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ANNUAL REPORT OF THE FEDERAL RESERVE BOARD.

WASHINGTON, February 15, 192/.

Sir: The year covered in this, the tenth annual report of the
Federal Reserve Board is of more than ordinary interest, since it
has afforded an opportunity for the Federal reserve system to function
under circumstances less influenced by conditions arising out of the
war than any previous year. In the absence of those major dis-
turbances which so profoundly affected business and credit conditions
during the war and early post-war readjustment, Federal reserve
credit policies, in response to prevailing economic conditions and
on the basis of earlier experience, have undergone a fuller develop-
ment. The volume, character, and occasion of rediscount operations
and open-market transactions of the Federal reserve banks, the extent
and influence of gold movements upon the credit and currency situ-
ation, rate policy, and the basic factors underlying general credit
policy—these and other related matters that will be of continuing
importance in the future have held an important place in the year
1923 in the functioning of the Federal reserve banks and in the
deliberations and decisions of its governing authorities.

The text of the report as herewith presented is devoted to a dis-
cussion of some of the broader aspects of the workings of the Federal
reserve system and the fundamentals of its operation and adminis-
tration as they may be viewed in the perspective of almost a decade
of experience. These are believed to be matters of such widespread
public interest as to make a fuller discussion of them than has been
attempted in any previous report of the Board a useful undertaking
at this time. In consequence many administrative matters which
have had the attention of the Board during the year 1923 are given
a subordinate place in the present report.

BANKING AND BUSINESS IN 1923.

Taking the year as a whole and regarding it in the perspective of
the after-war readjustment period, there is abundant evidence that,
so far as the United States is concerned, economic readjustment has
been proceeding at a rapid rate and is now nearing completion. The
economic balance as between various industries and sections of the
country is not yet fully restored, but during the past two years

1
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2 ANNUAL REPORT OF THE FEDERAL RESERVE BOARD.

there has been rapid progress in the direction of a more stable equi-
librium and of a better alignment of prices between different com-
modity groups. In agriculture there has been a general improvement,
though in the wheat-growing and livestock industries the recovery
has been slow and incomplete. The year 1923 was characterized by
a large industrial output, practically full employment, a sustained
consumers’ demand for goods, and a level of prices more stable than
in any year since 1915.

In the banklng history of the year the outstandmg events are the
large increase in the.volume of credit and currency provided to meet
the demands of the country’s business, the considerable inflow of
gold, and the continued use of a volume of reserve bank credit of
over a billion dollars that changed little between the opening and the
close of the year. In the support of the increased volume of produc-
tion and trade the member banks of the Federal reserve system be-
tween the spring of 1922, when the recovery of industry made itself
felt in a larger demand for credit, and the end of 1923 extended an
additional volume of credit of over $3,300,000,000. This represents
an increase of about 14 per cent for the period and brought the total
loans and investments of all member banks to a record level. That
the banks of the country were able to finance the credit requirements
of an enlarged volume of business and to meet an increase in the
demand for currency amounting to more than $500,000,000, without
giving rise to a demand for additional Federal reserve bank credit,
is explained by the fact that member banks met this demand by the
use of funds made available by the continued inflow of gold. This
gold has served as a substitute for reserve bank credit. Had there
been no gold imports, the growth of business and the increased demand
for currency would have resulted in a demand for Federal reserve
bank credit approximately equal to the half billion of gold imported
during the period. :

The ability of the banking system during the past two years to
meet the considerable increase in the demand for credit and currency
without an increased use of reserve bank credit differs from the
experience during the war period and the years of active business
immediately following the war. During 1919 and 1920, for example,
the rapid increase in member bank credit was accompanied by a more
rapid rate of increase in Federal reserve bank credit. In 1922 and
1923, however, it was the additional gold received from abroad and
not additional use of reserve bank credit which enabled the member
banks to meet the increased credit and currency demand. Thefact that
a volume of Federal reserve bank credit of about $1,200,000,000 has
been continuously in use during the past two years indicates that, while
the gold received from abroad has been sufficient to supply the re-
serve and currency needs of member banks, it has not been in such
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ANNUAL REPORT OF THE FEDERAL RESERVE BOARD. 3

volume as to enable the member banks, after supplying the new de-
mands of their customers for credit and currency, to meet their total
requirements without continuing to borrow in considerable volume
from the Federal reserve banks. Federal reserve banks, therefore,
continued in the year 1923, as in other years, to be an important and
essential element in the country’s credit structure.

Changes in the volume of member bank credit during the year,
more than in Federal reserve bank credit, have reflected the course
of business developments. Total loans of all member banks increased
by nearly $1,000,000,000 during the year. That the principal demand
for credit was for commercial, industrial, and agricultural purposes is
indicated by the rapid increase in the volume of loans of this char-
acter made by member banks in leading cities. The period of most
rapid increase in the demeand for credit was the first quarter of the
year, when trade was active and the volume of production in basic
industries was greater than at any previous time. At the opening
of 1923 the upward movement of production, which had begun in
the middle of 1921, continued at a rapid rate and production in
basic industries reached the highest level on record; labor was fully
employed; and prices were rising. During the late spring and sum-
mer months, however, there was a recession in industrial activity,
though the distribution of merchandise was well maintained. The
slackening in productive activity arose more from the hesitancy of
business concerns in placing forward orders than from a lessened
demand on the part of ultimate consumers, and the price declines
which occurred during the period were chiefly in materials used in
industry rather than in consumers’ goods. During the last quarter
of the year, while the volume of production was below the record
levels of the spring, trade continued active and prices showed a
degree of stability unusual in recent years.

FEDERAL RESERVE DISCOUNT POLICY.

'These banking and business developments constituted the circum-
stances in which the Federal reserve system functioned during 1923
and with reference to which Federal reserve credit policy was formu-
lated. In carrying out this policy the system has not relied upon
changes in discount rates as the only means of influencing the general
credit situation. The open-market transactions of Federal reserve
banks during 1923, which are later considered in some detail, as well
as their discount policy, have reflected Federal reserve credit policy.
Furthermore, the experience of several of the reserve banks is demon-
strating that changes in discount rates need not be in all circumstances
the main reliance or in any situation the exclusive reliance in making
the credit policy of the reserve banks effective. By maintaining con-
stant, close, and direct contact with the loan policies and operations
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4 ANNUAL REPORT OF THE FEDERAL RESERVE BOARD,

of its member banks, through examination or otherwise, a reserve
bank can do much by other means than changes in discount rates
to establish an effective supervision and control of the credit released
by it to its member banks.

Discount policy in 1923.—Discount rates in 1923 underwent fewer
changes than in any other year in the history of the system. The
only changes in discount rates were at the Federal reserve banks of
Boston, New York, and San Francisco, where near the end of Feb-
ruary rates were advanced from 4 per cent to 4% per cent, bringing
the rates at these banks to the level prevailing at all other reserve
banks.

These advances gained significance from the fact that they were
the first rate advances in more than two years. At the time there
had been a considerable increase on a national scale in the demand
for credit and the existing inequality between discount rates in
various districts tended to attract an undue proportion of borrowing
to the centers with low rates. The effect of the rate advances of
the three banks was to bring about a better regional distribution of
credit and to test the character and soundness of the credit demand
by having the obligations of borrowers passed upon by banks in their
own locality.

The attitude of the Federal reserve system, as expressed in these
rate changes, was not immediately reflected in any change of the
volume of bank credit in use. This, however, is not to be taken as
indicating that the advances of rates, slight as they appeared, were
without consequence. The influence of the change of discount rates
by the reserve banks can not be measured by any immediate effect
that they might be expected to have on the total volume of borrow-
ing at member banks. The credit process which finally gives rise to
a granting of credit by a member bank has its beginning in the
business plans and decisions of the bank’s customers. The move-
ment in the volume of credit at any given time, and particularly in
times of business expansion, has a momentum which can not be
immediately checked, and while the expansion is actively going on
the movement tends to gain momentum at an increasing rate. The
volume of banking credit in use and outstanding, as recorded in the
statements of the banks, is the outcome of commercial plans and
commitments which may antedate by many months the extension of
credit by the banks. DBusiness transactions which are already
under way will ordinarily be carried through to completion, quite
irrespective of changes that have supervened in credit conditions
and money rates. The rise in discount rates is not intended to
interrupt or interfere with antecedent commitments that are in
process of completion but rather to induce a more prudent attitude
on the part of borrowers with regard to new commitments. It
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ANNUAL REPORT OF THE FEDERAIL RESERVE BOARD. 5

requires, therefore, some time for a rate change to show its effects
in the altered lending operations of the banks.

In the months immediately following the rate advances made in
February, 1923, the volume of credit, especially the borrowings for
commercial and industrial purposes, continued to increase at a rapid
rate. Prices, particularly of those commodities which had been
advancing rapidly for about a year, ceased their rise in May, chiefly
because the increased volume of production which the rise in prices
had stimulated was reaching the market and taking effect in supplies
of goods available for consumption. While consumers’ demand
was maintained and the volume of trade continued large throughout
the year, there was some recession in industrial activity in the second
half of the year and a decline in the price level from the peak reached
in May to approximately the level of the corresponding months of
the previous year.

The rise of prices during the early months of 1923, which in com-
parison with the price movements experienced under more settled
business conditions of the years before the war was proceeding at
a relatively rapid rate, led to expressions of concern that the country
might once more be entering upon a period of credit expansion and
gave rise in certain quarters to a demand for further discount rate
advances. The judgment of the Board, however, was that the
increasing volume of credit was justifying itself in the continued
increase in the volume of production and consumption; the fact
that there was little indication of speculative activity was regarded as
sufficient evidence that credit was not being put to uneconomic uses.

In commenting on the business and credit situation at the time,
the Board said in its Review of the Month for March that ‘“the
economic use of credit is to facilitate the production and orderly
marketing of goods and not to finance the speculative holding of
excessive stocks of materials and merchandise. So far as the available
indications go, the increased demand for credit during recent months
appears to have arisen from the larger financial requirements of
current production and trade and not from speculation in inventories.
When production reaches the limits imposed by the available supplies
of labor, plant capacity, and transportation facilities—in fact, when-
ever the productive energies and resources of the country are em-
ployed at full capacity—output can not be enlarged by an increased
use of credit and by further increases in prices.” The view of the
Board at the time that the upward movement of prices was not due
to an unwarranted expansion of credit, as tested by the volume of
trade and industry, was confirmed by the subsequent course of
economic events.

During the closing months of 1923 prices became more stable, the
reduced volume of production became better adjusted to the current
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6 ANNUAL REFPORT OF THE FEDERAL RESERVE BOARD,

demand, and the volume of commercial and agricultural borrowing,
after reaching a peak during the crop-moving period, declined slightly.
All of these developments indicated that the year 1923 by comparison
with previous years attained a considerable degree of economic
stability. The outcome for the year shows that the banks of the
country through the extension of credit supported the industrial and
trade recovery that was under way and that the Federal reserve
banks through their discount policy performed the function laid
down in the act of “accommodating commerce and business.”

Relation of discount rates to market rates.—The experience of the
last year throws light upon the important and much discussed but
as yet little understood problem of the basis of Federal reserve dis-
count policy and rates.

Discussions have usually addressed themselves to the question of
relationship that should exist and be maintained between Federal
reserve bank rates and the rates in the open market and between
Federal reserve bank rates and prevailing rates charged by member
banks to their customers for current commercial accommodation.
The view most widely held in financial and banking circles is that the
Federal reserve bank rate should move in sympathy with general
money rates, rising as they rise and falling as they decline. A further
development of this theory, based upon the leadership which it is
felt the Federal reserve banks should assume in the money market,
asserts that when money conditions are tightening the Federal
reserve bank rates should lead the rise of money rates. A still
further and more extreme view holds that Federal reserve bank rates
normally should be above the level of member bank rates. A com-
parison of money rates in the New York market during the year 1923
with the discount rate maintained by the Federal Reserve Bank of
New York is presented in the following table:

[ Prime .
Federal | .= ) Prime
reserve | b;;ggef Treasury |commerciak
discount | ancésp gp |certificates.; paper, 60
rate. dayé. to 90 days.
|
— _ B — } - ———
1923.
RLE: 4 11 E:1 - 4. 4.00 3. 66 4.63
Mmoo h 300 Bl i
April... 11, y 4125 413 5.13
ng . 4. 4,125 3.95 515
June. 4. 4,125 3.84 4,91
July... 4. £.125 3.91 4.94
X074 U U 4.8 4125 3.86 5.02
September 4. 4,125 4.01 5.125.
October......... 4. 4. 125 4,22 5.125
November. . .oooo i 4. 4.125 3.04 5.10
December. . ..ove i 4. 4,125 3.88 4,88

It appears that the Federal reserve bank discount rate of 43 per
cent was in excess of the rate on bankers’ acceptances and Treasury
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certificates of short maturity throughout the year and below the
commercial paper rate.

The relation in 1923 between Federal reserve bank rates and rates
charged by member banks in the different districts to their customers
is indicated by a comparison of the practically uniform rate through-
out the year at all the Federal reserve banks and the rates paid by
customers to member banks on paper rediscounted with the Federal
reserve banks. This comparison is presented in the following table:

Federal
reserve | Meraber
bank
bank rate
rate. .
B 20ROV Y 4,42 5.07
New York. .. . . 4,42 5,22
Philadelphia. 4.50 5.31
Cleveland.... 4.50 5.58
Richmound.. . 4. 50 6.08
Atlanta... 4.50 6.25
Chieago. . .... 1.50 5.62
St. Louis..... 4.50 - 5.59
Minneapolis.. Y - 4.50 7.93
Kansas City. e e et tae e aeaee e aeeee et ataaaaenaneaan 4.50 7.15
1 g 4. 50 8.41
San Francisco. ... et 4.4 5.84
Average for all distriets . it iieana 447 5.48

The table brings out the fact that the margin between the Federal
reserve bank rate and member bank rates varies considerably from
district to district, and that in general the spread is narrowest in
those districts where the financial centers are located. The differ-
ences In the margin reflect in part the differences in the costs and
risks of member bank lending in various sections of the country.
These differences between districts also represent the wider margin
between the Federal reserve bank rate and member bank rates
in smaller cities as compared with the larger centers. With the
Federal reserve bank rate at 44 per cent, the rates charged to cus-
tomers in December, 1923, were 5.44 per cent for cities of 100,000
population and over, 6.34 per cent for cities from 15,000 to 100,000,
and 7.54 per cent for cities of less than 15,000. The diversity in
member bank rates, whether considered by Federal reserve districts
or by size of cities is, therefore, apparent. It follows that the Fed-
eral Reserve Board, in approving the maintenance by all Federal
reserve banks of rates at a uniform level practically throughout the
year, was guided by no mechanical rule as to the necessity of main~
taining a fixed and invariable relationship between reserve bank
rates and member bank customer rates. Indeed, the observations
of the Federal Reserve Board and the experience of the Federal
reserve banks make it certain that the Federal reserve banks and
the Federal Reserve Board can not adequately discharge their
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function of “fixing rates with a view of accommodating commerec
and business” by the simple expedient of any fixed rule or mechani-
cal principle.

New York and London money markets.—Reference has already
been made to the principle not infrequently advocated that the dis-
count rates of the Federal reserve banks must be higher than cur-
rent rates for commercial acecommodation in order to be “effective”
rates. This view appears to be based on a loose analogy with the
London market and with the traditional policy of the Bank of
England. “Bank rate” in the London market is the official mini-
mum rate at which the Bank of England stands ready to extend
credit on paper of certain well-defined character. This rate is
normally above the rate at which this class of paper is bought and
sold in the London money market. It is not, however, above
the rate charged by the London joint-stock banks on loans to their
customers, in the form usual for borrowings in England for ordinary
commercial and industrial us