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EFFICIENCY AND ECONOMY IN ADMINISTRATION OF 
r FEDERAL RESERVE BANKS, 

In t he program f o r t h i s Conference, which was sent out about a 

month ago, t h e f i r s t sub jec t l i s t e d f o r d i s c u s s i o n i s " E f f i c i e n c y and 

Economy i n Admin is t ra t ion of Federa l Reserve Banks*'. This s u b j e c t , 

always an important one, has added s i g n i f i c a n c e a t t h i s time because of 

charges which have been given wide c i r c u l a t i o n and p u b l i c i t y t h a t t h e r e 

has been an amazing waste of p u b l i c money i n t h e i n c r e a s e of s a l a r i e s and 

i n t he expend i tu res of t h e Federal Reserve Banks. These charges a r e , no 

doubt, r e s p o n s i b l e f o r t h e r e s o l u t i o n r ecen t ly adopted by the United S t a t e s 

Senate , d i r e c t i n g the Federal Reserve Board to inform t h e Senate of t h e 

number of o f f i c e r s and employees, t o g e t h e r w i th t h e i r r e s p e c t i v e s a l a r i e s , 

of the Federal Reserve Bank of New York, as we l l &s of t h e o t h e r Federa l 

Reserve Banks, and t h e expend i tu res made by each ^Branch Bank11 i n the 

e r e c t i o n of p u b l i c b u i l d i n g s and the genera l expenses i n the a d m i n i s t r a -

t i o n of each Federa l Reserve Bank, and how much of the ne t e a r n i n g s have 

been pa id t o t h e United S t a t e s a s a f r a n c h i s e tax* 

I n t he opinion of t h e Board i t i s u n f o r t u n a t e t h a t m a t t e r s of t h i s 

kind should assume a p o l i t i c a l aspec t or t h a t they should become t h e 

s u b j e c t of a Congressional r e s o l u t i o n , The Board h a s kept Congress 

informed of these m a t t e r s ever s ince t h e Banks were organized l a t e i n 

the year 1914* In each Annual Report i n fo rma t ion regard ing s a l a r i e s has 

been g iven i n d e t a i l , names only be ing omitted• An e x h i b i t has been made 

f o r each Federal Reserve Bank, showing the number of o f f i c e r s by grades , 
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s a l a r i e s pa id t o each, the t o t a l number of enployees , t h e average sa l a ry 

and t h e aggregate of a l l s a l a r i e s p a i d . In fo rmat ion equa l ly e x p l i c i t has 

been g iven from yea r t o year r ega rd ing t h e b u i l d i n g o p e r a t i o n s of t h e seve ra l 

Federal Reserve Banks. The Board has endeavored t o make c l e a r t h e 

c h a r a c t e r and f u n c t i o n s of t h e Federa l Reserve Banks and t o d i s t i n g u i s h 

between m a t t e r s which come under t h e s u p e r v i s i o n and con t ro l of t h e 

r e s p e c t i v e boards of d i r e c t o r s and under t h e genera l s u p e r v i s i o n of the 

Federa l Reserve Board. 

For some t ime p a s t , a p e r s i s t e n t propaganda h a s been conducted, which 

i s c a l c u l a t e d t o mislead the p u b l i c and which appa ren t ly i s designed t o 

b r i n g the System and i t s management i n t o d i s r e p u t e . The powers and d u t i e s 

of the d i r e c t o r s of Federa l Reserve Banks a r e de f ined i n Sec t ion 4 of t h e 

Federa l Reserve Act . R e s p o n s i b i l i t y f o r t h e management of t h e s e Banks 

r e s t s p r i m a r i l y and d i r e c t l y upon them and upon t h e i r duly appointed 

o f f i c e r s and a g e n t s . The law r e q u i r e s t h a t any compensation t h a t may be 

provided by boards of d i r e c t o r s f o r d i r e c t o r s , o f f i c e r s or employees 

s h a l l be sub j ec t t o the approval of t h e Federal Reserve Board. The Board 

has not i n a l l cases approved s a l a r i e s which have been voted by d i r e c t o r s 

of Federa l Reserve Banks, but as a r u l e t h e recommendations of t h e 

d i r e c t o r s wi th r e s p e c t t o s a l a r i e s have been approved by t h e Board, some-

t imes , perhaps , w i th some r e l u c t a n c e . 

The Board has t aken t h e p o s i t i o n , however, t h a t a s t h e d i r e c t o r s are 

p r i m a r i l y r e s p o n s i b l e f o r t h e a d m i n i s t r a t i o n of the Banks, much cons ide ra -

t i o n should be g iven t o t h e i r views a s t o the r a t e of compensation necessary 

t o secure hones t , e f f i c i e n t and c a r e f u l management. In i t s Annual Report 

f o r the year I 9 I 8 , t h e Board po in ted out t h a t p a r t i c u l a r l y wi th r e spec t 

t o j un io r o f f i c e r s and employees s a l a r i e s must be pa id approximat ing 
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the s a l a r i e s paid by l a rge member banks i n the c i t i e s where the 

Federa l Reserve banks are l o c a t e d . I f , in order t o reduce expenses, 

the p o l i c y should be adopted of making the Federa l Reserve banks 

mere t r a i n i n g schools f o r bank o f f i c e r s , i t i s ha rd ly p o s s i b l e , 

because of the f r e q u e n t changes involved, t h a t the banks would have 

the degree of e f f i c i e n c y i n a d m i n i s t r a t i o n and smoothness of opera t ion 

which they would have i f the compensation p=id be s u f f i c i e n t l y l i b e r a l 

t o " r e t a i n the s e rv i ce s of t r a ined and capable t e n . 

The Board does no t f o r a moment b e l i e v e t h a t the d i r e c t o r s of 

any Federa l Reserve bank in f i x i n g s a l a r i e s o r i n a u t h o r i z i n g expendi-

t u r e s in developing the b u s i n e s s have been ac tua ted by any d e s i r e to 

depr ive the Government of the revenue which i t i s e n t i t l e d t o rece ive 

under the terms of Sec t ion 7 of the Fede ra l Reserve Act , and most 

a s su red ly the Federa l Reserve Board would no t be a p a r t y t o any such 

u n d e r t a k i n g . 

Fede ra l Reserve banks a re n o t , s t r i c t l y speaking, Government 

i n s t i t u t i o n s . The government owns no s tock in them, they a re no t 

supported by a p p r o p r i a t i o n s made by Congress, they a re s u b j e c t t o 

l o c a l t a x a t i o n on t h e i r r e a l e s t a t e j u s t as n a t i o n a l banks a r e and 

t h e i r payments out of ea rn ings to the Government as a f r a n c h i s e tax 

a t t imes g r e a t l y exceed a l l t axes pa id by an equal number of the 

l a r g e s t n a t i o n a l banks, s t a t e banks and t r u s t companies i n the United 

S t a t e s . The d i r e c t o r s of Federa l Reserve banks a re given such i n -

c i d e n t a l powers as s h a l l be necessa ry t o c a r r y on the b u s i n e s s of 

banking w i t h i n the l i m i t a t i o n s p r e s c r i b e d by the Federa l Reserve .Act 
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and " s h a l l perform the d u t i e s u s u a l l y a p p e r t a i n i n g to the o f f i c e of 

d i r e c t o r s of "banking a s s o c i a t i o n s and a l l such d u t i e s as a r e p r e -

s c r ibed by law" . 

?here can be no ques t i on , t h e r e f o r e , as to the a u t h o r i t y of 

d i r e c t o r s of Federa l Reserve banks to p rov ide t h e i r i n s t i t u t i o n s w i th 

s u i t a b l e banking q u a r t e r s . As has been r e p e a t e d l y po in ted out to 

Congress, i t has been imposs ib le t o l ea se adequate q u a r t e r s , end 

b u i l d i n g opera t ions hpve, t h e r e f o r e , become n e c e s s a r y . The Senate 

r e s o l u t i o n , to which a l l u s i o n has been lmde, r e f e r s to the Federal 

deserve banks as "branches" . The Federa l Reserve Act, however, 

makes i t very p l a i n t h a t t he se banks a re not branches4 The i r i n -

dependent powers are de f i ned i n Sect ion 4 and a u t h o r i t y t o e s t a b l i s h 

branches of t h e i r own i s g iven them i n Sect ion 3* 

The b u i l d i n g s acquired or cons t ruc t ed by Federa l r e s e r v e 

banks are in no sense p u b l i c b u i l d i n g s . The funds neces sa ry f o r 

t h e i r a c q u i s i t i o n or c o n s t r u c t i o n were n o t appropr ia ted by Congress, 

the t i t l e i s no t ves ted i n the United S t a t e s b u t i n the Federa l reserve 

bank, and they are not exempt from t a x a t i o n as a l l p u b l i c b u i l d i n g s 

a r e , b u t a re exp res s ly made l i a b l e t o s t a t e and l o c a l t a x a t i o n . The 

o f f i c e r s of Federa l r e se rve banks a re no t o f f i c e r s of the United S ta tes 

and a re n o t p u b l i c o f f i c i a l s any more than o f f i c e r s of n a t i o n a l banks 

are p u b l i c o f f i c i a l s . Federa l r e se rve banks , l i k e n a t i o n a l banks , a re 

organized under the laws cf the United S t a t e s and each a re superv i sed 

by p u b l i c o f f i c i a l s ; t he Federa l r e se rve banks by t h e Federa l Reserve 

Board and the n a t i o n a l banks by the Comptrol ler of the Currency. 
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Both c l a s s e s a re impressed w i t h d u t i e s to the p u b l i c , "but i t i s t rue 

t h a t Federa l r e se rve banks, by reason of t h e i r s u p e r v i s o r y powers over 

the member banks and the n a t u r e of t h e i r b u s i n e s s , and by reason of the 

e l i m i n a t i o n of the element of compet i t ion , have more of the a t t r i b u t e s of 

governmental i n s t i t u t i o n s than n a t i o n a l banks . 

I n o rder t o render e f f i c i e n t s e r v i c e t o the member banks and through 

them t o . the p u b l i c and t o pe r fo rm the f u n c t i o n s imposed upon them by the 

.Act, Federa l r e se rve banks are obliged to make l a rge expend i tu res which 

a re not imposed upon n a t i o n a l banks, s t a t e banks and t r u s t coprpanies. 
Board 

The /does no t wish to impair i n any degree the e f f i c i e n c y of the Federa l 

r e se rve banks , b u t deems i t impor tan t , n e v e r t h e l e s s , t o c a l l your 

a t t e n t i o n t o the r e a c t i o n which h&s taken p l ace dur ing the p a s t e igh t een 

months, t o the genera l bus ines s depress ion now p r e v a i l i n g throughout the 

coun t ry , t o the sma l l e r volume of earn ing a s s e t s now c a r r i e d by the 

Federa l r e se rve banks and the consequent r educ t ion i t i the e a r n i n g s , and 

to the change i n pub l i c sent iment w i th regard t o l a r g e e x p e n d i t u r e s . 

The Board urges you, t h e r e f o r e , t o do a l l i n your power t o e l i m i n a t e 

unnecessary expense and to conduct the bus ines s of your r e s p e c t i v e 

i n s t i t u t i o n s i n such a manner as to g ive no reasonable grounds f o r any 

charge of extravagance and was t e . 

Recent Developments i n the Par Clearance System and 
Suggested Changes i n Methods. 

The Board d e s i r e s t o c ^ l l your a t t e n t i o n t o the p e r s i s t e n t 

oppos i t ion on the p a r t of a l a r g e number of non-member banks of the 

country to the Fede ra l r e se rve p a r c l e a r a n c e system and t o the impedi-

ments which have been thrown i n the way of making t h i s system u n i v e r s a l 

i n i t s s cope . 
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The i n j u n c t i o n which was obtained some e igh teen months ago by 

s t a t e banks i n Georgia a g a i n s t t h e Federa l IVeserve B ank of A t l a n t a i s 

s t i l l i n e f f e c t . The Federa l r e se rve bank was s u c c e s s f u l i n removing 

the case f rom the s t a t e c o u r t t o the United S t a t e s D i s t r i c t Court and 

won a c l e a r c u t d e c i s i o n i n t ha t c o u r t . I t won a l s o i n thS United S t a t e s 

C i r c u i t Court of .Appeals, b u t the d e c i s i o n of the United S t a t e s Supreme 

Court was t o the e f f e c t t h a t i f the a l l e g a t i o n s made by the complainants 

could t»e su s t a ined they would be e n t i t l e d to r e l i e f . By reason of the 

language used i n the opin ion of the Supreme Court t h i s d e c i s i o n has been 

r ep resen ted to the p u b l i c as a sweeping v i c t o r y f o r the complainants 

and as a condemnation by the h ighes t c o u r t of the land of the p o l i c y of 

the Federa l r e se rve banks wi th respec t to c o l l e c t i o n s . 

As a m a t t e r of f a c t , however, the ca se has mere ly been remanded to 

the United S t a t e s D i s t r i c t Court i n Georgia f o r t r i a l on i t s m e r i t s , and 

a f a v o r a b l e outcome i s a n t i c i p a t e d by the b a n k t s Counsel, w i t h whom i s 

a s s o c i a t e d Hon. John W, Davis , former S o l i c i t o r General of the United 

S t a t e s and more r e c e n t l y United S t a t e s Ambassador t o Great B r i t a i n . This 

case w i l l doub t l e s s come aga in b e f o r e t h e Supreme Court of the United 

S t a t e s i n r e g u l a r course a f t e r i t has been decided by the United S t a t e s 
C i r c u i t 

D i s t r i c t Court and the United S t a t e s / C o u r t of Appeals. 

I t i s n e c e s s a r y , however, t o c a l l your a t t e n t i o n t o t h e f a c t t h a t 

the l e g i s l a t u r e s of the S t a t e s of Louis iana , M i s s i s s i p p i , Alabama, 

Tennessee, Georgia, F l o r i d a and North Caro l ina have enac ted laws which 

w i l l make i t d i f f i c u l t , i f n o t imposs ib le , t o ob l ige non-member banks t o 

remi t a t p a r , and whi le t he re i s doubt as to the c o n s t i t u t i o n a l i t y of 

t he se laws, a s e p a r a t e t e s t w i l l have to be made i n each i n s t a n c e . 
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This w i l l involve g rea t expense and perhaps many y e a r s w i l l e l apse before 

a l l t h e cases can be decided f i n a l l y . 

I t i s not t h e purpose of the Board t o recommend any immediate change 

in p o l i c y , f o r Counsel i s anxious t h a t no th ing be done t o confuse the 

i s s u e s ae thev have a l ready been de f ined i n t h e case now pending i n the 

United S t a t e s D i s t r i c t Court in Georgia, but a f t e r t h a t court has decided 

t h e case the Board may suggest a m o d i f i c a t i o n of t h e p r e sen t p l a n . I t 

seems opportune, t h e r e f o r e , t o d i s c u s s t h i s q u e s t i o n on t h e p r e s e n t 

occas ion and reques t t he Federal H*eserve Agents and Governors of t h e banks 

a t t h e i r sepa ra te meet ings t o devote such t ime a s may be necessary f o r 

a f u l l d i s c u s s i o n ,of t h i s s u b j e c t . 

Section l6 of t h e Federal Reserve Act a u t h o r i z e s t h e Federal Reserve 

Board to exercise t h e f u n c t i o n s of a c l e a r i n g house f o r the Federa l 

Reserve banks or t o des igna te a Federa l r e s e r v e bank t o e x e r c i s e such 

f u n c t i o n s , and a l s o to r equ i r e each such bank t o e x e r c i s e the f u n c t i o n s of 

a c l e a r i n g house f o r i t s member banks. In the development of t h e p r e s e n t 

system the Board has a t tempted t o e s t a b l i s h such a c l e a r i n g house i n each 

D i s t r i e t . 

In many of t h e l a r g e c i t i e s t h e r e a r e banks which a re not members of 

t h e l o c a l c l e a r i n g house, but which a re pe rmi t t ed t o use some c l e a r i n g 

house member bank as a c l e a r i n g agen t . Such banks a r e , however, obliged 

t o conform t o a l l t h e r u l e s and r e g u l a t i o n s which govern c l e a r i n g house 

member banks. Non-member banks which r e f u s e t o remi t a t p a r f o r checks 

drawn on them have been a v a i l i n g themselves of t h e f a c i l i t i e s of t h e 

Federal r e s e r v e p a r c lea rance system through t h e i r member bank correspondents 

I t has been suggested t o t h e Board by t h e Governors of two Federal r e se rve 

banks t h a t i n view of the l e g i s l a t i o n i n the s t a t e s above named and of 
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p o s s i b l e s i m i l a r l e g i s l a t i o n i . i e the r s t a t e s , i t ,/ould be wel l t o t&':3 

advantage of another p r o v i s i o n - i n Sec t ion l 6 , which a u t h o r i z e s the 

Federal Reserve Board t o f i x t h e charge which may be imposed f o r t h e 

s e rv i ce of c l e a r i n g or c o l l e c t i o n rendered by the Federal r e s e r v e bank, 

by a u t h o r i z i n g Federal r e se rve banks t o advise t h e i r member banks t h a t 

on and a f t e r a c e r t a i n da te a compensatory charge of so much p e r one 

hundred d o l l a r s w i l l be imposed a g a i n s t t h e member banks on a l l checks 

endorsed by or o r i g i n a t i n g with a non-member bank whose name i s not on 

the p a r l i s t . 

Under such a r e g u l a t i o n non-member banks which r e f u s e t o lend t h e i r 

coopera t ion t o t h e Federal r e se rve c o l l e c t i o n system would have to pay 

f o r t h e b e n e f i t s der ived by them from t h a t c o l l e c t i o n system, f o r member 

banks would hard ly be w i l l i n g t o c o l l e c t checks f o r such non-member banka 

u n l e s s pa id f o r doing so a t r a t e s equal t o t hose charged by the Federal 

r e se rve banks. 

The Board r e q u e s t s t h a t the governors and Federa l Reserve Agents i n 

t h e i r s epa ra t e s e s s i o n s d i s c u s s t h i s p r o p o s i t i o n i n a l l i t s b e a r i n g s . 

P r i n c i p l e s Governing the Discount Rate . 

Control over d i scount r a t e s , a s exe rc i sed by t h e Federal r e s e r v e 

banks and the Federal Reserve Board, i s one of t h e most important and 

f a r - r e a c h i n g powers ever de legated by Congress t o ano ther i n s t r u m e n t a l i t y . 

The grant ranks w i th t h e power g iven t h e I n t e r s t a t e Commerce Commission 

t o r e g e l a t e r a i l r o a d r a t e s . While i t i s necessary t h a t powers of t h i s 

kind should be ves ted i n a few hands they should be used wi th d i s c r e t i o n 

and t h e e f f e c t of a change i n r a t e should be c a r e f u l l y considered be fo r e 

the change i s made. 
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The p r i n c i p l e i s wel l e s t a b l i s h e d t h a t i n theory t h e Federa l 

r e s e r v e bank d i scount r a t e should be s l i g h t l y i n excess of cu r ren t 

r a t e s - There has been much d i s c u s s i o n of t h e r e d u c t i o n s which have 

been made i n d i scount r a t e s dur ing the l a s t s i x months and d i s r e g a r d i n g 

op in ions of t h e p r e j u d i c e d and t h e uninformed, l e t us cons ider the 

c o n f l i c t i n g views of some whose opin ions are worthy of a t t e n t i o n and 

r e s p e c t . The q u o t a t i o n s which fol low are from a symposium r e c e n t l y 

pub l i shed i n a f i n a n c i a l j o u r n a l . 

A New York banker and an Eas t e rn economist expressed themselves 

t h e r e i n , a s fo l lows" "The bas i c i d e a i n t h i s p o l i c y of keeping t h e 

r ed i scoun t r a t e above t h e market i s t h a t r e se rve bank money i s f o r 

excep t iona l and unusual use - t h a t i t i s not t h e p rov ince of a r ese rve 

bank t o supply a s u b s t a n t i a l p a r t of t h e ordinary f u n i s employed i n the 

market i n ordinary t imes . Of course, i t i s expected t h a t a r e s e r v e bank 

s h a l l make money f o r i t s s tockholders and s h a l l employ such of i t s funds as 

may be necessary t o meet expenses and to pay d iv idends . One p r o v i s i o n of 

the Federa l Reserve Act, p e r m i t t i n g open market o p e r a t i o n s on t h e p a r t of 

the Federal r e se rve banks, was designed t o give them d i s c r e t i o n i n t h i s 

m a t t e r , whether t h e member banks should r ed i scoun t w i t h them or n o t . But 

t h e p o s i t i o n of a r e s e r v e bank i s a very p e c u l i a r one. If an ord inary bank 

makes a loan , checks come i n a g a i n s t i t , a s a consequence of t h e loan , which 

i t must meet out of i t s r e s e r v e u n l e s s i t should happen t h a t s imul taneously 

new d e p o s i t s a r e made w i th i t of checks drawn on o the r banks. Loans made 

by a r e s e r v e bank, however, need no t l e ad t o d r a i n s on i t s r e s e r v e . When, 

i n making a loan , i t i s s u e s i t s n o t e s or g ives a depos i t c r e d i t t o a r e -

d i s c o u n t i n g bank, t h a t note or a t r a n s f e r of t h a t d e p o s i t c r e d i t w i l l be 

accepted a s u l t i m a t e payment by some o the r i n s t i t u t i o n . The depos i t 
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l i a b i l i t i e s of the r e se rve bank count as u l t i m a t e r e se rve f o r t he other 

banks of t h e country, and the volume of r e se rve money i s consequently 

inc reased through a mere inc rease i n the deposi t l i a b i l i t i e s of the 

r e se rve bank. With an inc rease i n the volume of r e s e r v e s of t he member 

banks, t h e r e i s an immediate tendency t o a r educ t ion i n the general 

l e v e l of discount r a t e s throughout the country, p l a c i n g them below the 

l e v e l which open market condi t ions would otherwise c a l l f o r and c r e a t i n g 

a t empta t ion f o r t he uneconomical use of bank funds . There i s p a r t i - -

cu l a r ly a tempta t ion t o use bank funds i n an excess ive degree f o r c a p i t a l 

purposes , and f o r the ordinary banks of the country, misled by ithe 

a r t i f i c i a l excess of l i q u i d cash, t o t i e up too g rea t a p a r t of t h e i r 

a s s e t s i n non- l iqu id form. The rese rve bank which makes red iscount 

r a t e s too low, t h e r e f o r e , i n s t ead of performing i t s f u n c t i o n of i n c r e a s -
J 

ing t he l i q u i d i t y of the banking system, tends r a t h e r t o destroy l i q u i d i t y , 

A Chicago banker r e i t e r a t e s the opinion expressed by him severa l 

t imes t h a t the Federal reserve banks and t h e Federal Reserve Board ought 

t o proceed very slowly i n lowering t h e p r e sen t r a t e s . He a n t i c i p a t e s 

t h a t t h e r e i s considerable danger, i n case the r a t e s are lowered 

p r e c i p i t a t e l y , of a renewed i n f l a t i o n , w i t h a consequent r e a c t i o n more 

v i o l e n t t han t he one through which we are now p a s s i n g . He t a k e s the 

view t h a t i n genera l i t i s a complete mistake t o have the red iscount 

r a t e s lower than t h e p r e v a i l i n g market r a t e s f o r commercial l oans , f o r 

i f banks a r e enabled t o red i scount t h e i r paper a t a lower r a t e t han they 

themselves r ece ive , obviously a continued i n f l a t i o n i s p r o f i t a b l e t o them 

His opinion co inc ides wi th the views of the E a s t e r n banker and the 

economist above quoted and he s t r e s s e s the p o i n t t h a t o w l a r g e gold 

r e se rve i s , a f t e r a l l , due only t o t h e f a c t t h a t gold i s not b&ing 
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c i r c u l a t e d a t the p r e s e n t moment and t h a t much of t h i s gold i s l i k e l y t o 

flow out of t h e country a s soon as t h e r e i s a change i n t h e ba lances of 

t rade« He concurs, a l so , i n the view t h a t a c e r t a i n amount of t he gold 

which t h e Federal r e s e r v e banks have a t p resen t i s merely he ld , i n a sense, 

i n t r u s t f o r Europe* He regards as e n t i r e l y f a l l a c i o u s the argument made 

by adheren t s of a po l i cy of lowering red i scount r a t e s t h a t such a c t i o n i s 

d e s i r a b l e because the rese rve r a t i a and gold accumulat ions of . the Federal 

r e se rve banks j u s t i f y a r e l a x a t i o n of the o f f i c i a l r a t e s * 

A Milwaukee banker who contends t h a t t he p o l i c y should be i n accord 
i 

wi th the money market tendency, s t a t e s t h a t tfThe main p o i n t made by those 

opposed t o t he lower ing of Federal r e se rve d i scount r a t e s i s t h a t t he r e -

d iscount r a t e should always be above the market r a t e . This i s l a i d down 

as a genera l p r i n c i p l e to which t h e r e a re no excep t ions . Federal rese rve 

funds a r e only emergency funds, i t i s sa id , and i t should not be p o s s i b l e 

f o r banks t o make a p r o f i t by r ed i s coun t i ng a t a lower r a t e t han the marketV 

He c a l l s a t t e n t i o n t o t h e f a c t t h a t "When the demand f o r c r e d i t i s excess ive 

and i n c r e a s i n g , t he r e se rve banks should move i n t o a dominating p o s i t i o n by 

r a i s i n g t h e i r r a t e s above t h e market r a t e s f o r money. But t he same neces -

s i t y f o r d i scourag ing r e s o r t t o Federal r e se rve banks does not e x i s t when 

t h e demand f o r c r e d i t slows down, l o a n s a r e being pa id off and r e s e r v e s 

a re accumulating* What has happened as a r e s u l t of t h e r ecen t lower ing of 

r ed i scoun t r a t e s ? Has i t r e s u l t e d i n an expansion of l o a n s or r e i n f l a t i o n ? 

Not a t a l l . On t h e o the r hand, the pub l i shed r e c o r d s show t h a t member banks 

have continued t o reduce t h e i r r e d i s c o u n t s and borrowings and t o do t h i s 

have brought p r e s s u r e upon t h e i r customers t o l i q u i d a t e . Customers who 

have v o l u n t a r i l y l i q u i d a t e d and got themselves back i n t o good f i n a n c i a l 

cond i t i on a r e o f f e r e d lower r a t e s on new loans* This , of course , i s an 

i n c e n t i v e t o t hose who have not done so t o l i q u i d a t e • This i s t h e 
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p r a c t i c a l way i n which the l e a d e r s h i p of t h e Federal r e s e r v e banks i n reducing 

t h e i r r a t e s has worked. There h a s not been the s l i g h t e s t tendency toward r e -

newed i n f l a t i o n . Rather t h e tendency has been t o f u r t h e r l i q u i d a t i o n * ** This 

banker ag rees t h a t "The genera l p r i n c i p l e of keeping Federal r e se rve 

red i scoun t r a t e s above the market r a t e f o r money i s sound,but i t does admit 

of excep t ions as i n the p resen t cond i t ion of things# The p re sen t Federal r e -

serve p o l i c y i s i n accord wi th t he tendency of t h e money market and i t i s 
any 

hard t o see how i t ha s had or w i l l have f but a wholesome and cons t ruc t i ve 

e f f e c t . In a r ecen t p u b l i c a t i o n a well-known banker and economist has a s -

s e r t e d t h a t t h e bes t index of t h e money market i n t h i s country i s the r a t e 

on l i n e - o f - c r e d i t l oans t o borrowers from two or more banks, and not the r a t e 

on bank acceptances , a s i n England» The volume of l i n e - o f - c r e d i t l o a n s i n 

t h i s country i s f a r l a r g e r than the volume of bank acceptance c r e d i t s , but i t 

may be doubted whether t he r a t e s on such loans a r e as compet i t ive a s bank 

acceptance r a t e s . Bank acceptance r a t e s a r e f i xed i n t h e open market and 
a re 

publ ished* L i n e - o f - c r e d i t l o a n s have no open market and t h e r e a r e no 

pub l i shed ra t e s* L i n e - o f - c r e d i t l oans a r e not a s compet i t ive a s they may 

seeau A small f i r m commonly ma in ta ins a l i n e of c r e d i t only a t i t s own bank* 

Large co rpo ra t i ons u s u a l l y have l i n e s of c r e d i t no t only wi th t h e i r home banks 

but wi th l a r g e banks i n f i n a n c i a l c e n t e r s , not n e c e s s a r i l y because they can 

secure lower r a t e s , b u t because no one bank wants t o t a k e care of . t h e i r f u l l 

needs. For t he se reasons i t i s t o be doubted whether l i n e - o f - c r e d i t l o a n s 

a f f o r 4 1 as good an index of money market t e n d e n c i e s a s t h e bank acceptance 

r a t e s * The l a t t e r r ep r e sen t t h e minimum r a t e s f o r t h e b e s t c l a s s of paper 
and because t h i s i s so, they i n d i c a t e f a r bey owl t h e i r a c t u a l money volume 
t h e d r i f t of t h e market . The p resen t r a t e on e l i g i b l e bank acceptance.6 of 
5 -1 /S t o 5 p e r cent i s a b e t t e r i n d i c a t i o n of what i s t a k i n g p l a c e and what 
may be expected i n t h e open money market t han r a t e s on l i n e - o f - c r e d i t 
l o a n s which r e f l e c t market cond i t i on more s lowly ,* 
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Another Chicago "banker takes an extremely c o n s e r v a t i v e view. He 

would l i k e t o see many of the s o - c a l l e d "war amendments" to t h e Federa l 

Reserve Act r epea led and s t a t e s t h a t as the law s t a n d s , "no th ing "but the 

courage and wisdom of the management p reven t s i f from becoming a d i s a s t r o u s 

engine of i n f l a t i o n " . He ob j ec t s p a r t i c u l a r l y t o the amendment which f o r c e s 

member banks to c a r r y t h e i r e n t i r e lawful r e se rves i n the form of c o l l e c t e d 

ba l ances w i th the Federa l r e se rve banks and b e l i e v e s t h e t t h i s amendment, 

which he regards as p r a c t i c a l l y demonetising gold , i s most dangerous i n 

normal t imes . R e f e r r i n g t o the complaints which have been made t h a t the 

a g r i c u l t u r a l d i s t r i c t s have been d i s c r imina t ed a g a i n s t , he b e l i e v e s t h a t 

e x a c t l y the oppos i te i s the case and appears to b e l i e v e a l s o t h a t the 

Federa l Reserve System has worked a g r e a t i n j u r y t o the coun t ry as we l l 

as ines t imab le b e n e f i t s . He s t a t e s " I n a time of i n f l a t i o n such as we had 

a yea r ago, i t n u l l i f i e s the opera t ion of the usua l normal remedies' f o r 

such c o n d i t i o n s . If i t had not been f o r the Federa l r e s e r v e banks, f a rmers 

g e n e r a l l y would have been compelled to s e l l t h e i r c rops a yea r ago and 

pay t h e i r d e b t s . This would have saved them and the coun t ry f r a n the d i s -

a s t e r t h a t has overtaken them. Also, had i t no t been f o r the Federa l 

r e se rve banks , manufac turers and merchants would have been unable t o ac -

cumulate o r c a r r y the heavy i n v e n t o r i e s e n t a i l i n g l o s s e s i n a s i n g l e yea r 

which i t w i l l take a gene ra t ion to r e p l a c e H e b e l i e v e s t h a t "The 

s o l u t i o n t o t h i s i s t o keep the Federa l r e se rve d i scoun t r a t e s above 
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c u r r e n t market r a t e s , so t h a t t he re w i l l be no tempta t ion on the p a r t of 

the member "banks t o p r o f i t e e r through the Federa l r e se rve banks* So long 

as the Federa l r e se rve r a t e s are kept below c u r r e n t ra tes> t h e r e i s , xn ray 

judgment, way i n which t h i s kind of i n f l a t i o n can be prevented* On the 

o the r hand, i f borrowers compel t h e i r banks t o r ed i scoun t i n o rder to en-

ab le them to c a r r y crops o r goods f o r h igher p r i c e s , they a re pu t on n o t i c e 

t h a t they are a c t i ng aga ins t the genera l judgment# In normal t imes member 

banks should unders tand t h a t they are not expected to borrow except t o meet 

emergencies , and they should be made to f e e l t h a t borrowing a t sucn t imes 

i s an i n d i c a t i o n of weakness and needs explanat ion#* He expresses the hope 

t h ? t the Federa l Reserve Board w i l l make a p u b l i c s ta tement of what i t s 

f u t u r e p o l i c y w i l l be regarding r a t e s and expresses t h e b e l i e f t h a t the con-

f idence of the count ry i $ the Board i s such t h a t any c l e a r s ta tement of 

fundamental p r i n c i p l e s made by i t would be acquiesced in# 

Another New York banker while convinced t h a t under normal cond i t i ons 

i t i s l o g i c a l t h a t the Federa l r ese rve r a t e should be h ighe r t h a t the p r e -

v a i l i n g commercial r a t e , b e l i e v e s t h a t i n view of the world-wide c o n d i t i o n s 

t h ^ t e x i s t today, the adop t ion , a t t h i s t ime, of a r t i f i c i a l means to acce l e -

r a t e the p rocess of read jus tment would be a dangerous course to pursue * He 

s t a t e s n Cons ider ing the e x t e n t to which c r e d i t f o r s p e c u l a t i v e purposes nus 

been l i q u i d a t e d , and a l s o taking i n t o c o n s i d e r a t i o n the p r e s e n t r e se rve and 

sold p o s i t i o n of the Reserve b a n k s , . i t would seem t h a t the r e d u c t i o n i n r a t e 

i s f u l l y j u s t i f i e d . . Furthermore, I do not b e l i e v e the r e d u c t i o n a t t h i s time 

i n the r a t e w i l l apprec iab ly encourage a tendency toward renewed c r e d i t 

i n f l a t i o n . The ques t ion of r a t e s h a s , on the whole, been ably and cour-
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ageously handled, "by the Federa l reserve "banks and the Fede ra l Reserve Board." 

He says t h a t i f he were t o o f f e r a c r i t i c a l obse rva t ion , i t would be to r e -

mark upon the " s a l u t a r y m o d i f i c a t i o n of the need f o r d e f l a t i o n t h a t would hav= 

re s u i t e d had the high r a t e s been p u t i n t o !ef f e e t i n the s p r i n g of 1919 i n s t ead 

of the summer of 1920". 

A Boston "banker takes the view t h a t the Federa l Reserve System was 

organized f o r the purpose of f u r n i s h i n g c r e d i t ."by means of red i s c ount i n g , t o 

the commercial banks of the coun t ry . He says " I n a g e n e r a l way the time 

when t&is c r e d i t i s needed i s j u s t b e f o r e , du r ing and immediately a f t e r a 

c r e d i t c r i s i s , or c r e d i t p inch , and i t seems c l e a r t h a t a t such tune the 

r a t e charged f o r red i s c oun t ing should be a t about the c u r r e n t market r a t e 

charged "by the commercial banks to t h e i r cus tomers . To make the r a t e h igher 

than the p r e v a i l i n g r a t e would tend t o r e s t r i c t the g r a n t i n g of neces sa ry 

c r e d i t s t o merchants and s i m i l a r borrowers* To make the red i scoun t r a t e much 

lower than the p r e v a i l i n g r a t e would tend to encourage over loaning by the 

commercial banks . In f i x i n g the red iscount r a t e s , the managers of the Vedera i. 

r e se rve banks should t ry , so f a r as p o s s i b l e , t o keep t h e i r minds f r e e f rom 

i n f l u e n c e s o the r than those which d i r e c t l y c o n c e r n ' t h e p r e v a i l i n g r a t e s of 

money, b u t they c e r t a i n l y a r e j u s t i f i e d , when f i x i n g the r ed i scoun t r a t e , 

i n being i n f l u e n c e d by motives of the s a f e t y of the Fede ra l r e se rve banks 

themselves» and when the r ed i scoun t s appear t o be approaching a dangerous 

t o t a l , they should use t h e i r r a t e - f i x i n g power t o check s p e c u l a t i o n and t o 

p reven t any p o s s i b l e danger t o the Federa l rese rve banks , which a re the 

founda t ion of our whole banking*sy6t®nu I t was never in tended and never 

shfculd be in tended that the Federa l r e se rve banks c o n s c i o u s l y use t h e i r 
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power and a u t h o r i t y e i t h e r to encourage or to d iscourage b u s i n e s s . Their 

chief purpose should he to a s s i s t comrrercial banks and to f i x the r a t e s of 

r ed i scoun t so as to b e s t accomplish t h i s , and a t the same time to p r o t e c t 

t h e i r own p o s i t i o n from any p o s s i b l e o v e r s t r a i n . " He r ega rds as one of the 

g r e a t e s t dangers the Federal Beserve System can be sub j ec t ed to would be 

the a t t a c k s and manoeuverings of p o l i t i c i a n s , in order to make the system 

serve p o l i t i c a l ends. 

Another l e a d i n g banker does no t b e l i e v e t h a t the time has y e t a r r i v e d 

when d i scoun t r a t s s should be held uo to a p o i n t above the r a t e s f o r com-

merc ia l paper because the cond i t ions of bus ines s a re no t ye t on q u i t e a 

normal b a s i s . He says t h a t i t has been the h a b i t of commercial bankers to 

argue with t h e i r commercial customers t h a t t h e i r rate,J to t h e i r customers i s 

based on the Federa l r e se rve bank d i scount r a t e and t h a t i t should ,be enough 

h igher than the discount r a t e so t h a t there would be a p r o f i t to the banker 

between the d i scount r a t e and h i s r a t e to h i s customers. He says f u r t h e r 

"There i s y e t i n our banks a l a r g e amount of s o - c a l l e d f r o z e n loans which 

may be desc r ibed as loans which a re probably good bu t which the borrowers 

are not i n a p o s i t i o n to pay of f a t the p r e s e n t t ime. There fo re , they a r e no t 

in a p o s i t i o n to t r ade on market r a t e s on an even b a s i s with the banker . 

Under these c o n d i t i o n s , a high d i scount r a t e of the Federa l r e s e r v e banks 

simply has helped the commercial banker to ge t h ighe r r a t e s from h i s cus -

tomers than a r e j u s t i f i e d by the cond i t ions of c r e d i t . The re fo re , i t was 

d e s i r a b l e and necessa ry f o r the Federa l r e se rve banks to reduce t h e i r 

d iscount r a t e s from 6 or 7 p e r cen t , to p e r c en t , i n order to inform 
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the commercial conmanity t h a t the c r e i i t s i t u a t i o n no longer demanded 

these high ra tes* " He takes the view tha t ^Federal r e se rve bank d i s -

count r a t e s should not be made with the idea of c o n t r o l l i n g bus iness 

or market p r i c e s of commodities*,but t h a t "They should be i nd i ca t i ons 

of the e f f e c t t h a t the p re sen t business i s having on the suoply of 

c r e d i t and of a n t i c i p a t e d condi t ions t h a t w i l l a f f e c t the supply of c r e d i t 

i n the near f u t u r e , * He be l i eves t h a t *#ien the bus iness community has 

become t r a ined to the po in t of watching the rese rve P o s i t i o n and d i s -

count r a t e s of the Federal r ese rve banks and has come to ani unders tand-

ing of what these f i g u r e s mean ** they w i l l be helned very much by 

studying the published condi t ions of the Federal r ese rve b a n k s and w i l l 

apprec ia t e what a change in i i sccun t r a t e s means, provided of course 

tha t the o f i i c e r s and d i r e c t o r s of the Federal r e se rve banks are no t 

hampered i n us ing t h e i r judgment in these mat te r s by ou ts ide in f luences 

A Chicago r e r chan t no tes the d i f f e r e n c e of opinion among 

exper t s as to the proper time f o r r a i s i n g or lowering the Federal 

reserve rediscount ra tes* He points' out t h a t n e i t h e r the Federal 
nor 

Reserve Systems/ any p a r t of i t can be run on any formula, and t h a t 

i f i t could ve ry l i t t l e b r a in s would be requi red f o r t h a t p a r t a f t e r 

the formula had been found. He be l i eves tha t "If we are to be a world 

power in commerce, as we may be , we sha l l have to make the New York 

or some other d i s t r i c t r a t e a t t r a c t i v e f o r the d i scount of the world* s 

import and export b i l l s . We might, of course, be above the Engl ish r a t e 

f o r a shor t t ime, f o r adjustment or o ther purposes , bu t i f we make a ru le 

ii-iO 

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



- 1 8 -

±1 

x-3231 

to have the r a t e always above the commercial paper r a t e in New 

York, our ambition to be the wor ld ' s bankers, or to compete with 

England in commerce and f inance , w i l l vanish in to t h in a i r . a He 

takes the view tha t in c r i s e s and ext raordinary emergencies a Reserve 

bank may well be j u s t i f i e d in v i o l a t i n g temporarily the ordinary 

canons of sound f inance , but emphasizes tha t under normal condi-

t ions and under condit ions when i t i s poss ib le to take a long run 

view, the well es tabl ished t r a d i t i o n s covering a Reserve bank 's 

operat ions must be followed. The chief of these canons i s tha t 

the rediscount r a t e of Reserve banks should be kept above the mar-

k e t . 

The Federal Advisory Council, a t i t s l a s t meeting, on Septem-

ber 20th, expressed i t s b e l i e f tha t r a t e s should bear a d i r e c t r e -

l a t i o n t # a Federal reserve bank 's reserve and to the general money 

market, and t h a t in addi t ion considerat ion should be given to the 

items enumerated in the Counci l ' s recommendation of May 17, 1921, as 

fo l lows: 

1 . The reserves of the Federal Reserve System as a whole. 

2. The reserve pos i t i on of the Federal reserve bank whose 
r a t e i t i s contemplated to change. 

3* The condit ion of a l l the banks of the country as a 
whole, and of the several Federal reserve d i s t r i c t s . 

4. The economic and f i n a n c i a l condi t ion of t h i s country. 

5» World condi t ions , both economic and p o l i t i c a l . 

6. The eventual establishment of a c r e d i t r a t e po l i cy 
f o r the Federal reserve banks by which the rediscount 
r a t e to member bank's i s higher than the p r e v a i l i n g com-
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merc ia l r a t e , t ak ing due cons ide ra t ion of the p r e v a i l i n g 
open market r a t e s f o r va r ious c l a s s e s of l oans bo th i n 
t h i s country and abroad, 

7 . Uniformity of r a t e s , while a t times p r a c t i c a b l e and 
d e s i r a b l e , should not be adopted as a f i x e d p o l i c y , the 
System be ing p red ica ted upon the p r i n c i p l e t h a t v arying 
cond i t ions might e x i s t in d i f f e r e n t s ec t ions of the 
count ry . 

With r e f e r e n c e to the general money market the fo l lowing f a c t o r s were 

suggested by the Board as ones which should be considered in a r r i v i n g 

a t a conclusion as to what i s the cur ren t r a t e f o r money, 

1 . Hates charged by banks to t h e i r r egu la r customers* 
2 . Rates f o r one-name paper bought through n&te b roke r s . 
3 . Onen market r a t e s on bankers acceptances , and 
4 . Rates on Treasury C e r t i f i c a t e s . 

The Board asked the Council f o r i t s views as to the r e l a t i v e importance of 

each of these f a c t o r s and the council expressed the view t h a t a l l f o u r 

i tems mentioned are important i n determining the money market bu t there 

may be o ther f a c t o r s which should l ikewise be given cons ide ra t ion , such as 

general bus iness condi t ions and the rese rve p o s i t i o n of a Federal rese rve 

bank. I t was the view of the Council t h a t the r u l i n g r a t e f o r money 

in a d i s t r i c t w i l l a d j u s t i t s e l f au tomat ica l ly to these cond i t i ons . 

The Council expressed the view a l s o t h a t a Federal reserve bank 

while i t i s borrowing should no t lower i t s r a t e , bu t s t a t e s t ha t spec ia l 

condi t ions -might e x i s t i n a d i s t r i c t which would make/reduct ions de-

s i r a b l e and would j u s t i f y such a course . 
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I t seems c l e a r t o the Board t ha t i t i s not p r a c t i c a b l e i n t h i s 

country f o r Federal r e se rve banks to mainta in r a t e s of d iscount h igher 

than c u r r e n t market r a t e s i f l i n e - o f - c r e d i t loans a r e to be accepted 

as the c r i t e r i o n . The r a t e s of i n t e r e s t permi t ted in many s t a t e s are 

so h igh as t o n re elude t h i s as a p o s s i b i l i t y . In ord inary circum-

s tances when the c r e d i t r i s k i s a t a minimum the r a t e s p a i l f o r h igh 

grade commercial -papdr sold i n the open market may be regarded as a 

measure of the market r a t e f o r money, but i t i s ev iden t t h a t a t p re sen t 

there i s much cons ide ra t ion to be given to the b a s i s on which shor t 

time o b l i g a t i o n s of the Treasury a re sold and to"market rates f o r prime 

bankers1 acceptances . The problem, therefore ,3,s more simple a t t h i s 

time in d i s t r i c t s l i k e New York, Chicago and Ph i l ade lph ia , where the 

Federal r e se rve c i t i e s are dominant in t h e i r d i s t r i c t s , bu t i n other 

d i s t r i c t s which cover a l a r g e r t e r r i t o r y and where the bus ines s i s more 

d i s t r i b u t e d and d i v e r s i f i e d , the problem i s more d i f f i c u l t . At the 

p r e s e n t time fou r Federal reserve banks a re r ed i scoun t ing about $4^000,000 

with th ree o ther Federal r e se rve banks. The d i r e c t o r s of one of these 

borrowing banks more than a iponth ago voted to reduce t h e i r - d iscount 

r a t e from 6 pe r cen t , t o 5s per cen t , on a l l c l a s s e s of paper , bu t the 

Federal Reserve Board has not yet approved the r educ t ion . No evidence 

has been presen ted to show t h a t cur ren t r a t e s f o r barik accomodations are 

l e s s than the Federal r e se rve bank r a t e , or t ha t cu r r en t r a t e s would be 

reduced by lowering the r e se rve bank r a t e , b u t the d i r e c t o r s argue t h a t 

the conso l ida ted rese rve p o s i t i o n of the system j u s t i f i e s a lower r a t e . 

The Board d e s i r e s to have the views of members of t h i s conference as to 

the a d v i s a b i l i t y of p e r m i t t i n g any Federal r e se rve bank to reduce i t s 
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p r e s e n t d iscount r a t e •until i t s own re se rves have inc reased to a p o i n t to 

make i t unnecessary f o r i t to r ed i scoun t wi th other Federa l r e se rve hanks. 

The Board has besn i nc l i ned to the view tha t the rese rve percentage of 

each Federal r e s e rve bank, as well as t h a t of the System, should be taken 

i n t o cons ide ra t ion as one of the determining f a c t o r s i n f i x i n g the discount 

r a t e . I f the Federal 8e serve Bank of Chicago, wi th a r e s e rve of around 70 

per c en t , and the Federal Reserve Bank of S t . Louis , wi th a r ese rve of 

# # 63 p e r c e n t , do n o t f e e l j u s t i f i e d in reducing t h e i r d i scount r a t e s 

below the p r e s e n t l e v e l of 6 pe r cen t , what argument i s the re f o r a borrow-

ing bank, l i k e At l an ta , having a rese rve without red i scoun ts of only 32 

per c e n t . , to have a 5^ per cen t , r a t e ? On the o ther hand, what a re the 

arguments a g a i n s t a r educ t ion i n d i s t r i c t s which have so high a percentage 

of rese rve? 

The Board reques t s the members of t h i s Conference to d iscuss a l l these 

ques t ions involving p r i n c i p l e s of the d i scount r a t e f r a n k l y and f u l l y and 

to r e p o r t t h e i r conclusions be fo re the c lose of the Conference, I t seems 

d e s i r a b l e , i f p o s s i b l e , t o formulate a general p o l i c y r ega rd ing "rates of 

d i scount , from which there would be no divergence except in unusual or 

emergency cases . 
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