Our Federal Regerve financial
snd banking system, inauszurated in 1914, has been of inestimable value;
and without its aid, tesks which we have so successfully accomplished
wduld have been impossible.”

I feel that I should not close without saying something about present
conditions and future prospects. The banking situation has gréatly im-
proved and with respect to it the gloomy forebodings of last winter are
no longer justified 2nd can be dismissed. The process of rezdjustment
hes not yet been comrleted but evidences are multiplying that the corner
hzs been turned and th~t wg ;sssed the most acute stage of the resdjust-
ment period.

Much will depend uvon deveiopments in the 2gricultur=l sections of
the country end upon the mamner in which the crops are marketed. ¥hile
all sections have suffered, the burden of debt and the lack of buying
pover is felt more keenly in the ferming districts °nd no sust~in=d for-
ward movement in commerce and industrj ean te expected unless en improve-
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ment is seen and felt in these districts, in which normally so large a
part of the country's purchasing power lies. With proper cooperation
on the part of merchents »nd bankers, those engaged in agriculture have
now oprortunities ~nd prospects which were nct anticipated a few months
ago =and itis of vital importance thet this cooperstion be given.

It should be remembered, also, that in order to maint2in our rate of
vrojuction we must push our foreign trade. We produce more cotton, more
foddstuffs, more copper and mors manuf=ctured articles of great variety
then we need for our omn use. In the chenged conditions resulting from the
war, Americe occuries » new relationship to the world. We are no longer
2 debtor nation, as we were in 1914, but today we are the world's great
creditor nation. We heve =n enormous stock of gold, much of which hss
come to us during recent months from 211 quarters of the globe in pamment
of comrodities purchesed from us.

We cannot forever maint=in our foreign trade, however, on the besis
of the gold stock of other nations. Some mesns must be devised for ex-
tendinz long time credits abroad or of interestine Americsn investors in
foreien properties =md securities, in order thet the exchenze which now runs
so heavily sg2inst other nations may be corrected.

We must contimue to buy from foreign countries those things which they
can produce better or more cheaply then we cen and exchange commodities
with ther. If we determine to do business with eand for ourselves alane,
it scems inevitable thet we must reduce our production to mect merely
Mmericen requirements.

One word more 2bout the Federal Reserve System. Do not expect it to
do the impossible. It is not & psnacea for all economic and financial ills

and it cennot, however skillful its sdministration may be, prevent pertods
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of depression in the future, although it c2n do much to modify them.
Other nations, such as Great Britain and France, with thetrvgreat
central banking institutions, have always had their years of prosperity
and their periods of depression, although they have been free from the
money vpanics which we formerly had in this country as a result of our
ingdequate bankine system.

All history shows that reriods of nrosperity snd deprecsior come in
cycles, the rotation beinz about as follows: (1) Prosperity, (¥) Liguidation,
(3) Stegnation, 2nd (4) Revival. At the present time the process of liquid-
ation is well advanced and the end of stacnation and the beginning of the

- period of revival seer now to depend upon certain things which are suscept-
ibvle oflaccomplishnﬁnt in the near future,iamong which may be enumerated
the financial rehabilitation of our great transportation sygtens and the
determination of the policy of the Governmrent with respect to revenues
and the tariff.

When the period of revival does definitely set in, to be followed by
a new era of prosperity, let us remember that the greater the wave of pros-

. perity and the more unrestrained the exp”nsion and the speculation accomp-

" enying it, the sherper will be the depression that will follow. If, however,

; ghe>1essons of the past two vears are rememberzd, the next period of pros-
perity will be of longer duration than any we have had before and the sub-

sequent reaction will be far less severe.
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