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THE UNDERSECRETARY OF THE TREASURY

WASHINGTON

August 3, 1923.

My dear Governor:

I toke it that there is no immediate occasion at this tims
to consider possible advances in the diséount rates of the Federai
Reserve Banks, but it is conceivable that some such occasion may
arise in the not distant future, and I om therefore writing to suggest
a method of approach to the problem which it seems to me has not been
sufficiently considered_ln the past. I refer particularly to the
possibility of establishing o different rote for discounts st the
Fédéral Reserve Banks rerresanting the ordinary line of c;adit loans
to commercial banks, as'distinguished from paper of prime liguidity
which hes at the same time a recognized open market, és, for example,
bankers acceptances snd short-time Treasu:yléertificates of indebted~
ness. The Fédegal Reserve Banks now are proceediné gane;ally on the
basis of a'ﬁniform discount rate for 2all classes of peper, with o
special-buying rate for bankers acceptences. I take it that there is
nothing sacre?, however, in a uniform rate, 2nd it is nanifést
that any uwniform rate necessarily fails to take into account the dif-
ferences sxisting Between different classes of papér. The most fjfha—
mental difference, which is much better recognized in Englend end is
coming to be recognized in this country, is that between paper which.

has a recognized status in the open marizet, like bankers acceptances

and TreaSuny certlficates, end paper like customers' loans at a benk
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which has no merket status snd cannot be readily tested by thé open
market.

There is & growing realization in the Federsl Reserve System
of the importance of the open market powers of the Federal Reserve
Bonks, and with that, it seems to me, there rmust come é;bétter recog-
nition of the fact that the vwoy for ths Federal Reserve Bsnké to bring
their operations into rélation with the general credit situation is
through an open market policy divorced entively from sny question of mek-
' ing enough sarnings to meét expenses and dividends, and based instead
on the market's need for credit. There has elready been much progress
along this line. Jfbr some yeers past the Treasury has been engeged in
developing an open worket fox T;easury certificates of indebtedness, and
there is now, and for scme ﬁime back has been, an active opsn narket, re-
flecting accurately the investment velues of Treassury certificates as li-
quid short-time securities and atnthe same time enabling the T;easgry
to adjust the terms of its successive offerings to meet actusl market con-
ditions. The Pedersl Rescrve Banks at the same time have been engaged in
on effort to esteblish o market for hahkers acceptsnces and havs acﬁieved
soﬁe success, though frequently thgfbuying rate at fhe Faderal Reserve
Banks has been so low as to undersell the open maerket, leoving the Federal

Reserve Banks practically the only market for acceptances. More could be

_accomplished if the buying rzte for acceptences were kept up to the mar-

ket, and I understand the Central Commities of Governors on open market
operations has been giving some study to this side of the problem. At any
rate, both the Treasury and the Federal Reserve Bsnks have had sufficient

experience with Treasury certificates snd bankers acceptances to lmow
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that an open market can be successfully developed for both classes of
securities, and that if free of artificisl influences this market will
constantly reflect the true position.of the securities and afford free
play, through purchases and saleéhof certificastes and acceptanbes, to
changes in the credit situafiod.

The further development of the open market for certificates and
acceptsnces offers, it seems to me, the best opportunity in the world
Tor placing the Federsl Heserve Banks inﬁgémething of the seme relation
to the market here that the Bank of Englend holds to the bill market
over there, leaving the Federal Eeserve Banks to deal , 1ike the Ban£ of
England, with only the marginel demsnd for credit. The 6pen-market,'in
other words, would act as a kind of balance-whesl between the banks and
the Federsl Reserve Danks. DBanks in the finsncial centers would hold
in their portfolios reasonabtle ambunts.of liguid short-time securities,
like Treasury certificates and bankers acceptances; and when in néed of
fuﬁds would sell certificetes or acceptences to the market bafore hev-
ing recourse to the Federzl Heserve Bankgf The market would normally
absordb ﬁhe.certificates or acceptances thus sold, probably thfough sale
10 an investor or to znother 5ank having*an excess supply of.funds, but
in the event of a real lack-of'credig,%ha warket itself could apply to
the Federsl Reserve Béﬁk;-thfcugh 3 saie of certificapes or acceptences
to the Federal Ressrve Bank under i£5'open morket powers. To some ex-
tent this is already what happens in the principsl financial centers un-
der the present system, but it bresks down in o situation where rember
banks, without having recourse to ths market, can get funds ffom'the

Federsl Reserve Banks onthe sawe terms by discounting with the Federsal
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Reserve Banks customers! notes and line of credit loans which ha.vel
no étanding in the open market. Under this system discounts of
customers' notes are almost slways made 5% a rate lower than the
going rate for such peper, while sales of certificates or bills to
the Federal Reserve Bamnks, which must be regard.ed for practical p ~
poses as only sznother form of discount, will probably be made at about
the open market rate, unless the E‘éderal Reserve Danks therselves cut
in under the open market by esteblishing artificially low buying rates
for bills. There is no real recognition g\i-ven to paper enjoying an
open market, and what hss been done in the name of encouraging the rar-
ket for acceptznces has frequentlly tended to destroy it.

The remedy, it seems to me, would bé to establish the rate of
discount on customers’® notes asnd line of credit loans at a sufficient
fiéure, say, 1 per cent higher then the rate on Treasury certifiéafes

and barkers acceptences, to match the going rate on commercizl paper

ard give a differential in favor of psper which has independent s tand
ﬁing in the open markete. This would encourage the development of the
open market and bring the banks more snd more to resort to the open
market for certificates and acceptonces as o means of securing necss-~
sary funds or of employing fﬁnds ‘temporarily idle. At the same time
it would tend to give an ocutside check on the credit policies Iof the
Tedersl Reserve Banks and through the ineviteble relations that would
arise ‘between the banks and the market would keep the Federal Reserve
Sanks more on théir me'tﬁle in the aevelopment of these policies.

. The suggestion offers pa.rtiéularly iriteresting possibilities
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in cage theres should- be 2 situation calling for-ai.iz' incré'é.se in-dis-
count rates, for it would’ make it poss:.‘ole to recogm.ze as the of-
ficial Federal Reserve rate, the rate on acceptances and certlflcates
of indebtedness, Wi%the prox_riso that t;he rate of discount on cus-—
tomersT notes end line of e edit loans would be say, 1 I;er' cenf‘
higher than the established rate, Thls would recognize the essent:.al
differences between the two classes of paper, would. be a perfectly
safe distlnction in view of the liguidity of the paper and the inde-
pendent open market which it would enjoy, and would make thg Federa.l
Reserve rate more neaxrly cornpa rable than it has ever been before to
the discount rate of the Bank of England. Incidehtally, it w_oulc‘l
have the psychological advantage df leaving one official rate at the
rela.tiveiy lower figure,_v;ith & higher rate applicable -to discounts
of line of credit loans, ﬁ;rl-aich are; handied ¢crdinsrily by banks in
pragtically all ssctions of the cou_ntr’y at a rate cousidgrably'hig‘ner,
than the open markét vate on certificates ani a.-cceptanqes'. -__'-’Ihé
differar}ff_ia.l. would '_bhus a.c;oord with' the factst Even now, .fo:f exampllé_,
with & l-l% ':pe.r cent ‘discount rate, it is .the geparal pral.ct:i'cb;e,j of baniks -
to ch'a.rge around 5% per cént to their customersv', and .in many ¢ases

much more then this, whether in the form of dirsct interest charges

or through. incidental charges in the form .df commissions, fixed
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independent open market, like certifiCates end bankers acceptances,
and customers! paper or line of credit loans by banks, on the other
nand, would. give thQ.Federal Reserve Danks mach more effective cén—
trol over the gensral credit situation, would put their rates into
better relation with the going rates on the different classes of
paper, and would ensble them to exercise such control as might be
necessary through increasing their rates without at the s ame time
prejudicing the oper merket which has been built up for both cer-
tificates and accaptancés. Tn put it enother way, it gives the
Federal Reserve Banks the opportunity to establish their rate at or above
the market without discriminating against certificates and accept-
ances. The facts are that there are different rates fof different
krinds of peper, lower rates for accepisnces and certificates and
higher rates for comercial paper, and wnless the Federal Leserve
Banks are willing to recognize these facts it will alwsys be impos-
sible for them to get on top of the market without operating unfsirly
against certificates and acceptances. At the present tiuﬁ.the
Federal Reserve rate on line of credit loans is undcubtedly below
the marxket and just as cleariy above the market on certificates and
acceptances. An increase to Siper cent, for example, would un~
fairly penalize certificates and acceptances and s tiil not much
ﬁore than meet the market on customers! notes snd line of credit
loans. Any incrsass in yates large enough to put the Federal Lie-

serve rate on top of the market rate on customers® notes and line

of credit loans would thus operate most unfairly sgeinst certificates
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and acceptances and seriously upset the market for these securities
without giving theral'Reservé Banks much better control over the
general situation. If, on the other hand, the differential is
reocgnized and different rates established for the different classes
of paper, it would he pussible, by puttiné a higher discount rate on
customers! notes and line of cradit loans, to put Federal Reserve
rates all around into effectave relation with outside rates and
thus accomplish what the Fedexal Reserve Banks have been hoping to
accomplish ever since their oxiginal Orgénization.

The differential tetwzen the two classes of paper would
also have a direct bearing on our position in world trade and com-
merce, for it recognizes the popular character of short-time paper
like acceptances and would meite it possible to finance such paper at
an appropriate rate, unprejudiced by the higher rate that might be
applicable to ordinafy cormercial paper. This would enable cur bankers
and business men to compete on more nearly an equality with the
other money markats of the world, and facilitate the development of
cur own market for bills.

Another thing to be said for the suggested differentisl in
rates is that it would keep the Federsl EReserve Banks on their
mettle, and require them in gll their operations to keep in the
closest touch with the merket. Both the Federal Reserve System and
the Tressury would have to exercise the utmost care to watch any

artificial influences operating in the warket for certificates or
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scceptances, and to avoid at all costs sny sction on their own part
that would tend to put either certificates or acceptances on a false
basis of value. The market-itself will give » constant check on
these things if not subjectea to artificial influences, and would
be the best test of whethsr the rates were being intelligently ad-
ministered by the F®deral Reserve Banks.

All of these suggections are, of course, more or less ten-
tative and.would have to ve Turiher-developed, but I am offering them
now in the light of the Treasuryrs'experiénce in these matters with-
the thought that there may soon be a resl opportunity to consider
their appl;cation to the deveicpment of Federzl Reserve policy. I
hope the Féderal keserve Board will receive them on that 5asis, and
give somre considerstion to their possibilities in advance of thg time
when action will have to be token. The term "Treasury certificates

of indebtedness”, I should add; ought to be regsrded throughwt this

letter as meaning strictly what it says, and not ss including other
Government securifies like Liberﬁy bonds or shorﬁ-time Treasury notes.
Generallylspeaking, it seems to me thet Liverty bonds and Treasury
notes, not being at all in the ciéss of short-time Treasury certificates
or hankers acceptances, and not having the same kind of a market, would
have to fall into the general classification and not enjoy anydif-
ferent rate of discount than customers! notes and line of credi£ loans.
Sincerely yours,

(Signed) S. P. GILBERT, Jr-.,

Hon. P. R. Crissinger, Under Secretary.

Governor, Federal Heserve Board,
Washington, D.C.
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