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TEE FEDEPAL RESERVE SYSTEM X-3903  Go-

The general purposes of the Federal Reserve System are well defined
in the title of the Federal Reserve Act, which was passed in 1913 and ap-
proved on December 23 of that ysar. The full title of this Act reads as
follows:

"An 2Act to provide for thg establishment of Federal

Reserve Banks, to furnish an elastic currency, to

afford means of rediscounting commercial paper, to

establish a more effective supervision of banking

in the United States, and for other purposes.”
The two princiral functions mentioned in the title of the Act are thus to
furnish an elastic currency and to afford means of rediscounting commer-
cial paper. Both of these purposes clearly indicate that the Federal Re-
serve System is intended primarily to supply short-term credit, because
elastic currency must necessarily be based on current tfansactions, and
the rediscounting of "commercial" paper means the extension of credit on
baper arising out of the current needs of production or distribution in
agriculture, industry and trade. Both funétions, therefore, indicate that
the Federal Reserve System is a commercial tanking system organized to finance
current short term opérations, as distinguished from the Farm Loan System
and the Intermediate Credit Panks, which were organized for the purpose of
providiﬁg longer term credit. The limitations upon the character and maturity
of the paper eiigible for discount by the Reserve Banks, therefore, arise
from the fundamental purposes for which the System was created.

MEMBERSHIP

For purposes of Reserve Ranking the United States is divided into

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



R

-2 X-3908 . L
twelve districts, each district having a Federal Reserve Eank, which

in many respe c¢ts is entirely independent of the other Reserve Ranks and

of the Federal Reserve Beard. All the national banks in a district be-
long to the Federal Reserve System and must subscribe as their share

to the bank's capital an amount equal to six per cent (6%) of their own
capital and surplus, three per cent (3%) of which must be paid in cash

at the time the membership is acquired; the remainder being subject to
call. Panks having state charters are permitted to join the Federal
Reserve System if they so desire end if their capital and the character

of their business are such as to male them eligible for membership. Upon
Jolning the System they are required to subscribe to the capital stock

of the Reserve Bank on the same ratic as national banks. State banks
which join the System retain all their charter privileges so far as they
are not in conflict with the Federal Reserve fct and State banks may
withdraw from membership at any time upon six months' notice. The Federal
Reserve System, terefore, is owned by its member banks who are the stock-
holders and no part of the stock belongs to the Government. It is not a
Governmental institution, but a co-operative enterprise of bankers owned
and largely controlled by them.

ORGANIZAT ION

The Federal Reserve Banks are administered ty & Doard of nine (9}
Directors divided into three classes: Class "A" Directors are selected
from among leading bankers in the district; Class "B" Directors represent
commercial, industrial, and agricultural interssts in the district, and
Class "C" Directors are appointed by the Federal Reserve Board to represent

the Government and the general public. Class "A" and Class "B" Directors
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are elected by the Member Tanks, the Government appointing only one-
third of the Dirsctors. TFor the purpose of selecting Class "A" and
Class "B" Directors the banks in each Federal Reserve District are
divided into three groups, consisting respectively of large, medium
and small banks, each class having in the aggregate an equal rumber
of votes. This insures the Federal Reserve Ranks from being controlled
largely by the big banks as they would be if ﬁhe votes were in proportion
to resources, or by small banks as would be the case if every member
bank had one vote regardless of its size. This plan assures the banks
of a directorate representative of the business interests and of the
various classes of banks in the district.

“ The Federal Reserve Doard consists of eight members, the Secretary
of the Treasury and the Comptroller of the Currency ex-officio, and six
} other members appointed by the President of the United Stateé and con~
firmed by the Senate, "In selecting the six appointive members of the
Federal Reserve Board, not more than one of whom shall be seiééted from
any one Federal Reserve District, the President shali have due regard
to a fair representation of the financial, agricultural, industrial, and
commercial interests, and geographical divisions of the country." So
that the Federal Reserve Board is a body of men selected from various parts
of the United States who are representative of the various activities of
the country, and to these men is entrusted the function of welding the
twelve regional Reserve PRanks into one System which is operated on con-

sistent principles and can be depended upon for united action when emergency

arises.

There is a clear distinction between the Fedéral Reserve Banks and
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the Federal Reserve Doard. This distinction is very often overlooked
when criticisms are offered as against the function or operation of the
System as the Board is often criticised for action taken, when, in reality,
it is the action of the Federal Reserve Bank, and vica versa. As the
Federal Reserve Danks are held responsible for their capital stock, and
as the business of banking varies in different sections of the country,
Congress deemed it advisable to make each Federal Reserve Bank a separate
corporation and defined the limits of a bank's corporate powers in the
act, while it left to the Federal Reserve Board the determination of broad
questions of policy in order that the banks might function harmoniously
as a unit and rally to the aid of each other in times of special stress
or combine their force in case of a national emergency.

FUNCTIONS OF THE BANKS,

The chief functions of the Federal Reserve Ianks may be briefly
described as follows: (A) Rediscounting for Member Panks. Then a member
bank finds that its customers are in need of more credit than it is
able to give them on the basis of its own resources, it can turn to the
Federal Reserve Bank and rediscount with it some of the paper upon which
it has made loans to its customers. This paper, however, in order to be
eligible under the law must generally arise out of an actual transaction
connected with the production or distribution of commodities. Paper can-
not be rediscounted with a Federal Reserve Bank if the proceeds were used
for speculation; for permanent investment, or for carrying stocks and
bonds, except obligations of the United States Government. So that the
Federal Reserve Banks' operations are specifically intended to serve

current credit needs. Another limitation upon the paper, having the same
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general purpose, is in connection with the length of time for which
Reserve Panks are permitted to discount paper. TFor ordinary commercial
and industrial paper the maturity is limited to 90 days and for agri-

cultural paper to nine (2) months. The rezson that agricultural paper

is allowgd longer maturity is that agricultural operations generally re-

quire a longer time for their completion than do commercial and industrial
operations. There is in this no departure from the principle that Re-
serve Bank credit must be employed to finance short-term current operations

rather than long-term enterprises., In extending credit to their members

the Reserve Danks are guided by their Zoards of Directors and by loan

committees appointed by Directors who have complete discretion in the
matter under the law. Iq’rediscountina paper or obtaining advances from
the Federal Reserve Banks, the Member Banks deal only with the Federal Re-
serve lanks and the Federal Ksserve Doard cannot interfere so long as they
act within the law. The Federal Reserve Doard cannot require any Federal
Reserve Zank to make any loan or rediscount any paper nor can it require
any Federal Reserve Dank to refuse any loan or to refuse to rediscount

any paper which is eligible for rediscount.

(R) The Federal Reserve Danks are authorized to issue Federal Ressrve

Notes in exchange for gold or for paper eligible for discount. Threugh

Banks wiﬁh liquid currency that allows them to mest every legitimate da-

mand of the district for additional credit beyond the banks' own re-

sources., If I might presume to give you a clear picture of this idea in

practice I would assume that a given community has an actual need for

additional credit. The need is apparent ty the requestgsfor lozns at the

local bank. The bank, in order to_meet the needs of its customer, turns
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to the Reserve Fank and bprrows say $100,00C from its Federal Reserve Bank
by rediscounting some of its eligible paper. The Federal Reserve Dank
needing additional funds to take care of the needs of its Member Tanks,
pledges this $100,000 of rediscounted paper with the Federal Reserve Agent
and obtains §100,000 in Federal Reserve notes, which it pays over to its
Member Tank for the paper rediscounted by it. The Member Dank lends or
pays out this $100,000 of Federal Reserve notes in its community, and thus
they are put into circulation and the total volume of currency in circu-
lation increased or "expanded" in the amount of $100,000. Vhen the re-
discounted paper pledged as security for the Federal Reserve notes matures
and is paid off, the Federal Reserve Dank must either substitute other
collateral (eligible paper or gold) or retire the notes. If the credit
needs of the community have decreased in the meantime, the notes probably:
will have been returned to the Federal Réserve Rank, either through its
Member ﬁank or through other Federal Reserve Eanks, and it will retire
them. Possibly some of them will be paid to the Federal Reserve Bank in
payment for the very paper which it had pledged as collateral for their
issuance, and their retirement will be practically automatic. When the
underlying commercial paper is paid off and the Fedefal Reserve notes are
retired the total value of currency in circulation will have been de-
creased or "contracted" $100,000. In this way the total volume of Federal
Reserve note curréncy automatically expands and ¢ontracts to accommodate
the changing needs of commerce, industry and agriculture. A Federal Re-
serve Dank camnot get Federal Reserve notes without putting up 10C% com-
mercial or agricultural paper or gold itself as security, and when the

volume of available commercial or agricultural paper decreases it must
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either retire the currency or put up gold as security.

If I have made myself clear ycu have in your mind a picture of how
the elastic currency of the Federal Reserve works in practice. You have
seen (1lst) where the necessity for it originated out in the district; (2nd)
how the lMember Iank acquired it by offering eligible paper of its customers
equal to 100% as security; (3rd) how the money went into general circulation
through the channels of trade and industry; (4th) how the currency is re-
tired automatically when the credit needs of the community no longsr re- *
Quire its circulation.

The Reserve Banks have no power to issue notes except in exchange for
gold or eligitle paper. They cannot create currency out of nothiﬁg. The
need for the notes must arise out of the actual requirements of the com=-
munity. The Federal Reserve Notes are first liens on the assets of the
Reserve Tanks and are also obligations of the United States Government.
They are redeemable in gold at the Treasury of the United States and in
gold or lawful money at any Reserve Dank, and a 40 per cent minimum gold
reserve mast always be maintained againstthem,

In the early periods of the system, the use of Federal Reserve Notes
as additional currency credit was not generally resorted to in times of

increased demand or necessity for additional credit, but as the Vorld Yar

continued and finally involved America the demand for currency with which
to carry on and adequately finance'the business needs on account of the
great inflation in prices, increased very rapidly. On January
l1st, 1917, just before we went into the war, the outstanding Federal Re-
serve Hotes amounted to $17,58%,100. On Jamuary lst, 1918, the amount was
$1,350,764,225.
On Jamuary 1st, 1915, the amount had increased to $2,859,8u43,320.
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On Jamary 1lst, 1920, this amount had increase to $3,235,789,1L5,
/nd on December 23rd, 1520, it reached its peak of $3,40l,531,000. in actual
circulation,
Since that date the tendency in the mein has been downward and on No-
vember 28th, 1923, ii stood at $2,2h6,QOé,OOO.

The high discount rate of six per cenf (5%) effected by the Reserve
Danké in Jamary and February, 1920, was-undqubtedly to be taken as a
warning that expansion was reaching a high point and having its effect on
.legal reserves which were declining, with the thought, undcubtedly, that
this high rate of discount would havg the effect of slowing down the de-
mand for money. On the contrary - a§a to-tﬁe surprise and astonishment
of all, past experiences and practicéé reversed themselves and the demand
for money began to increase. Early'in'Junevthe rate was increased in four
of the Reserve Janks to 74 without ény aépafent effect upoﬁ the demand for
money which reached its high point in.Decembef, 1920, when the total amount
of Reserve notes issued and in ciréulation totaled - $3,404,931,000.

The statement made by a former Comptroller of the Currency to the
effect that the largest amount the National Parks of the country had ever
borrowed in one year prior to 1913 throqgh rgdiscounts and bills payablé
was - $100,000,000 brings most forcibly to our attention the almost incom-
prehensible figures to which the country's credit had been expanded since
the inauguration of the Federal Reserve System.

The discount rates of the System have varied greatly at different
times, However, when we recall the conditions through which the country
has passed since the System was established in 1914, it does not appear

in any sense unjustified. In view of the abnormal conditions resulting
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from the Viorld "ar with its attendant inflation, so natural to carrying c¢n
war activities, the Post-T/ar period when every line of production was more
or less over-stimulated together with the tendercy toward extravagance and
speculation and added thereto, the further obligation of the Federal Re- -
serve System to act as Fiscal Agents for the Governgent in financing the
war which required the floating of over $20,000,000,000 of Tonds together
with a large amount of short time government obligations, it guite naturally
was to be expected that discount rates should or weculd vary quite materially.

- The discount rate of six per cent (5%) was established with the System
in 1914. Detween 191U and January, 1520, the rate varied but never again
reached 5% until the latter part of Jamuary, 1520, and later in 1320, went
up to 7% in Boston, New York, Chicago and Minneapolis.

(C) The Federal Reserve Danks hold all the lawful reserves of the Member
Canks, that is, nothing that a lember Tank holds, hmt even gold or other
cash in its vaults, counts as reserve by law, except the amounts held on
deposit with the Federal Reserve DJank. The concentration of reserves and
making them available at any point within the System, and at any time, has
made it possible to reduce reserve requirements and at the same time renders
bénking much safer throuchout the country. The Reserve Act has reduced
the requirements for reserves on demand deposits from twenty-five per cent
(25%) in reserve cities to ten per cent (10%), and on time desposits from
twenty~fivé per cent (25%) to three per cent (3%); and iﬁ country banks the
reduction has been from fifteen per cent (155) to seven per cent (7%) on
demand deposits and from fifteen to three per cent (3%) on time deposits.
‘There is no doubt that the Federal Reserve System through its reserve

policy is rendering the country a great service in maintaining the integrity
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of deposit reserves, and in pooling these reserves in order that they may
be available in time of need to the Member Danks and to any other function
of the System.

One of the greatest deficiencies in the 0ld banking system prior to
the enactment of the Federal Reserve Act, was the system of maintaining
bank reserves consisting partly of cash in vault and partly of balances
with correspondent banks which in turn carried part of their reserves in
the form of balances with other banks which were permitted to lend a large
part of such reserve deposits to their customers so that the ultimate re-
serves of the country were invested in loans which might not be collectible
in the time of need. And the greatest deficiency in our present banking
system results from the continuance of this very same practice by banks which
are not members of the Federal Reserve‘System. A resérve intended to protect
the depositors of a bank which consists largely of loans to the patrons of
the correspondent banks cannot in its final analysis te considered any more
of a reserve than the notes in the portfolio of the original bank, and it
cannot compare as a deposit protecticn to the reserves held in the Federal
Reserve System, which must always be protected by a gold reserve of not less
than thirty-five (35%) and in addition having the advantage of being available
for use at any point of emergency.

The history of past financial panics which have caused so much trouble
and worry to bankers and depositors will show in practically every instance
that the reserves which were intended as a protection to depositors, had in
nearly every case, been dissipated and as a consequence reserve protection
was not available in the time of need. This cannot happen under Federal Re-
serve Banking,

(D) 1In addition to clearing intra-district checks the Federal Reserve
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System has set up a machinery by which talances tetween districts can be
settled &y btook entries without the shipmant of cash. This is done through
the gold settlement fund in Vashington held in custody by the Federal Re-
serve Board. Fach reserve bank has rlaced with the Reserve Toard a part
of its reserves and whenever one reserve bank wishes to transfer funds to
another it does so by wiring to the Doard to make an appropriate entry on
the books of the gold settlement fund. The Doard daily notifies each Re-~
serve lank of the total detits and credits to its account and of the amount
of gold it owned at the end of the previous day's business, This plan has
done away with exchange charges for drafts within the country; has elimi-
nated much time lost and expense incurred in the shipment of currency and
has made business dealings between different parts of the country more
expeditious and e onomical.
EARNINGS.
Par, 55 - Section 7.
"After all necessary expenses of a Federal Reserve Iank
have been paid or provided for, the stockholders shall
be entitled to receive an annual dividend of six per
centum on the paid-in capital stock, which dividend shall
be cumulative. After the aforesaid dividend claims have
been fully met, the net earnings shall be paid to the
United States as a franchise tax except that the whole of
such net earmings, including those for the year ending
December 31, 1918, shall be paid into a surplus fund
until it shall amount to 100 per centum of the subscribed
capital stock of such bank, and that thereafter 10 per
centum of such net earnings shall be paid into the surplus.”
The plan for providing a surplus equal to 100% of the subscrited capital
was not a part of the original Act but came as an amendment in March 19173.
At this time the Federal Reserve Danks with the exception of the Federal

Reserve Bank of Dallas, Texas, have a reserve of not less than 100% built

up out of net earnings. The last statement as to net earnings and their
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distribution was as follows for the System:

Dividends paid .......... ferae e ¢ 37,395,205,
Transferred to surplus ........... 218,305,549,
Franchise tax to Govt. ........... 135,387,941,

Under this system of a fixed dividend, the incentive for earning umusually
large profits is largely removed. The earnings of the Reserve Danks are
largely governsd by the volume of cradit needs of the country and neces-
sarily will vary in accordance with the volume of business.

During the years when the Reserve lanks were handling the governmental
war fimence activities 1920-1921, the Reserve Banks paid the Government
$120,000,0C0; in 1922 they paid about $10,000,000. The necessity of meeting
all overhéad expense of the Federal Reserve System including the expense
of the Federal Reserve Doard at Vashington, is a direct obligation of the
Reserve Banksy as the Government is under no expense for or on account of the
Federal Reserve System or any of its branches. The surplus which the lanks
accumlate belongs to the Government in case the bank or banks should be
liquidated. The member banks under the law can under no circumstances receive
more than the return of their capital and six per cent (5%) interest on their
investment,

I hope I have made this point clear to you. The earnings in this in-
stitution to its stockholders can in no event exceed six per cent (5%). The
earnings during the years /merica was actually engaged in the war were very
heavy on account of the large volume of Government financing that was cleared
through the Reserve System, and in addition thereto, the profit that

naturally accrued to the system through the large volume of note issues and
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rediscounting necessary to care for the increased volume of business

that on account of high prices necessarily required a greater volume

of credit in order to function. Observations of the past few months as

to the tendency of income would lead one to the conclusion that under

normal conditions the problem of the future will be how to meet the

overhead expenses of the system, rather than one of curtailment of net

earnings.

To go into mimuite detail of the operation of the Federal Reserve

System would tzke a great deal of time and in the end would no doubt

leave you so confussd as to querf; what is it all about. I have en-

deavored to give you a clear picture of the fundamental principles and

how they operate:

1st
2nd
3rd

Uth
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5th. The power of note issve.
Sth. The method of note issae.
7th. The purpose of the rediscount rate,
8th. The reserves and how the Act changed the legal
requirements.
9th. Distribution of Earnings.

If I might ask your further indulgence without encroaching too largely
upon the time of others, it would be for the purpose of commenting briefly on
the System both from the standpoint of its shortcomings as well as its ad-
vantages as I hgve come to understand them during the past few months' ex~
periences.

Many complaints have come to me especially from the Middle Vest with re-
spect to the high interest rates prevailing in many States. The remedy for the
criticism which in many instances is warranted must come from the hands of ths
legislators of those states where exortitant rates are exacted. Many, if not
all,” states have an established maximum legal rate and the custom in the States
is to ;dopt it as the current rate for loans. The remedy is- the State; as the
Federal Reserve Doard has no power to control interest rates charged torrowers

, by member btanks. |

The Federal Reserve lanks at this time have a unifor@ discount rate of M%
percent. The rate is the same to all tanks in the System. No discrimination
is permitted in the established rate of the Federal Reserve lank as against any
of its members. The rate to the borrower, however, in many States, appears to
be very much in excess of the reserve rate and in some instances, the spread
between the Federal Reserve rate and the legal rate is so widsthat it tends to
encourage banks in torrowing from the Federal Reserve and loaning tc¢ their cus-
tomers for the profit that can te made on the spread. Vhere the practice is
followed of loaning money at maximum lecal rates as fixed by State laws, naturally

follows that a low Federal Reserve rate could have no bearing on the ratespaid

by the customer of the bank, as they are governed by the State Law.
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It must be said, howavar, in fairness to the banker that the practice
of holding closely to a meximum legel state rate does not appsar to be the
general rule as there are many ovidences in different parts of the country
‘that money is loan2d on o very small mergin, while, in others the criti-
cisms made are justified as the spread appears to be too wide.

The principle underlying the Federal Reserve System is not one that
encourages profiteering by member bsnks. The evident intent of Congress
was that ths Federsl Reserve Bark should be regerded as sn institution
to be used in times of emergency, or to meet seasonal requirements for
additional cr2dit and finance whenever local bsnks were unsble to do so
out of their own resources.

It is not inconceivable that the custom of following legsl state rates
as o guide for current rates, may have contributad largely to the expansion
in our credits that developed so rapidly in 1919 snd 1920. The evident
intent of the Federsl Reserve Board in incressing the rate to 6% in Jenuary,
1920, was to wern the country of the dangers that would follow if the
expansion of credit continued, as the reserves, at that time, indicated a
rather materisl reduction in the ratio. But, contrary to s2ll precedent
or expectation, the reverse of what was hoped for heppened, as the increase
in the rate did not lessen the demand for credit. And 2 few months later
the rate wss raised to 7% in four banks of the System; evidently, with the
same intent and purpese in mind. Here agsin the increase in the rate was
without immediste results as the expsnsion continuad for several months
following; and it might not be an unreasonable deduction to infer that the
borrowers in thes country ( the Miudle West snd South were heavy borrowars)
were not fully informed of the serious expsnsion that was taking placa
throughout the country end could not be disturbed by sny increase in the
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discount rates they were and had been psying, th: meximum state ratz2 which
could not have the effect of acting as s note of warning as the rate was not
unusual. It did, howsver, sexve as a warning to the bankers of the country.
They were men of expsrience who ¥new that this great increase in the Faderal
Reserve rate had for its purposc but one object and that was: to, in eoms
mannar, effect s slowing down in the demsnd for cradit. This warning should
have been heeded, and in 2ll probsbility, was to scme axtenf; but in many
instances the natural prudence and caution that was to be expectsd from .

the conservative benking class was either submerged in their desire for
profits; or the situstion had gone beyond their control.

The racord shows that the Faderal Raserve System was guite generally
us2d by the member benks for radiscounting paper after America entered
the war and later on member banks discountad very extensively for non-member
banks. In the Mississippi Valley, where production is hesvy snd the market-
ing of farm commodities, including live stock, assumss large proportions, there
is a great nacsssity for heavy financing throughout scasonsble portions of
the year. This is especially true where co-operative marketing has developsd
to the point where it is handling ths largsr portion of farm products of that
axea. The Middle West section was a heavy borrower throughout the years of
1919 and 1920 which at its height baeceme very embarrassing to some members of
the Federsl Reserve System. The records of membership disclose the fact that
not over one-third of the banks in the Mississippi Valley were members of the
Federai Raserve System and that meny of those that wers members of the Fed-
ersl Riserve System warce not discounting any paper, consequently, were giving
no axtra service to ths commnity beyond their own resources.

The Ssventh District, which is served by the Chicago Federal Reserve
Bank, showad that on December 30th, 1920, that bark had o membarship of 1421
banks in the district; 358 of which were state benks and 1063 wers retional
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banks. There way have beesn some slight incresse in thc membership at this
date, but the rscords will show that sincs ths 1923 Amendesnt to the Act
thers ard 307H 2ligibls banks in the Seventh District. The high point for
loans in this district was roached in October, 1920, and on that dats thare
was 2 total of 813 banks borrowing and locatz:d in the following statssof
the District: Illinois - 175; Indisna - 103; Iows - 369; Michigen - 10U;
and Wisconsin - 6U4; thus we havz at the time of emergency only 813 out of
approximately a total of 2000 cligiblc banks in th: district that wers en-
dzavoring to be of service to th: district at a time of metionsl emergency
such as preovailzd in 1920. This lack of membeorship contributed greatly to
the embarrassment of ths discounting banks and curteilsd very materislly the
efforts of the Riscrve Bank to sorve the district.  The disinclination of
the country banks to bscoms members of the systom worked a hardship on such
banks as attemptad to sexve the country in that thsy were obliged to radis-
count or borrow 30 such sn sxtent that their condition soon bocame over-
extended and dangerous. The practice of country banks functioning through
correspondent city banks has grown cnormously and it is not unusual for
city banks to act as correspondent for hundreds of individual country banks.
And in 6xder to retain the country bank sccounts, ths city banks pl:dge
thems:lves to come to the financisl aid of th: country barks in times of
nzad, and, in order to do so, oftan find it n:cessary to borrow very hzavily
from the Federal Raserve Banks in amounts wholly out of 211 proportion to
their capitsl and surplus.

Under the old system of national banking, banks were permitted to
rediscount to th: amount of their capital stock and surplus; undar present

conditions the rosarve banks have fixed the basic lin> for borrowing member
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banks at considersbly bsyond thot point. To illustrate, take o hypotheticsl
case - The basic lin: in nost casas would be 25 tires its capitsl, or $1,500,000
for = 5ank with o capitslization of six hundred thoussnd Jdollars. Its individusl
deposits total seven million dollars. ($7,000,000) - This bank borrowed from
the Federal Rzserve Bank of its district Four and One-half Million Doliars
($4,500,000), or seven times its capitsl. Common sense and ordinary businass
prudence would csuse any men in this sudience to inguive ss to how the Di-
ractors in a bank of that kind could justify this cordition. While the il-
lustration is ndt an actusl picture of any benk, it is typical from the stand-
point of Reserve ani Capital to its rediscount lisbilities. 't To illustrate
further, suppose this bank had, approximstely, two hundred country banks a8
clients. Woulu it not have been the better part of wisdom for those two
hundred country banks to have joined the System and placed their institutions
in & position to mske their losns direct’with the Federal Reserve Bank and by
so doing avoid the additional charge to the correspondent baenk ang allowed
this chargs to accruc to the benefit of borrower, which in itself would have
been o substsantisl saving, when considerced in the light of the large volume
of rejiscounting necassary in this country?  The lisbility to the Federal
Reserve Bank would hsve been no greater than it was to the city bank, and ths
local bank wouls have been in a much better position to ssrve its customers
according to their needs and the needs of the comrunity.

The incentive of the borrower should be to undertske to procure his
necessary loans at thé very lowest ratec and his bank should be willing to

offer every facility that would ¢nsbls him to Jo so-. It should be the pur-

pose of the local bank to reach as dircctly and cheaply as possible the
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fountain-hecad of its cmergency resourcss snd this can be done through a
membarship in the Fadersl Rescrve System.

There are, as I view it, many obstacles to ovarcome bafore the member-
ship in the gystsm will rcach the point that will snable svery community to
get the most dirccet benesfit. Soms non-member banks,.in many instences, have
not rsachad the point whoere thsy can s:: sny adventage in being a membar.
Others are not menbsrs because of reasons that apply only to the naterisl
side of businsss - profits. It is perfectly natursl that any banking
institution should b: 3live to the n:cessity of carning dividends on-its
capital, but the necessity for giving service and protéction to its patrons
is a prersquisite to samings. Waen the customers of a bank have knowledge
that their dsposits sr: protected by a rescrve that cannot be dissipatad,
it bscomoss rores of an asést to th: bank than could possibly accrus to it
from 2% on tho small ressrve now roguirsd.

The most sarious drawback to the Fioderal Reserve System at this
mom:nt is thd attitude of many of our p2ople toward the Fadoral Reserve
Board ond ths Faduoral Rsserve Banks. It is regreotteble that the business
and farming int.rests and borrowing public genzrally have not boen taken
into a mor: intimete confidence and wore fully informed on the objects, pur-
posas and intunt of this system, in order that thoy might intelligently under-
stand its functions and comprehend its aff.ctiveness. Th: majority of lat-
tors I receive indicete very clearly that the Federsl Ruserve System in its
policizs and functions is not understood and many peopls ars wholly mnin-
formzd or misinform:d as to its obj.cts. If we wore desling with an or-
dinary picce of legislation or soms academic problem the matter would right
itss1f bocause it would have the support of the interested classes who
would sco that it was properly presentaed, but here we havs a corporation -

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



- 19 - X—3903

semi-public in its nature (by rcsson of govemmantal supsrvision). It
is probsbly the most powarful and st the same time, the most far-rzaching
in its function of any system that thes world has asver known, snd, in a
word, 1t is least unuarstood. I, parsonally, can lay no clsim to any
great awount of superior knowl:dge of the System but it can be undarstood
and should be understood by 2ll the: zeople through the best of information that
can be had as well s the widest distribution of same. I have no thought of
going into a Jiscussion over th: chargs so often maas that the Fodaral
Rosorve Boary had arbitrarily ordercd deflations I diem it my outy,
howsver, to leave with you the information I have on th: subjact which I
obtainud larg:ly from the rocords of the Russrve Board anu without going
into dstails, I will say that I find no ricord in th: officisl minutus
pf the Board whsr: an order was promulgatod or acted upon in any manncr.
I ha¥s ropeatadly had assurance from two monbors who wars mombers of the
Board in 1920 that no asction of sny kind having for its objzct a Jdemand
for liquiiation, was ovar tekon.

Th: Conferonce of May 18, 1920, which nany peopl. claimwas callaod
for the purposs of demanoing liquication, was onc of th: confersnces which
ar:s held sach yzar in accordancé with the provisions of th: Reserve Act,
and, in order that you might hav:e th:e full text of ths Conf:roncs at first
hand and bz abl: to study it at your leisure, I hav:e brought svory svail-
able copy with me anu same can be had at the S:cerstary's tablaz.

It would be well to kesp always in minu th: thought that the Fuderal
Roserve Marnbers ars only humsn and subjeoct to humsn limitstions, 2xperiznce

proves that humanity is pron: to 2rr.  Thore is no Joubt dbut what the
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Federsl Reserve Board rﬁade mistakss; the Faderal Rescrve Banks have made
mistskes; the bankers of ths country nake mistskes; business men meke

' nmistekes and farmers sre not immune from mistskes. No one who had to do
with the eventful times and conditions caen claim absolute immunity from
blame. What the attitude of the individual Raseirve Banks was during those
eventful days is wnknown to many.  What the Menber Bank demsnded from its
custorers, I have no way of knowing. What the correspondent city benk
demanded of the local country bsnk will probsbly naver be made public.
What the country bank told its customer can only be imagined.  What the
status of the borrower was and whether his loan wes ¢ssentisl or non-essentisl,
he slons must bs the judge. But, in the course of time the history of our
age will be recorded. To o great <xtent it will be o repetition of the
experiences of war psriods that our country has passed through since its
e¢xistence as a nation. We have been told of the expericencss of the
Revolutionary period end ths disastrous conditions that followsd the wer.

The history of the War of 1812 records the same identical sxperience and

the same after-wsr disastrous effucts. In 1837 the agitstion snd subsequent
legislation which disorgsnized the United States Bank brought sbout a naticnal

calamity.

Following tﬁe Civii War we hod the ususl period of contraction and the
record of our own time will show that the sges had not boen able to teach the
Amzrican people how to profit by experience and that they havs not come to an
apprecistion of the disaster they would encounter in the postewsx yesrs of
the World War and which sre now known t0 have been the most disastrous that

Arcrica has avar cxparienced.
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Thst somsthing out of the o;dinary must have added incentive to
the deflation in commodity éricss in 19é0 scems ressonsblzs to believe.
Personslly, I havs had many men of unquastionsble int:grity assurs. me that
arbitrary Jdemands wars made for liquidation snd that liquidation to them
‘meant bankruptey. I hope that thoss who have had such an sxperience will
spesk up and tell how and by whom and undar what circumstances,ihey were
rgquirad to ligquidate in order that full responsibility for any unjust
seflation could be cstablished. Nothing cen coms from any further agitation
on the subject cxcept as it serves as the weans of snabling us to create such
safe—guards as will obviate and prevent such disastrous results.

My statement as to what was said and who said it and when end where,
will always b: o subject for Jdiscussion without a solution as to who was

at fault unl:ss those who had such experience will speak up and t2ll what

L

hoppened.  The Fadaral Reserve System is rﬁcognizsd as an established
institution and its valu: to the country in tikes of emergency and financial
nsed is ackhowledgad even by its cnemics. That it is the last woxd in
finahce and credit and that it has functioned officiently in svery instance

is not our contention. Many suggéstions are offered from time to time and
many améndments have b2en made by Congress in ovder to increase the

of ficiency of the System to the borrowing public. It is antirely probable
thot susitionsl changes will bs made in the System from tims to time and these

will be largely based upon the knowledge we hove gained from our past experi-

SncesSe

To one who has been privileged to observe th: opsrations of the
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Federal Ressrve System in practice sni comparce it with the finsncial
machinery of other nations, thare comes the thought that the wind that con-
ceivad the ides was that of a genius. It not only has stooo ths tsst of
the World Var which involved the rost savsre crodit strain that history

hsg azvar known, but slso brought our country to s financial position far
above that of the other nastions angsged in the conflict.

I hold that the first sssantisl to the maintcnance of a successful
credit and currency system is a loyslty of its rembers that will conmand
the confidence of the pzople with whom they dcal.

The Federal Ressreve Boary st Wsshington snd the Directors of the
different Foderal Ressrve Banks do not oceal uir:zctly with the public, con-
sequently, have nothing but incirset contaect and second hand informstion
as to what is sctuslly transpiring. This is unfortunste in ons raospact
in that it woos not give the Fuiorsl Reserve Bosra or the Dircctors of the
Fodzral Rescrve Banks the pirsonal contact with jcopl: of th: countxy that
is n:ceswary to s thorough unoerstanding sne ror: intimet. knowlsuge of
consitions st first hani. The insbility or nsglact of the Monber Bonk
to mak: clear to its customers on ¢very ocussion the ressons for the bank's
insbility to rnoct rejuests for crudit has creat:d a situstion that will oo
years in ths uncoing.

Iﬁ order that this stateront right not be misintorprsted or that the
impression might go forth that it was a ersonsl fa2eling and rors or 1e2ss
prejﬁ;icial, I want to cuotc you verbatim what a very prominant banker of
Chicago hss sais on this subject in a speech ueliverss st Atlantic City,
in Seutember, 1923, to the assenbled ¢elegatss of the Arerican Bankers!
Association:
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"Neverthsless, the harn uons by the publicity given to

the conditions of tuose cngsgad in asgriculturs is slrost
inmeasurable anu 351l of us are to some cxtent risponsible,
bocause in some Wy rost of us have contributsy to the
farmers' feeling that he is not so ruch ths victim of tha
circumstonces of his own industry, ss of the machinstions

of 211 2luments of business, finasnce and governnont.

"As bank:rs, ws contributsd to this fesling whon ws sought
to blame fur versna upon the farmer for payment gpn the
crucl sctivitiss of the Fecursl Rusorve Bsnk ane the Feaersl
Resaerve Boarde  Our cowardly acticn in fsiling to teli our
forrer fricnes the truth, which wes that wo aas. losnzd too
ruch roney anu ware hars up ond necded to col:sct rathor
than that we were being raas to 2o 50 by some povernnsnt
agancy, is buisring sbunuzant fruit today, sn. #:2 nave shead
of us 3 trencnious task to correct the false inpression for

which we are responsible."

4

and haarty co=-o.:zra

tion

of its nerbers, it will be Jifficult, indesd, to hop: for 3 | crmasnsnt con-

tinuvence of its success. Its efficiency will siways vépenu uvpon the renne

in'which the banks as ws2ll as the ,ublic support it. It is recognized b

rnany as the institution in Arevica thot is to act st 21l tines 3s s barvometer

of finance anu credit and its efficiency in s2rving ths people will slway

S

aepend upcn the manner in which all of the agricultursl and business interosts
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of the country are willing to be guided by its warnings.

In cbnclusion, I, personally, con see nothing in the present craedit
situstion that in any way sppears alarming. The country és 2 whole
appears to be in an essier situation finsncially thsn a year ago.
fgriculture, on the whole, has made substantial progress toward
recovery and whils there are many ressons for the optimistic feesling over
the partial return of a more prosperous condition, the situstion is not
one to warrant the farmer in indulging in any extraordinary cxtravagance.
That there has been a large smount of liguidation on the part of the farmer
is conceded; howevexr; this has not been due entirely to profits on current
operations, as the nortgsge indebtednsss on farms has been materislly in-
creased Jduring the process of liguidation that has been going on, and this
gave color to the thought that farmers have to some sxtent reduced ths
loans nade for current obligstions by increasing mortgage indebtedness on
farms which is literally true in many cases, and until that problem has been
met oend permsnently adjusted, sgriculture comnot bs said to have met all

Post-wax readjustments.
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