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The P r e s e n t C r e d i t S i t u a t i o n 

R e p r e s e n t a t i v e s of F e d e r a l r e s e r v e "banks have a p p e a r e d "before a u -

d iences so many t imes t o d e s c r i b e c u r r e n c y , d i s c o u n t and o t h e r o p e r a t i o n s of t he 

System t h a t t o d a y I am go ing t o d i g r e s s somewhat and t a l k abou t t h e p r e s e n t c r e d i t 

s i t u a t i o n . This i s a l a r g e s u b j e c t , b u t inasmuch a s I am s p e a k i n g t o an aud ience 

t h a t i s q u i t e f a m i l i a r w i t h bank ing p r a c t i c e , I f e e l I w i l l be a b l e t o g e t over to 

you a c o n c i s e s t o r y i n t h e t ime t h a t h a s been a l l o t t e d t o me. 

I n o r d e r to b r i n g the p i c t u r e up t o d a t e , i t i s n e c e s s a r y to review 

what h a s happened d u r i n g t h e p a s t e i g h t y e a r s . Gold i s t he b a s i s of our c r e d i t 

s t r u c t u r e and w h i l e t h e g o l d s t a n d a r d , p e r h a p s , h a s some f a u l t s , i t i s t h e b e s t 

b a s i s t h a t h a s y e t been d e v i s e d and p u b l i c f a i t h i n i t s e f f i c i e n c y h a s been demon-

s t r a t e d c o n c l u s i v e l y d u r i n g t h e p a s t f i v e y e a r s by t h e w i l l i n g n e s s and eage rnes s 

w i t h which many c o u n t r i e s have r e t u r n e d to soma form of g o l d s t a n d a r d . A l l t h a t 

h a s happened f o r t h e p a s t e i g h t y e a r s , t h e r e f o r e , can b e s t be r ev iewed by r e f e r r i n g 

t o g o l d movements. 

S ince September 1920 and up to December 1924, g o l d f l owed i n t o the 

U n i t e d S t a t e s c o n t i n u o u s l y , t h e n e t import movement f o r t he p e r i o d a g g r e g a t i n g a p -

p r o x i m a t e l y $ 1 , 6 6 0 , 0 0 0 , 0 0 0 , From September 1920 t o the s p r i n g of 1922, t h e g o l d 

r e c e i v e d f rom a b r o a d was u s e d l a r g e l y by member banks t o r educe t h e i r bor rowings 

f rom t h e F e d e r a l r e s e r v e banks and t h u s improve t h e g e n e r a l c o n d i t i o n of t h e member 

,banks and t h e r e s e r v e p o s i t i o n of t h e r e s e r v e b a n k s . G e n e r a l l y speak ing , g o l d r e -

c e i v e <3. d u r i n g t h i s p e r i o d d i d n o t , t h e r e f o r e , become a p a r t of t h e r e s e r v e s of mem-

b e r banks and d i d not form t h e b a s i s of c r e d i t e x p a n s i o n . 

Between 1922 and 1924 g o l d impor t s were s u f f i c i e n t t o meet the 

c o u n t r y ' s growing demand f o r c u r r e n c y , and i n a d d i t i o n , t o i n c r e a s e t h e r e s e r v e s 
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of member banks which were t h u s enab led t o expand t h e i r l o a n s and i n v e s t m e n t s w i t h -

out i n c r e a s i n g t h e i r bor rowings a t the F e d e r a l r e s e r v e b a n k s . From 1924 to the 

s p r i n g of 1927 t h e g o l d impor t s j u s t about o f f s e t g o l d e x p o r t s , so t h a t t h e t o t a l 

i n c r e a s e i n g o l d h o l d i n g s of our coun t ry between September 1920 and the s p r i n g of 

1927 a g g r e g a t e d , a s I have s t a t e d b e f o r e , a p p r o x i m a t e l y $ 1 , 6 6 0 , 0 0 0 , 0 0 0 . 

With t h i s a d d i t i o n t o the g o l d b a s i s , t h rough t h e i n v e r t e d pyramid 

p r i n c i p l e of c r e d i t , banks were a b l e to expand t r emendous ly . A l l of t h i s growth, 

however, c o u l d no t go i n t o the o l d - f a s h i o n e d forms of c r e d i t b a s e d upon p r o d u c t i o n 

and d i s t r i b u t i o n o t h e r w i s e known a s e l i g i b l e p a p e r , and t h e r e f o r e the banks h a d to 

seek o t h e r forms of c r e d i t . N a t u r a l l y t h e y t u r n e d to t h e i nves tmen t c r e d i t m a r k e t . 

With t h i s s t i m u l u s and s u p p o r t f rom the banks th roughou t t h e c o u n t r y , the i n v e s t -

ment b a n k e r s a c c e p t e d t h e o p p o r t u n i t y and f i n a n c e d no t on ly now e n t e r p r i s e by l o n g -

t ime c r e d i t s , b u t o l d e s t a b l i s h e d e n t e r p r i s e a s w e l l , w i t h the r e s u l t t h a t the p r o -

p o r t i o n of e l i g i b l e p a p e r d i m i n i s h e d i n t h e p o r t f o l i o s of t he banks w h i l e t he p r o -

p o r t i o n of i n v e s t m e n t c r e d i t h e l d by the banks i n c r e a s e d r a p i d l y . For a l l the banks 

of t h e U n i t e d S t a t e s a s of June 30, 1928, the f i g u r e s a r e a p p r o x i m a t e l y a s f o l l o w s : 

U. S . Government bonds . $ 6 , 000 ,000 ,000 

Othe r s t o c k s and bonds 1 2 , 0 0 0 , 0 0 0 , 0 0 0 

Loans on s e c u r i t i e s (Of which amount 
$3* 000 ,000 ,000 i s r e p r e s e n t e d by s o - c a l l e d 
b r o k e r s ' l o a n s ) . . 1 3 , 0 0 0 , 0 0 0 , 0 0 0 

Loans on r e a l e s t a t e s e c u r i t y 5 , 0 0 0 , 0 0 0 , 0 0 0 

Loans t o cus tomers (Of which amount i t i s e s t i m a t e d 
t h a t a p p r o x i m a t e l y $5 ,000 ,000 ,000 i s e l i g i b l e 
p a p e r h e l d by member banks) 2 0 , 0 0 0 , 0 0 0 , 0 0 0 

T o t a l l o a n s and i n v e s t m e n t s $56 ,000 ,000 ,000 

There h a s been some compla in t of l a t e t h a t i n v e s t m e n t and s p e c u l a -

t i v e c r e d i t have no t r e c e i v e d t h e i r p r o p o r t i o n of t he bank c r e d i t a v a i l a b l e , b u t 
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i t seems to me f r o m t h e s e f i g u r e s - when you add t h e t o t a l amount of bonds t o the 

t o t a l amount l e n t on s e c u r i t i e s and a r r i v e a t t he t o t a l of $31 ,000 ,000 ,000 - t h a t 

t h e s e forms of c r e d i t have "been t r e a t e d l i b e r a l l y "by the "banks. 

A l l of t h i s expans ion of c r e d i t , up to May 1927, was accompl i shed 

w i thou t i n c r e a s i n g the amount of F e d e r a l r e s e r v e c r e d i t , "because t h e f i g u r e s show 

t h a t excop t f o r s e a s o n a l and h o l i d a y c u r r e n c y r e q u i r e m e n t s , t h e t o t a l a s s e t s of 

the Reserve System have c o n t i n u e d a round $1 ,000 ,000 ,000 s i n c e 1922, 

In May of 1927, however, something happened to which the American 

b u s i n e s s p u b l i c and f i n a n c i a l i n t e r e s t s d i d not a t t a c h s u f f i c i e n t impor t ance . This 

was a r e v e r s a l i n t h e d i r e c t i o n of g o l d movements. From May u n t i l t h e e a r l y p a r t 

of November the Rese rve System o f f s e t t he e x p o r t s of g o l d "by p u r c h a s e s of U. S . 

Government s e c u r i t i e s , f e e l i n g t h a t the t ime was. no t oppor tune t o d i s t u r b our own 

domest ic s i t u a t i o n when the r e g u l a r s e a s o n a l a g r i c u l t u r a l r e q u i r e m e n t s were on and 

s t a b i l i z a t i o n p l a n s f o r some of our f o r e i g n f r i e n d s were not comple ted - and s t a b -

i l i z a t i o n of f o r e i g n c u r r e n c i e s , i n d i r e c t l y , was of g r e a t impor tance to our domest ic 

s i t u a t i o n . Dur ing November and December, when g o l d c o n t i n u e d t o f low f rom t h i s 

c o u n t r y , the System d i d not o f f s e t the expor t movements. Th i s should have h a d the 

e f f e c t of r e t a r d i n g t h e r a p i d growth of c r e d i t , bu t i t d i d n o t , l a r g e l y because any 

i n c r e a s e i n F e d e r a l r e s e r v e bank c r e d i t a t t h a t t ime was i n t e r p r e t e d by t h e banks 

and t h e p u b l i c a s b e i n g i n r e s p o n s e to customary s e a s o n a l r e q u i r e m e n t s , even though 

i t h a d gone $200 ,000 ,000 h i g h e r t h a n t h e y e a r b e f o r e . The r e t u r n f low of h o l i d a y 

cu r rency i n the l a t t e r p a r t of December and e a r l y p a r t of J a n u a r y was g r e a t e r than 

i t h a d been i n any y e a r f o r f i v e y e a r s and t h e r e f o r e t h e System s o l d a d d i t i o n a l 

Government s e c u r i t i e s to p a r t l y o f f s e t t h i s r e t u r n f l o w . Gold h o l d i n g s changed b u t 

l i t t l e d u r i n g t h e months of J a n u a r y and Feb rua ry b u t c r e d i t expanded a t more than 

t h e normal r a t e , and c e r t a i n l y t h e r e was no ev idence t h a t t h i s a d d i t i o n a l c r e d i t 

was r e q u i r e d f o r b u s i n e s s * Digitized for FRASER 
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There i s an i m p r e s s i o n i n the, mind£ of many p e o p l e , i n c l u d i n g somo 

"bankers, t h a t a member bank d e l i b e r a t e l y borrows frotn i t s r e s e r v e bank a t a low 

r a t e t o e n a b l e i t to l e n d a t a h i g h e r r a t e s o l e l y f o r t h e p r o f i t i n t he t r a n s a c -

t i o n . I have been a s s o c i a t e d w i t h the System f o r t e n y e a r s and I can say w i thou t 

f e a r of c o n t r a d i c t i o n t h a t t h i s seldom h a p p e n s . What does happen g e n e r a l l y , however, 

i s t h i s : 

A member bank accumula tes d e p o s i t s i n the o r d i n a r y course of i t s 

b u s i n e s s and , i f i t e x p e c t s to c o n t i n u e i t s b u s i n e s s a t a p r o f i t , i t mast employ 

t h o s e funds a l m o s t i n s t a n t a n e o u s l y i n t h e c r e d i t f i e l d t h a t o f f e r s the b e s t r a t e s 

c o n s i s t e n t w i t h s a f e t y . L a t e r i t has a r e d u c t i o n i n d e p o s i t s and must r e p l e n i s h 

i t s r e s e r v e i n one of two ways . One i s by bor rowing f rom the F e d e r a l r e s e r v e bank 

and the o t h e r i s by s e l l i n g some of i t s r e a d i l y m a r k e t a b l e a s s e t s . In the g r e a t 

m a j o r i t y of c a s e s the member bank which h a s wide f l u c t u a t i o n s i n i t s d e p o s i t s b o r -

rows f rom the r e s e r v e bank . By doing t h i s the bank a v o i d s d i s t u r b i n g i t s p o r t f o -

l i o and u s e s t h e r e s e r v e bank f o r t he l e g i t i m a t e pu rpose of b r i d g i n g over a tem-

p o r a r y s h o r t a g e i n r e s e r v e s . N a t u r a l l y , when the r e d i s c o u n t r a t e i s low and t h e 

open marke t r a t e h i g h , t h e r e i s an i n c e n t i v e f o r t he banke r to con t i nue to borrow 

r a t h e r t han to c u r t a i l h i s i n v e s t m e n t s . When t h i s p r a c t i c e becomes s i m u l t a n e o u s l y 

g e n e r a l i t f u r n i s h e s one r e a s o n , b u t on ly one, f o r r a i s i n g t h e r e d i s c o u n t r a t e s . 

There was e v i d e n c e of t h i s i n Feb rua ry , w i t h t h e r e s u l t t h a t a 4 f o 

r a t e was i n i t i a t e d by t h e d i r e c t o r s of the v a r i o u s F e d e r a l r e s e r v e b a n k s . However, 

c r e d i t c o n t i n u e d to expand and t h e banks c o n t i n u e d to borrow from t h e F e d e r a l r e -

s e r v e banks on r e d i s c o u n t s to make up the l o s s i n g o l d and t h e s a l e of Government 

s e c u r i t i e s . No one p a r t i c u l a r bank was i n deb t any g r e a t l e n g t h of t ime ; i n f a c t , 

t h e i n f o r m a t i o n we have i n Washington i s t h a t t he bank t h a t borrowed to cover a 

l o s s of d e p o s i t s g o t ou t of deb t by l i q u i d a t i n g some of i t s i n e l i g i b l e a s s e t s . 
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When i t did so, however , d i r e c t l y or indirectly, it iaade it n e c e s s a r y f o r some o t h e r 

"bank to borrow and so the bor rowings of member banks were p a s s e d around f rom one 

bank to a n o t h e r w i t h o u t r e d u c i n g the t o t a l i n d e b t e d n e s s of t h e member banks t o the 

F e d e r a l r e s e r v e banks , b u t on t h e c o n t r a r y , i n c r e a s i n g i t . 

Again , i n A p r i l , t h e d i r e c t o r s of one of the F e d e r a l r e s e r v e banks 

i n i t i a t e d a r e d i s c o u n t r a t e of 4 - l / 2 $ . This was e v e n t u a l l y f o l l o w e d by a l l of t h e 

o t h e r r e s e r v e b a n k s . By June t h e member banks owed the System a p p r o x i m a t e l y 

$1 ,000 ,000 ,000 upon r e d i s c o u n t s and were i n a p o s i t i o n where t h e y c o u l d no t g e t 

out of debt so r e a d i l y by s h i f t i n g t h e l o a d f rom one bank to a n o t h e r ; i n f a c t , the 

l o a d c e n t e r e d m o s t l y i n t h e l a r g e r c i t i e s . There was a r a p i d i n c r e a s e i n d i s c o u n t s 

i n t he l a t t e r p a r t of June and a l s o i n J u l y , some of which, of c o u r s e , r e p r e s e n t e d 

cu r r ency r e q u i r e m e n t s , b u t t he i n c r e a s e h a d t h e earmarks of f u r t h e r py ramid ing of 

c r e d i t and no t of b e i n g the o l d - f a s h i o n e d c r e d i t b a s e d upon p r o d u c t i o n and d i s t r i -

b u t i o n , f r i t h t h e r e s u l t t h a t some of the F e d e r a l r e s e r v e banks , where many of t h e i r 

member banks wore heavy b o r r o w e r s , i n i t i a t e d a r e d i s c o u n t r a t e of 5$ . Th i s a c t i o n , 

however, was no t t a k e n i n t h e f o u r s t r i c t l y a g r i c u l t u r a l d i s t r i c t s west of t h e 

M i s s i s s i p p i R i v e r where a 4-1/2fa r a t e i s s t i l l m a i n t a i n e d , l a r g e l y because t h e mem-

b e r banks were not heavy bo r rower s and because i t was a t t h e t ime of t h e y e a r when 

l e g i t i m a t e s e a s o n a l a g r i c u l t u r a l r e q u i r e m e n t s h a d t o be m e t . 

From June up t o t h e p r e s e n t t ime t h e r e h a s been b u t l i t t l e change 

i n t h e g o l d h o l d i n g s of t he U n i t e d S t a t e s . The System h a s no t s o l d a d d i t i o n a l Gov-

ernment s e c u r i t i e s s i n c e t h a t t ime and h a s u n d e r t a k e n no open market o p e r a t i o n s , 

e x c e p t / a temporary n a t u r e . 

To summarize, t he bank ing system of America b u i l t up a c r e d i t 

s t r u c t u r e by r e s o r t i n g t o the i n v e r t e d pyramid p r i n c i p l e of c r e d i t on $4 ,600 ,000 ,000 

of g o l d which we h e l d i n May 1927, and today , on $ 4 , 1 0 0 , 0 0 0 , 0 0 0 , i t i s no t o n l y 

s u p p o r t i n g t h a t c r e d i t s t r u c t u r e b u t a much l a r g e r one . Th is i s shown by t h e June Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



- 6 - X-6139 

30 r e p o r t s 6f member banks which i n d i c a t e an i n c r e a s e above l a s t yea r of $ 2 , 5 0 0 , -

000,000 i n l o a n s and i n v e s t m e n t s . To suppor t t h i s c r e d i t s t r u c t u r e , member 

banks have found i t n e c e s s a r y t o i n c r e a s e t h e i r bor rowings a t t he F e d e r a l r e -

se rve banks a p p r o x i m a t e l y $500 ,000 ,000 . From t h i s i t seems to me t h a t t he r e s e r v e 

banks a r e f u n c t i o n i n g j u s t a s t h e law i n t e n d e d t h a t t hey should f u n c t i o n . M i s c a l -

c u l a t i o n s a s t o t he f u t u r e a lways have and p e r h a p s a lways w i l l occu r w i t h the banks 

and the b u s i n e s s p u b l i c and t h a t i s one of t h e r e a s o n s why we need r e s e r v e banks , 

i n o t h e r words , i n s t i t u t i o n s which enab le the p u b l i c t o a d j u s t t h e i r m i s c a l c u l a t i o n s 

i n an o r d e r l y and s y s t e m a t i c way. So many f a c t o r s have an i n f l u e n c e on bank ing t h a t 

i t i s a m i s t a k e to a r r i v e a t the c o n c l u s i o n t h a t the F e d e r a l Rese rve System a l o n e , 

th rough i t s p o l i c i e s , makes c r e d i t s i t u a t i o n s . I t i s r e a s o n a b l e to b e l i e v e from 

what I have c i t e d t h a t c o n d i t i o n s , over many of which the System h a s no c o n t r o l , 

form t h e b a s i s of r e s e r v e bank c r e d i t p o l i c i e s and r a t e s . 

Many p e o p l e i n America seem to be more concerned abou t the p r e s e n t 

s i t u a t i o n t h a n t h e F e d e r a l Reserve System i s . I f unsound c r e d i t p r a c t i c e s have de-

ve loped , t h e s e p r a c t i c e s w i l l i n t ime c o r r e c t t hemse lves , and i f some of t he o v e r -

i n d u l g e n t g e t " b u r n t " d u r i n g t h e p e r i o d of c o r r e c t i o n , t h e y w i l l have t o s h o u l d e r 

t h e blame t h e m s e l v e s and no t a t t e m p t to s h i f t i t t o someone e l s e . Great concern i s 

e x p r e s s e d ove r t h e m y s t e r y of F e d e r a l r e s e r v e p o l i c i e s . D i s s a t i s f a c t i o n i s e x p r e s s -

ed because t h e F e d e r a l Reserve System r e f r a i n s f rom p r e d i c t i o n and can no t a lways 

a n t i c i p a t e . I have s t a t e d to you t h a t c o n d i t i o n s , t o a l a r g e e x t e n t , b r i n g about 

F e d e r a l r e s e r v e p o l i c i e s r a t h e r than t h a t F e d e r a l r e s e r v e p o l i c i e s b r i n g abou t con-

d i t i o n s . That i s j u s t t h e p o s i t i o n of t h e System a t t h e moment. I f p a s t expe r i ence 

means a n y t h i n g , we know t h a t t h e a d d i t i o n a l r e s e r v e c r e d i t needed between now and 

December 31 w i l l a g g r e g a t e a p p r o x i m a t e l y $300 ,000 ,000 . This w i l l come from t h e 

u s u a l s e a s o n a l r e q u i r e m e n t s of a g r i c u l t u r e . , and b u s i n e s s . I t i s the e x p e c t a t i o n of 

the System t h a t t h i s a d d i t i o n a l c r e d i t w i l l be s e c u r e d by t h e member banks r e d i s -Digitized for FRASER 
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coun t ing w i t h o u t h e s i t a n c y to t ake ca re of t h e s e r e q u i r e m e n t s and t h a t t h e y w i l l 

l e n d t o t h e i r cus tomers a t r e a s o n a b l e r a t e s . I t f u r t h e r e x p e c t s t h a t t h i s a d d i -

t i o n a l r e s e r v e c r e d i t w i l l no t "be u s e d i n f u r t h e r expanding a bank c r e d i t s i t u a t i o n 

t h a t grew up when our g o l d r e s e r v e s were $500,000,OCX) l a r g e r t h a n they a r e now and 

which h a s c o n t i n u e d t o grow w h i l e t he r e s e r v e s have been s h r i n k i n g . I f a f t e r 

J a n u a r y 1929 f o l l o w i n g t h e r e t u r n f l ow of h o l i d a y c u r r e n c y , the banks s t i l l owe 

the System a p p r o x i m a t e l y $ 1 , 0 0 0 , 0 0 0 , 0 0 0 i n r e d i s c o u n t s , I , p e r s o n a l l y , w i l l f e e l 

t h a t the s i t u a t i o n h a s been h a n d l e d admi rab ly and I s h a l l have no cause f o r con-

ce rn , because w i t h the t r a d i t i o n which t h e member banks have abou t borrowing con-

t i n u a l l y f rom the Federa l . Reserve System, a deb t to the System of $ 1 , 0 0 0 , 0 0 0 , 0 0 0 

w i l l have a more m o d e r a t i n g e f f e c t upon the too r a p i d growth of bank c r e d i t t han 

any o t h e r s i n g l e c o n d i t i o n t h a t I know o f . 
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