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PREFACE

This book is intended to serve as an introduction to the study
of the Federal reserve system by college classes in banking and by
business and professional men who wish to have a general idea
of the purposes, structure, and functions of the system. It has
been the writer’s endeavor to colleet and present on the workings
of the Federal reserve banks and the Federal Reserve Board
material which, though most of it can be found scattered in
different books, reports and periodicals, has not been con-
veniently available in any one publication. The book is not a
treatise on the principles of Federal reserve banking and does
not undertake to define the limits within which Federal reserve
policy can influence the course of the business cycle; neither does
it attempt to give a detailed technical account of the system’s
operations. It merely describes the most important functions
of the system, points out the principal problems with which it is
confronted, and outlines the methods developed or in process of
development for the solution of these problems.

One-half of the twenty-year duration of the Federal reserve
banks’ charters has now elapsed, and the systemn has gone
through an evolution during its eventful decade of operation
which makes it different in many. particulars, both as a matter
of law and of practice, from the plan contemplated by the
framers of the Federal Reserve Act. This volume presents
a picture of the system as it appears today at the mid-point of
its span of life under its original charter, and deals particularly
with developments in 1922, 1923, and 1924, when the system for
the first time since the spring of 1917 functioned under conditions
not influenced primarily by the war and its aftermath.

In the preparation of this study the writer has made use of
files of the Federal Reserve Bulletin and of the Annual Reports
of the Federal Reserve Board and has freely drawn upon infor-
mation and ideas developed in discussion with fellow members of
the Federal Reserve Board’s staff. For ideas thus acquired it
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vi PREFACE

has been impossible to give specific credit, and the writer takes
this occasion to acknowledge his indebtedness to his associates
on the staff. Me wishes to make it clear, however, that this
book is in no sense official and that no one but himself is respon-
sible for the opinions here expressed. Neither can anyone,
except the writer, be held accountable for the shortcomings of
this study. If the book succeeds in stimulating interest in the
system and leads to further study by the readers, the author's
purpose will be accomplished.

The appendices contain a summary of the principal provisions
of the Federal Reserve Act arranged topically, with many details
omitted ; the text of the regulations issued by the Federal Reserve
Board; certain reviews of the month reproduced from the Federal
Reserve Bulletin; extracts from the Tenth Annual Report of the
Federal Reserve Board; statistical tables showing the principal
items in the Federal reserve bank statement from the establish-
ment of the system to date; portions of articles by A. C. Miller
of the Federal Reserve Board, and Professor W. O. M. Spraguc
of Harvard University; a sample of the weekly condition state-
ment of the Federal reserve banks, and other illustrative material
to which reference is made in the appropriate places in the text.

The text has been checked for technical aceuracy by J. R. Van
Fossen; the charts, many of which are reproduced from the
Federal Reserve Bulletin and from Annual Reports of the Federal
Reserve Board, have been prepared by Miss Nora V. Elder.
The statistical tables are the work of Miss Dorothy Deeds, to
whom the writer is also indebted for constant assistance in the
preparation of the volume. He wishes also to thank Walter W.
Stewart for numerous valuable suggestions, both as to form and
substance, made at different stages of the composition. "o all
these persons grateful acknowledgment is made; without their
assistance this book could never have been completed.

L. A G
WasningTow, D. C.
January, 1925,
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FEDERAL RESERVE SYSTEM
IN OPERATION

CHAPTER 1
INTRODUCTION

More than a decade has elapsed since the passage of the Federal
Reserve Act on Dec. 23, 1913, and the Federal reserve banks,
which opened their doors for business on Nov. 16, 1914, have been
in operation for over 10 years. Only during the past 3 years,
however, have economic and financial conditions sufficiently
recovered from the influence of the World War to make it
possible for the Federal reserve system to enter upon the per-
formance of its normal peace-time functions. During this
period many of the problems with which the system will be
constantly confronted have had to be considered, and credit
policies, to be pursued under normal conditions, have had to be
developed. From the point of view of a consideration of the
permanent place of the Federal reserve system in the banking
organization of this country, therefore, the system’s operations
during the past 3 years present the most fruitful field of study.

Scope of This Study.—The Federal reserve system was inaugu-
rated late in 1914 and grew out of grave dissatisfaction with the
previously existing banking and monetary system whose defects
were forcibly brought out once more by the panic of 1907. It is
not the purpose of this study to discuss the growth of the Federal
reserve idea, or the evils which it was intended to cure. This
has been done in many other publications. Nor is it the writer’s
purpose to deseribe in detail the workings of the Federal reserve
system during the war when banking principles were inevitably
subordinated to the exigencies of financing the requirements of
the Government. The present study will be concerned chiefly

1
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2 FEDERAL RESERVE SYSTEM IN OPERATION

with developments after 1919, and more particularly with a
deseription of the Federal reserve system’s activities during the
past 3 years of relatively normal business and eredit conditions.
The System before and during the War.—Prior to our partici-
pation in the war the Federal reserve banks were essentially in a
quiescent state. During this period the system was largely
occupied by the difficult and important task of initial organiza-
tion. The Federal reserve districts had to be defined, the boards
of directors and the officers and staffs of the bauks sclected, and
the methods of operation formulated. In aceordance with the
provisions of the Act, the reserve banks took over some of the
reserves of the member banks, The reserve banks’ eapital was
being paid in and relatively small amounts of curreney were
issued. The bank’s discounts were small, beecause of the abun~
dance of funds at the disposal of member banks arising out of the
reduction of reserve requirements by the Federal Reserve Act
and the inflow of gold sent by the belligerents to pay for American
supplies. The reserves of the reserve banks were in excess of
their note and deposit liabilitics. This situation was radically
changed when the United States entered the war in April, 1917.
An amendment to the Federal Reserve Act passed in June of
that year provided that the entire reserves of member banks
must be kept on deposit with the reserve banks, nothing count-
ing as lawful reserves except deposit eredit with the reserve banks.
Other amendments further reduced the amount of reserves
required by member banks against deposits, and liberalized the
provisions relating to the issue of Federal reserve notes.
Throughout the period of hostilities the principal function of
the Federal reserve banks was to assist the Treasury in floating
government securities. This was done by liberally discounting
paper secured by United States obligations and by putting into
effiect preferential discount rates on this class of paper. This
Qrocedure enabled the member banks to sell government securi-
ties to customers on the instalment or other deferred payment
plans on liberal terms without other charge than the interest
borne by the securities themselves. It is through the operation
of this system that it was possible for the government to sell in
less than two years over $20,000,000,000 worth of bonds, an
amount far in excess of the nation’s savings during the period.
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INTRODUCTION 3

In the following table are shown the principal items in the
condition of the Federal reserve banks on Mar. 30, 1917, prior to
the entry of the United States into the World War; on Nov. 29,
1918, soon after the cessation of hostilities; on Oct. 29, 1920,
when the peak of post-war credit expansion was reached; on
July 31, 1922, when the subsequent liquidation came to an end;
and on Sept. 10, 1924, the latest available date. :
PriNcipAL RESOURCES AND LiaBILITIES OF THE TweLvE FEDERAL RESERVE

Baxks CoaBINED oN SELECTED DATES
(In millions of dollars)

Mar. Nov. Oct. July Sept.
30, 1917 ( 29, 1918 29, 1920 31, 192210, 1924

Resources
Cash Reserves........... 8947 | 82,120 | 82,168 | $3,048 | 83,172
Bills Discounted, total.... 20 1,815 ( 2,801 406 261
Secured by U. S. obliga-
tion................. e 1,412 1,204 132 85
Allother.............. 20 403 1,597 .274 176
Purchased Acceptances. ... 84 375 299 140 93
U. 8. Securities and Other
Earning Assets........ 64 122 296 537 570
Total Earning Assets.| 8168 | $2,312 | $3,396 | $1,083 | § 924
Liabilities
Federal Reserve Notes in .
Circulation............ $358 | 82,569 | §3,351 | §2,132 | 81,751
Deposits.........ooue.n.. 707 1,668 1,675 1,847 2,200

Ratio of Reserves to De-
posit and Note Liabili-
ties, percent........... 89.0 50.0 43.1 79.9 80.3

At the conclusion of the war the reserve banks had accumu-
lated a large amount of cash and had discounted over 31,8'00,000,-
000 of paper for member banks, $1,400,000,000 of_' “_rhlch was
secured by government obligations. Deposits, consisting chiefly
of members’ reserve deposits, were large, and Federal reserve
note circulation was in excess of 82,500,000,000._

Post-war Developments.—Subsequent activities of Fhe Fe(?e.ral
reserve banks must be discussed with reference to their condition
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4 FEDERAL RESERVE SYSTEM IN OPERATION

at the close of the war. During 1919 and 1920, government
securities found their way in large volume into the hands of
more permanent investors; instalments on Liberty and Victory
loans were being paid up and the volume of so-called war paper,
i.e., notes of persons purchasing government securities on credit
and pledging these securities as collateral for loans covering a
large part of the purchase price, began to diminish both in the
hands of the member banks and of the reserve banks. In place
of this type of paper, ordinary commercial paper arising out of
business transactions began to become increasingly important.
From 78 per cent of total diseounts on Nov. 29, 1918, paper
secured by United States government obligations declined to
43 per cent at the end of October, 1920, and even this reduced
total included a large volume of loans for commercial purposes
obtained on the basis of United States obligations merely for
convenience or on account of the preferential rates which were
still applicable to this class of paper.

In order to understand banking developments after the armis-
tice it is important to keep in mind that the business and specula-
tive boom, which developed in 1919 and 1920 largely as a result
of the release of war-time energies and the lifting of war controls
and inhibitions, was dependent for its credit requirements upon a
banking system which had already undergone an enormnous
expansion in financing the war, and that even in 1919 the financial
needs of the government continued to be the principal factor in
the credit situation. The Vietory loan, it will be remembered,
was not floated until May, 1919, and instalments on this loan
continued to fall due until late in the autumn of that year. The
rapidly growing demand for commercial eredit, which developed
in 1919 and 1920, thus had to be met by the banks at a time
when they were already carrying a heavy load of loans granted
for the financing of the war.

It is not surprising, therefore, that in spite of the fact that the
gold reserves of the United States had increased by about $1,000,-
000,000 since 1914, and that most of these reserves were in the
possession of the Federal reserve banks, the reserve ratio of these
banks 7.e., the ratio of combined note and deposit liabilities to
reserves, fell in 1920 almost to the legal minimuin, being at times
below 42 per cent. Indeed, some of the reserve banks, where
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INTRODUCTION 5

the demand for credit was particularly heavy, would have had
reserves far below the legal requirement had it not been for the
assistance they were able to obtain from other reserve banks.
The volume of inter-reserve bank acecommodation in 1920
reached $267,000,000 before the change in the business situation
relaxed the strain and permitted the borrowing reserve banks to
begin to repay the loans obtained from other reserve banks.

It was not until May; 1920, that the inevitable reaction in
business began, and it was about six months later, in the autumn
of the same year, that liquidation of loans both at member banks
and at Federal reserve banks got under way. Between that
time and the summer of 1922, loans and discounts of member
banks decreased by about 11 per cent, and the volume of their
accornmodation at the reserve banks declined by about 80
per cent.

Beginning with the middle of 1922, the growth of business
activity, which had begun to be manifest nearly a year earlier,
resulted in an increased demand for eredit and currency to finance
the enlarged volume of trade and industry. The volume of mem-
ber bank credit in use once more increased at a rapid rate, but the
banks were able to meet this increased demand of their customers
without the use of additional reserve bank credit. This ability of
the banks resulted from the fact that gold in large volume was
coming to this country from abroad. Thus between 1922 and
1924, as in 1915 and 1916, the growth of member bank credit was
based on the use of gold imported from abroad rather than on an
increased volume of accommodation at the reserve banks. In
fact, in 1924, a slackening of business activity and a consequent
decrease in currency requirements, together with a continued
inflow of gold from abroad, caused the volume of reserve bank
credit in use to decline to the lowest level since 1917.

Problems Facing the Federal Reserve System.—Under con-
ditions prevailing at the present time the Federal reserve system
is endeavoring to develop new banking policies and to establish a
new banking tradition in a financial world different in many
respeets from that in which the system was originally conceived
and organized. The system cannot depend for guidance in its
credit policy upon its reserve position, the traditional indicator
of eredit conditions in pre-war days, and must function without
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6 FEDERAL RESERVE SYSTEM IN OPERATION

relying on international gold movements as semi-automatic
equalizers of financial conditions in the different moncy markets
of the world. Gold movements during and since the outbreak of
the war have been larger than ever before in history, but they
have not been in settlement of trade balances, as was the case
formerly, and have been one-sided, flowing principally to the
United States in payment for food and other produets purchased
in this country. The stock of gold in the United States has
increased by more than $2,000,000,000, and this increase,
together with the continued inflow of gold, has had a profound
effect on our banking and credit situation. The accumulation
of gold in this country, which has been caused by the disorganiza-
tion of financial conditions abroad rather than by credit develop-
ments at home, has deprived the reserve position of the reserve
banks of a large part of its significance as an indicator of domestic
credit conditions. ,

In formulating its domestie eredit policy the Federal reserve
system must, therefore, look for other less well-known indicators
of credit trends. It must observe changes in the volume of
production, employment, trade and prices, in their relation to
changes in the demand for credit. The task confronting the
system is to develop a body of facts reflecting current economic
fmd financial conditions, and a better understanding of the bear-
ing of these facts upon credit policy. It is also n part of its
problem to encourage the growth in the banking and business
community, and among the general public, of a better knowledge
of the functions and principles of operation of the Federal
reserve system, with a view to a closer cooperation between the
system, the member banks, and the business publie. Theultimate
success of the system depends upon such cooperation, and upon
an understanding by the public of the service that the Federal
reserve banks perform for the community.
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CHAPTER 11
STRUCTURE OF FEDERAL RESERVE SYSTEM

In order to be able to follow the discussion in the subsequent
chapters, which deal with the principal operations of the reserve
banks and the functions of the Federal Reserve Board, it is neces-
sary to have some knowledge of the manner in which the reserve
banks and the Board are organized. In the present chapter,
therefore, is presented an outline of the structure of the Federal
reserve system and of its different parts. This chapter is neces-
sarily schematic in content, but those unfamiliar with the system
will find in it a description of the skeleton around which the
body of the system is built and of the organs through which its
operations are performed.

Ownership of the Federal Reserve Banks.—I'ederal reserve
banks are owned by the member banks. All the national banks
are required by law to be members of the Federal reserve sys-
tem, and state banks and trust companies are eligible to member-
ship if they comply with the prescribed requirements as to
amount of capital and as to the nature of their business.! Mem-
ber banks must subscribe 6 per cent of their capital and surplus
to the capital stock of the Federal reserve bank of their district;
one-half of this subseribed amount must be paid in and the
remainder is subject to call. Member banks are the only stock-
holders of the Federal reserve banks. The Federal reserve bank
is thus a banker’s bank not only because its functions are pri-
marily to serve other banks, but more literally because it is
owned by its member banks. In this respect the Federal reserve
banks differ from the Central banks of European countries.

1 The requirements as to capital vary from $25,000 in cities of not more
than 3,000 inhabitants to $200,000 in cities of 50,000 inhabitants or more.
Requirements as to capital have been made more liberal by the Agrieultural
Credits Act of Mareh, 1923, which provides that state banks having 60
per cent of the required capital may join the system, provided they under-
take to make up the additional capital in a reasonable period of time.

7
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FEDERAL RESERVE SYSTEM IN OPERATION

Administration of the Federal Reserve Banks.—While mem-
ber banks own the Federal reserve banks, these are not entirely
controlled by their members. Each Federal reserve bank has
nine directors, of which three are appointed by the Federal
Reserve Board and six are elected by the member banks. The
government directors include the Federal reserve agent, who
acts as chairman of the board, the deputy agent, and one addi-
tional so-called “unattached” director, while of the six directors
elected by the member banks three must represent the commerce
and industry of the district and three must be connected with
banking. In electing the three business directors and the three
banking directors, the banks of a district are divided into three
groups, the first representing large banks, the sccond medium-
size banks, and the third small banks, each of these groups
being entitled to one of the banking directors and to one of the
business directors.

The management of a Federal reserve bank is in the hands of
the board of directors. They appoint the officers and staff,
though the salaries paid are subject to approval by the Federal
Reserve Board; they control the discount rate policies of the
banks, though rates of discount must also be approved by the
Federal Reserve Board and eligibility of paper for discount is
defined by that Board. Within the bank’s organization the
board of directors is supreme. The executive head of a Federal
reserve bank is known as its governor and there are one or more
deputy governors. Under these the bank is divided into its
various departments, the heads of the departments being known
by different names at the several banks,

The Loan Committee.—In cvery reserve bank there is a loan
committee, consisting of some of the higher officers, which passes
upon each piece of paper presented to the bank for discount.
This committee must first ascertain whether the paper is eligible
under the law and the regulations of the Federal Reserve Board,
and second, whether it is acceptable, 7.e., whether the credit
back of it is good; whether the particular member bank which
presents it is entitled to more credit, etc. This distinction
between eligibility and aecceptability of paper presented for dis-
count to the Federal reserve bank is finportant and is not
always appreeiated.
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STRUCTURE OF FEDERAL RESERVE SYSTEM 9

Bligibility is a matter of law and regulation. In order to be
eligible paper must comply with definite standards as to the
transactions which gave it origin and as to maturity, while its
acceptability is entirely independent of these matters and rests
on the credit standing of the signers, the availability of funds,
the question of whether the particular member bank has
exhausted its legitimate quota of credit, whether experience has
shown that the bank is using Federal reserve bank accommoda-
tion for improper or undesirable purposes, and a number of other
considerations which are not definitely formulated but are
entirely within the discretion of each loan committee and board of
directors, subject to the legal limitation that the Federal reserve
bank shall grant accomimodation to each member bank with
“due regard to the rights of other member banks” and with a
view to ‘‘accommodating commerce and business.”

Operations of the Federal Reserve Banks.—The discount of
paper for member banks either in the form of notes made out
by the bank’s customers and then rediscounted by the member
banks with the Federal reserve bank, or in the form of fifteen-day
bills payable by the member banks themselves, secured by eligi-
ble paper or by government securities, constitute the principal
part of the loan activities of the reserve banks. They also have
authority under Sec. 14 of the Act to go into the open market
and purchase from anyone who offers them “cable transfers and
bankers’ acceptances and bills of exchange of the kinds and
maturities by this Act made eligible for rediscount,” and govern-
ment securities. Open-market operations of the reserve banks
are managed by different officers or committees in the different
banks,-but always subject to general control by the board of
directors.

The chairman of the board of directors, as has been stated
above, is appointed by the Federal Reserve Board, is known as
the Federal reserve agent, and his function in addition to pre-
siding over the meetings of the board of directors is to act as a
liaison officer between the Board and the bank. He represents
the Board in all matters relating to the bank’s business and is
entrusted by law with the function of handling the issue of
Federal reserve notes. The Federal reserve agent obtains the
notes from the Comptroller of the Currency and holds them in
readiness against the demands of the reserve bank., When the
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10 FEDERAL RESERVE SYSTEM IN OPERATION

reserve banks wish to issue Federal reserve notes in response to a
demand from member banks for currency they apply to the
Federal reserve agent and turn over to him sufficient collateral
to cover the notes. The collateral must consist of gold or eligible
paper amounting to not less than 100 per cent of the notes.
The reserve bank is required to hold a gold reserve of not less
than 40 per cent against its Federal rescrve notes in circulation,
the gold offered as collateral against notes issued to the bank
counting as part of this reserve. The Federal rcserve agent
holds the collateral in joint custody with the Federal reserve
bank, and when notes are returned releases an equivalent amount
of the collateral either in the form of eligible paper or of gold, as
the reserve bank may desire.

Relation to Member and Non-member Banks, the Govern-
ment, and the Public.—This general sketch of the operations of a
Tederal reserve bank may be illustrated by the chart (see Fig. 1)
on page 11. The chart shows that the public comes to member
banks and to non-member banks, generally speaking, with one or
two things—either with money-or checks to deposit, or with some
kind of credit instrument, whether a note, a draft, or an accept-
ance, upon which to borrow. The public can come with these
demands to any one of the 10,000 member banks or to the
20,000 non-member banks. In return for its promise to pay or
‘for its money, the public obtains from the bank cash or deposit
credit. Non-member banks may come to member banks for
the same kind of service as the latter give to the public, i.e.,
the non-member bank may come to a member bank with cash,
usually in the form of drafts, or with notes, in order to obtain a
deposit credit or a supply of cash, so that, broadly speaking, the
member banks receive deposits and grant loans both to the
public and to non-member banks. This is an important point to
remember because it is a connecting link between the non-
member banks and their customers and the Federal reserve
system. Member banks may also deposit with, or borrow from,
non-member banks, but since most of the large banks are mem-
bers and most of the non-member banks are small, the old rela-
tionship between country banks and city correspondents exists
in most cases between non-member country banks and city
members. Besides, the member bank can generally obtain
credit from a reserve bank on as good, if not better, terms than
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12 FEDERAL RESERVE SYSTEM IN OPERATION

from any non-member bank, and so a member bank does not
usually borrow from a non-member. One member may, and
frequently does, however, borrow from another member, but
these transactions, taking place between member banks, are not
represented in the chart.

When a member bank, to meet the demands of its customers,
either individuals or non-member banks, desires currency or
additional credit, it applies to the Federal reserve bank of its
district. The law provides that each member bank must keep
reserves of specified amounts against its deposits, and that these
reserves must be kept entircly on deposit with the Federal
reserve bank. The member bank can grant loans to its custo-
mers and give them deposit credit to an amount limited, in
addition to banking prudence, by the legal requirement that it
must keep a specified proportion of its deposits as reserves with
the reserve bank. As a matter of fact, the bank frequently
borrows from the reserve bank in order to increase its deposit
credit with that bank up to the necessary minimum required by
law. The machinery works in the following way: When a
member bank desires cash or funds for out-of-district payments
it obtains Federal reserve notes from the reserve bank, draws a
draft against its Reserve account, or effects a telegraphic transfer
through the agency of that bank, the amount withdrawn being
charged to its deposit account. This reduction in the deposit
account may impair the bank’s reserve balance, i.e., reduce it
below the legally required minimum, in which ease the member
bank will replenish its reserves by borrowing from the reserve
bank. The members’ reserve deposit may also become too low,
without being actually reduced, when a member bank grants
credit to a customer and increases its own deposit liabilities to a
point where its reserve balance with the reserve bank is below
the minimum required by law. In such a case, also, the member
bank applies for accommodation from the reserve bank in order
to bring its reserve deposit up to the legal minimum. Thus in
the Federal reserve system the members’ reserves are not cash,
but- a credit on the books of a reserve bank, and the cash reserves
which the reserve bank keeps against its own deposits are,
therefore, the ultimate and the only legal hard cash reserves
back of all the deposits of the member banks. The law requires
the reserve bank to have not Jess than 35 per cent in gold or lawful
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STRUCTURE OF FEDERAL RESERVE SYSTEM 13

money as reserve against its deposits. The Federal Reserve Act
greatly reduced the amount of reserves that member banks must
carry, and by transferring these reserves to the reserve banks
made them available as a basis for further credit operations.

Turning once more to the chart, it appears that the public and
the non-member banks may come directly to the reserve bank
and sell acceptances and government securities. In return they
may receive gold or Federal reserve notes, The government
also deals with the reserve banks by depositing cash or checks, or
by selling its own securities and receiving in return deposit credit
or Federal reserve notes in accordance with its requirements.

Federal Reserve Banks, Branches, and Agencies.—There are
twelve Federal reserve banks, located in Boston, New York,
Philadelphia, Clevéland, Richmond, Atlanta, Chicago, St. Louis,
Minneapolis, Kansas City, Dallas, and San Francisco (see
Fig. 2). Each of these banks serves one of the twelve Federal
reserve districts shown on the map. Several of the banks have
branches which operate in different parts of the districts, usually
having a certain portion of the district assigned to them. There
are at present twenty-three branches and one domestic agency
in operation.

In addition to permitting the establishment of branches in this
country the Federal Reserve Act authorizes the reserve banks
to open accounts in foreign countries, to appoint correspondents,
and to establish agencies abroad for the purpose of purchasing,
selling, and collecting bills of exchange.. Under the authority
of this legal provision the reserve banks have established corre-
spondent relationships with many foreign central banks and have
acted as agents of such banks in the purchase and sale of accept-
ances and government securities in this country. During the
summer of 1923, the Federal Reserve Board authorized two of
the Federal reserve banks to establish agencies in Cuba. The
relations of the United States with Cuba are unique, because of
provisions of the Platt Amendment, which gives the United
States a control over Cuba’s foreign loans, and because Cuba
is dependent for its monetary requirements almost entirely on
Amcrican currency, the Federal reserve note being legal tender
in Cuba though not in the United StatesS Agenciesin Cuba were
authorized for the Federal Reserve Bank of Atlanta, which had
for some time supplied most of Cuba’s currency needs, and the
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STRUCTURE OF FEDERAL RESERVE SYSTEM 15

Federal Reserve Bank of Boston, because there are active com-
mercial relations between New England and the Island of Cuba.
The principal occasion for the establishment of these agencies
was that much of the money in circulation in Cuba was in bad
condition because there was no efficient machinery for its redemp-
tion. Currency presented to the Cuban agencies of the reserve
banks for the purchase of cable transfers is sorted, and unfit cur-
rency is sent back to this country for replacement by new currency.
The new money is then put into circulation through the purchase,
by the Cuban agencies of the reserve banks, of bills of exchange
from the banks operating in Cuba and through the payment
to banks in Cuba of funds on account of cable transfers sold by
the Federal reserve banks to member banks in the United States.
The Federal Reserve Board has issued regulations prescribing
in detail the manner in which the Cuban agencies shall operate.
These agencies opened their doors for business on Sept. 1, 1923.

Fiscal Agency and Other Functions.—In addition to performing
the funetions already described, the Federal reserve banks act
as fiscal agents of the government, and render many other services
such as the clearing and collection of checks, the supplying of the
cash requirements of member and non-member banks and other
matters. These activities, which theoretically are not an essen-
tial part of the operations of a central banking organization,
have assumed a large measure of importance in the reserve banks’
organization because they involve much expense which is not
proportional to the volume of the banks’ credit operations.
These functions need only be referred to here in order to make it
clear that in addition to their fundamental operations the reserve
banks perform a great many others, not so fundamental to their
original purpose, but which employ a large part of their personnel
and occasion a large proportion of their expenditures.

The Federal Reserve Board.—As a general supervisory body
over these twelve Federal reserve banks, there is established by
law a Federal Reserve Board of eight persons, six of whom are
appointed by the President with the advice and consent of the
Senate and two who serve ex-officio. The ex-officio members
are the Secretary of the Treasury and the Comptroller of the
Currency, the former acting as Chairman of the Board. No
two of the appointed members may be from the same Federal
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16 FEDERAL RESERVE SYSTEM IN OPERATION

reserve district. The law provides that in selecting the six
appointive members the President shall have due regard to a fair
representation of the financial, agricultural, industrial, and
commercial interests, and geographical divisions of the country.
The salaries of Board members are fixed by law at $12,000
per annum, and they must give their entire time to the business
of the Federal Reserve Board. The term of office is 10 years.
From among the six appointive members the President desig-
nates a governor and a vice-governor. The governor acts as
executive officer of the Board. The Board’s expenses are met
by an assessment on the Federal reserve banks in proportion to
their capital and surplus.

Among the most important functions of the Board arc the
definition of the eligibility of paper under the law, and the
approval of discount rates. The Board holds frequent meetings
and has worked out an elaborate code of definitions of the terms
of the law, and this code constitutes something in the nature of a
central banking law of the country. The main principles of
this code are incorporated in the Board’s regulations which are
reprinted in Appendix B, but these regulations are constantly
supplemented by rulings made upon questions arising out of
the actual operations of the banks. The function of the Board in
defining eligibility was more arduous in the beginning of the
system’s operation, when terms had to be newly defined, than it
is at present, when the fundamental problems have been solved
and questions of eligibility arise only occasionalty, Of the other
functions of the Board several should be mentioned here. The
Board has control of the machinery of clearing between the
reserve banks, t.e., the reserve banks clear the checks between
their own member banks, and the Federal Reserve Board through
the gold settlement fund acts as a clearing house for the different
reserve banks, thercby completing the clearing machinery and
reducing the necessity for actual cash shipments to a minimum.
The Federal Reserve Board also has complete control over
rediscounts between the different reserve banks, i.e., when the
reserves of one reserve bank become depleted and it is under the
necessity of obtaining a loan from another reserve bank, it applies
to the Reserve Board which has the power to request or to require
another reserve bank to grant the desired accommodation. The
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STRUCTURE OF FEDERAL RESERVE SYSTEXM 17

Federal Reserve Board, through its division of examinations,
regularly examines the twelve Federal reserve banks and branches,
the law providing that each reserve bank must be examined at
least once a year. Ixaminations of non-national banks are
generally conducted by the reserve banks, often in cooperation
with state banking authorities, while national banks are examined
by the Comptroller of the Currency.

Another function of the Board is obtaining daily condition
reports of the reserve banks, publishing them weekly in accord-
ance with the requirements of the law, and preparing and sub-
mitting its annual report to Congress. These activities of the
Board, in collecting and publishing information, have been
considerably expanded and enlarged into the collection of much
research and statistical material, which is intended to afford a
basis for credit policies for the Board and the reserve banks and
to keep the member banks informed of the general business and
credit situation. The Reserve Board also publishes a monthly
bulletin which contains information on many phases of domestic
and foreign business and credit conditions.

Federal Advisory Council.—In addition to the I‘ederal Reserve
Board, the law provides for a Federal Advisory Council consisting
of one man from each Federal reserve district appointed by the
Boards of Directors of the twelve reserve banks. This council
meets not less than four times a year, considers problems of
importance to the Federal reserve system, and makes a report
to the Board incorporating its advice and recommendations.
The Advisory Council has no other powers than the submission
of this advisory report, but the Council consists of men promi-
nent in the banking field and its reports command considerable
respect and attention from the Board and the banks, as well as
from the general public.

Conferences with Governors and Federal Reserve Agents.—
In order to keep in close touch with the developments in the
different districts the Federal Reserve Board, not less than
twice a year, invites the governors to Washington, and once a year
also invites the agents of the twelve I'ederal reserve banks, and
on occasion some of the directors. At these conferences many
of the problems confronting the system are discussed first by
the twelve agents and the twelve governors meeting in separate
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18 FEDERAL RESERVE SYSTEM IN OPERATION

conferences, and later by all the twenty-four officials meeting
with the members of the Board. Much progress is made at these
meetings toward the establishment of consistent policies and the
development of what has been called a “common language”
for the I'ederal reserve system, so that the different officers
of the system learn to understand exactly what certain terms and
concepts mean.

The system is new, the principles of Federal reserve banking
are not yet generally understood or fully developed, and the semi-
annual conferences help toward such an understanding and devel-
opment of principles. There are also committeesof the governors
and of the agents of the different banks entrusted with the han-
dling of specific problems. Thus, for instance, an agent’s com-
mittee has recently made a report on deposit reserves and the
advisability of changing some of the legal provisions on this
matter. Another committee consisting of some of the officers of
the banks and members of the Board is working to establish
methods of cost accounting and uniform cconomy and efficiency
procedure in the twelve banks, a subject which is of particular

importance in view of the reduced earnings of the system in the
past few years.
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CHAPTER II1I
DISCOUNTS

“An Act to provide for the establishment of Federal reserve
banks, to furnish an elastic currency, to afford means of redis-
counting commercial paper, to establish a more effective super-
vision of banking in the United States, and for other purposes.”
This is the full title of the Federal Reserve Act approved Dec.
23, 1913, It indicates that next to the creation of elastic cur-
rency the framers of the Act considered “to afford means of
rediscounting commercial paper’ as the most important purpose
of the Act.

Source of Reserve Banks' Lending Power.—It is pertinent
to begin the discussion of discounts with the question: Whence
arises the ability of a reserve bank to rediscount paper for a
member bank? In an ordinary commercial bank ability to
discount paper for a customer is derived from two principal
sources: the capital contributed by the stockholders; and the
deposits entrusted to the management of the bank by its custom-
ers. Broadly speaking, a bank can lend to its customers whether
in lawful money, its own bank notes if a note-issuing bank,
or in deposit credit, only as much money as it receives from
them and from its stockholders, less the reserves which the law
and banking prudence dictate that it shall hold. In so far,
however, as a bank is itself able to borrow funds from other
banks, it can extend ‘its loaning power. That this is true is
evidenced by the fact that the total loans, investments, and
reserves of banks are about equal to their capital, surplus, total
deposits, and borrowings.!

1This is not inconsistent with the accepted doctrine that a deposit in
most cases is merely a book entry resulting from a loan transaction. A
deposit credit may result from the actuzl deposit of cash or from the nego-
tiation of a loan; it represents on the part of the customer the exchange of
cash or of a claim on himself at some future day for an immediate claim
on the bank, and on the part of the bank, the assumption of a deposit
liability in exchange for cash or a claim on the customer.

19
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20 FEDERAL RESERVE SYSTEM IN OPERATION

A Federal reserve bank is fundamentally in the same position.
Its capital, however, constitutes but a small part of its lending
power, representing only 3 per cent of the capital and surplus
of the member banks and amounting altogether to about $100,-
000,000 for the twelve Federal reserve banks combined. In
addition the reserve banks have built up a surplus of about $200,-
000,000 which also is available as loanable funds. It is not from
its capital and surplus, however, that the reserve bank derives
the larger part of its lending power. A larger portion of the
funds originally turned over to the reserve bank by the member
banks was for the purpose of creating reserve deposits. The
law provides that the member banks must keep with the reserve
banks a certain proportion of their deposits.! These reserve
deposits were paid in by the member banks in currency and coin
and in addition the reserve banks received considerable sums of
gold and lawful money in exchange for Federal reserve notes.
The reserve deposits, which on Aug. 27, 1924 were about 19
times as large as the capital of the reserve banks, are the principal
source of the reserve banks’ lending power. TFurthermore, the
reserve banks have authority to issue Federal reserve notes in an
amount 214 times as large ag their reserves (after setting aside
35 per cent against deposit liabilities), and this notec-issuing power
enables the reserve banks to meet the member banks’ demands
for currency as well as their requireinents for deposit credit.

Economy of Reserves.—The Reserve Act reduced materially
the reserve requirements of member banks, and it did so for the
reason that it was thought, and justly, that the concentration
of reserves in a central institution, where they would be available
for any emergeney anywhere in the district, reduced the chances
of ealls upon a bank which it would be unable to meet and,
therefore, reduced the amount of reserves necessary in order to
conduet the banking business on a safe basis. As a consequence
of this reduetion in reserve requirements the member banks can
lend a larger proportion of their funds than they eould before
the establishment of the system. Furthermore, the reserves
kept with the reserve bank need not be idle, as the reserve bank
is not required to keep all the member banks’ reserve deposits
in its vaults. The reserves required against deposits are only

! Reserve requirements are diseussed in detail on p. 79.
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35 per cent, so that 65 per cent of these deposits are available
for lending to member banks. The reserve bank also has
authority to issue Federal reserve notes to the member banks in
the ratio of $2.50 of notes to 81 of reserves, so that when a member
bank deposits $100 in cash with a reserve bank, the latter must
keep 235 as a rescrve against the deposit and may lend on the
basis of the remaining $65 in the form of Federal reserve notes
213 times that amount, or $162.50 or in the form of deposits, 2.85
times the amount, or $185.25.

! Money borrowed from the reserve bank may in turn be lent by the
member bank to a customer. Thus a member bank having reccived a cash
deposit of 8100 from a customer may deposit it with the reserve bank and
thereby increase the latter’s lending power by $162.50, which the member
bank may then borrow and lend to its customers. The lending power of
the member bank may be increased still further if the loan to its customer
merely gives rise to a deposit account and not to a cash payment, for
against o deposit the member bank needs to keep on the average only a
10 per cent reserve with the reserve bank. Thus the $100 in cash deposited
by being turncd over to the reserve bank enables the member bank to lend
$1,000 additional to its customers in the form of deposit credit. At the
same time this addition of $100 to the rescrves of the reserve bank increases
the latter’s own lending power, for after setting aside $35 as reserve against
the $100 deposit the reserve bank can lend in the form of deposit credit an
additional $185 (2.85 times 65). This additional loan of $185 will increase
the member bank’s reserves by this amount and the latter in turn will be
able to increase its own lending of deposit credit by ten times this amount,
that is, by $1,850, so that the $100 deposited in cash with the member bank
has increased its lending power directly by $1,000, and through borrowing
at the reserve bank by $1,850 more, the total increased lending power thus
amounting to $2,850. The difference between the $1,000 and the $2,850
represents the additional lending power introduced into the situation by
the Federal reserve bank. But this is predicated upon all the borrowing
being in the form of deposit credit. 1f, on the contrary, the eustomer
wighes to withdraw his entire loan in cash, the reserve bank will be able
to issue on the basis of the $100 deposit (less the 35 per cent reserve) $162
of Federal reserve notes, and this amount and no more the member bank
will be able to lend to its customers. Whether, therefore, a deposit of
$100 with a member bank will increase that bank’s lending power by $162
or by $2,850 will depend on what form its own lending will take. The
larger the proportion of this lending that will be withdrawn in cash
the smaller the added lending power, and vice versa. The proportion of the
funds that is withdrawn in cash varies in accordance with the business
situation and with the demand for currency, so that the volume of lend-
ing power of a reserve bank on the basis of $100 deposited with it depends,
within the broad limits of from $162 to $2,850, upon the demand of the
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22 FEDERAL RESERVE SYSTEM IN OPERATION

Character of Paper Discounted.—Section 13 of the Federal
Reserve Act provides that a Federal reserve bank may discount
notes, drafts, and bills of exchange arising out of actual commer-
cial transactions; that is, notes, drafts, and bills of exchange
issued or drawn for agricultural, industrial, or commercial
purposes, or the proceeds of which are used for such purposes.
This positive authority is accompanied by the inhibition—* but
such definition shall not include notes, drafts, or bills covering
merely investments, or issued or drawn for the purpose of
carrying or trading in stocks, bonds, or other investment securities,
except bonds and notes of the government of the United States.”
A further limitation is added in regard to maturity, paper not
being eligible for discount by the reserve bank unless it has a
maturity at the time of discount of not more than 90 days exclu-
sive of days of grace; the only exception is that paper issued for
agricultural purposes or based on livestock may be discounted
with a maturity not exceeding 9 months. These provisions of
the Act indicate the fundamental nature of the discount activity
of Federal reserve banks. These discounts must originate in a
demand in the commercial market for purposes of production or
distribution. The reserve banks thus are intended to create
only circulating credit and not credit to be used for capital pur-
poses or for speculation. The liquid nature of the discounts is
further assured by the requirement that the paper (except
agricultural paper) must mature within 90 days. A loan to
be repaid in 90 days must originate in transactions which are
consummated approximately in 90 days or in transactions which,
though they take a longer time, have only 90 days of their dura-
tion left at the time of discount. A person may, for example,
borrow money for the purposc of carrying merchandise in his
store, the turnover in this particular class of goods being 6 or
9 months. The member bank may carry this paper for 6 months
in its own portfolio and then take it to the Federal reserve bank
and have the Federal reserve bank carry it for the last 3 months
before maturity.

bus%nes.s .community for currency. (The difference in this respect between
an individual member bank and all the member banks eombined is dis-

cussed on page 83. At this point it is assumed for the sake of simplicity
that all the member banks are & unit.)
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The framers of the Federal Reserve Act intended to make it
possible for the member banks to issuc more credit through the
instrumentality of the reserve banks than was possible by the
banks acting individually. But the Act was so designed as to
make the paper in the hands of the reserve banks of a strictly
self-liquidating character, 7.c., originating in transactions whose
consummation would automatically produce the funds for the
liquidation of the loan. If a man borrows money for the purpose
of shipping cotton he will need the loan while the cotton is in
transit, and when it reaches its destination and is paid for the
shipper will be in funds and in a position to repay his loan.
Similarly, if a farmer borrows money for the purpose of feeding
a load of steers, he expects to be able to repay the loan as soon
as the steers have been fattened and sold. The 9 months’
limit permitted for agricultural paper is a concession to agricul-
ture in recognition of the fact that the agricultural turnover is
slower than the industrial turnover and that 9 months’ paper
offers no greater facilities to agriculture than 3 months’ paper
offers to commerce and industry.

Rediscounts and Collateral Notes.—Loans by the reserve
banks to member banks may be made in two general ways:
upon customers’ paper offered for rediscount by the member
banks; and on the member bank’s own collateral notes secured
by customers’ paper or by government obligations. The limit
of maturity on collateral notes is 15 days. The amendment
authorizing collateral loans, approved on Sept. 7, 1916, was for
the purpose of enabling banks to obtain immediate credit for
short terms. A large part of the reserve banks’ discounts is in
the form of collateral notes, most of which are secured by govern-
ment obligations, Collateral notes are used chiefly by the large
banks in financial centers, where commercial banks do a great
deal of business for short terms and where they can easily adjust
their borrowings from time to time to immediate requirements.
For purposes of this kind of borrowing, collateral notes are much
more convenient than customers’ notes, which generally have
longer maturities. By borrowing on its own note made out for a
relatively large amount in a round figure, such as $1,000,000,
$5,000,000, or $10,000,000, the member banks can save a great
deal of bookkeeping and clerical work. On the other hand, the
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24 FEDERAL RESERVE SYSTEM IN OPERATION

smaller banks, which find themselves short of funds, are more
likely to rediscount one or more of the customers’ notes in their pos-
session with the reserve bank, which will carry them until
maturity.

It should be kept in mind that the difference in methods of
borrowing just described is a purely technical one and the choice
of methods depends simply upon the member bank’s convenience.
In either case the bank obtains accommodation at the reserve
bank, 7.e., passes to that bank a part of the loans which it has
itself extended to its customers.

Paper Secured by United States Obligations.—It has been
stated that the reserve banks were intended primarily to finance
current short-term transactions arising out of the production and
distribution of goods. In the definition of paper which member
banks are permitted to discount, however, there is included a
proviso to the effect that, while the banks are not permitted to
carry paper drawn for the purpose of trading in investment
securities, this does not apply to trading in bonds, notes, or other
obligationsof the government of the United States. This proviso,
which can generally be found in the charters of central banks
having the note-issue privilege, has played a nore prominent
part in_the operations of the reserve banks than could have been
anticipated by the framers. The table below shows total dis-
counts of the Federal reserve banks at different dates from
November, 1918, to November, 1921:

ToraL FEpERAL REseErvE Baxk Discounts aND DiscouNTs SECURED BY
Uxnitep StaTes OBLIGATIONS

(In millions of dollars)
Secured by United States
Date 'Total obligations
discounts

Amount | Per eent of total

Nov. 15, 1018................. $1,798 | $1,359 76
Nov. 14, 1019................. 2,140 1,701 80
Nov. 19, 1920................. 2,673 1,150 43
Nov. 16, 1921................. 1,198 432 36

Up to the entry of the United States into the war the Federal
reserve banks had very small amounts of discounts. The war
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began in Europe in 1914, shortly before the opening of the doors
of the Federal reserve banks, and resulted in an enormous
demand for munitions and other supplies by the European bellig-
crents, and in the shipment of $1,000,000,000 of gold into the
United States in payment for these supplies. Money in this
country was, therefore, abundant; business was booming and
there was little demand for reserve bank credit. The reserve
banks issued moderate amounts of Federal reserve notes,
indirectly in exchange for gold, of which there was an abundance.

The situation changed, however, when the United States
entered the war. In the first place, the allies ceased to pay
cash for supplies obtained in the United States and instead
obtained credits from the United States Treasury, paying for
their purchases with funds thus secured. In the second place,
the United States government itself was immediately in need of
funds for the carrying on of the war. To meet this demand for
funds, both on the part of its allies and for its own needs, the
government, -in addition to adopting measures of additional
taxation, procceded to float a series of loans generally known as
Liberty loans, The amounts of these loans, together with the
dates of their flotation are shown in the following statement:

AMoUNTY OF LiERTY AND VicTORY LoaN Issues, AND RATE oF INTEREST,
TooeTHER WITH DATES oF THEIR FLOTATION

Rate of
Amount interest, Date

per cent
First Liberty loan......... $ 1,989,456,000 31s June 15, 1917
Second Liberty loan........ 3,807,865,000 4 Nov. 15, 1917
Third Liberty loan......... 4,175,650,000 434 May 9, 1918
Fourth Liberty loan........ 6,964,581,000 414 Oct. 24, 1918
Vietory loan.............. 4,495,373,000 434 May 20, 1919

Total..............o0vnn $21,432,925,000

It is clear that the American people could not pay for this vast
amount of Liberty bonds out of their current earnings. They
were obliged to buy them on time, Z.e., to borrow upon them while
accumulating the funds to pay the principal. The banks of
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26 FEDERAL RESERVE SYSTEM IN OPERATION

the country were thus called upon to lend large amounts of
money to the public for the purpose of enabling it to purchase
government securities. It is at this point that the Federal
reserve system entered into the equation and enabled the govern-
ment to carry its fiscal program through to success. There was
nothing to prevent member banks from discounting with the
reserve banks paper secured by United States government
obligations. In fact, the reserve banks, in their desire to uphold
the government, charged lower rates on such paper, so that
members were able to borrow from the reserve bank on paper
secured by Liberties at a rate no higher and sometimes even
slightly lower than that carried by the bonds themselves. This
margin compensated the banks for the expense of handling the
bonds and for the clerical work of keeping books for large num-
bers of customers, and made it possible to lend money to the
customers purchasing bonds at a rate corresponding to the
coupon rate. In this way the purchaser of bonds on time paid
no interest on the unpaid balance of his purchase, as the coupon
attached to the bond paid the interest on his loan from the bank.
The following statement shows, for the dates of flotation of
Liberty bonds and Victory notes, the rates charged by the
reserve banks on paper secured by government obligations, as
compared with the rates of interest paid by the bonds themselves,
and with the discount rates on commereial paper:

Rares Cuareep BY FepeErAL ResgrveE BaNks oN Paper SECURED BY
UniTED STATES OBLIGATIONS, RATES BORNE BY THE SECURITIES,
AND THE Discount RaTE 0N CoMMERCIAL PAPER AT THE FEDERAL
ReservE BaNk oF NEw York

Rate charged on I(;;L:;::xgggﬁgcgn Bond
Date cor;:;;x;cml by government r;(t:,
, L
per cent obligations, cent
per eent
June 15, 1917. .. ............. 4 3L 3
Nov. 15, 1917................ 4 314 4
May 9,1918................. 434 414 414
Oct. 24, 1018................. 437 414 444
May 5, 1019................. 434 444 434

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



DISCOUNTS 27

Figures 3 and 4 show the effect of war developments on Federal
reserve bank activity. It will be noted that the discounts of
the banks rose from almost nothing at our entry into the war
to $2,800,000,000 in October, 1920. It will also be observed
that up to the middle of 1919, when the Victory loan was floated,
the bulk of the discounts of the reserve banks consisted of paper
secured by government obligations which at that time was
generally known as “war paper.” It is only after the consum-
mation of the Victory loan in 1919 and the completion of instal-
ment payments on account of that loan that war paper began
to decline both in absolute amount and relatively to total dis-
counts. Soon after that time the reserve banks began to abolish
the preferential rates on government paper. The war was over
and steps were being taken looking to a return of peace-time
banking.

Post-war Economic Boom.—Hostilities came to an end in
November, 1918 but expenditures for war purposes continued for
some time, and until after the Victory loan was launched in
the summer of 1919 the character of credit developments was
much the same as during the war. As a matter of fact, the peak
of government debt was not reached until August, 1919. In the
second half of 1919 there developed a distinct tendency for
speculation, a general feeling of release from war-time restraints,
and a consequent display of recklessness and extravagance which
affected the entire nation.

. The economic boom of 1919-1920 was the result of many fac-
tors, whose relative importance it would be difficult to estimate,
but whose combined effect on business and credit conditions
has become a matter of history.! Among these factors there
was the indulgence of appetites long held in restraint by war-
time controls; there was a general celebration of the abolition of
meatless and wheatless days; there was the necessary replenishing
of stocks exhausted during the war period. The shelves of retail
merchants were bare and needed restocking; the wardrobes of a
large portion of the population were in need of removation;

1 For discussion of this period from the point of view of credit and bank-
ing developments see Pt. II of the Report of the Joint Commission of Agri-
cultural Inquiry (Sixty-seventh Congress, First Session, Report No. 408)
also Appendices I and J to this volume.
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Fi16, 3.—Earning nssets and Federal reserve notes followed a similar course between 1017 and 1920, when
the volume of reserve bank eredit was rapidly increasing; in 1921 earning assets declined much more than Fed-
ernl reserve notes, becauso gold imported from abroad was used by member banks to repay borrowings at
the reserve banks.  This is reflected also in o rapid growth of cash reserves.
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RESERVE RATIO

FEDERAL RESERVE BANK RESERVE POSITION
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Fia. 4.~—~During 1917-1920 liabilitics inereased rapidly and the reserve ratio declined; in 1921 the ratio
roso both because Federal reserve note circulation decreased and because reserves increased.
out also the relative stability of deposits compared with the wide fluctuations in Foderal rescrve notes.
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30 FEDERAL RESERVE SYSTEM IN OPERATION

there was also a heavy demand for new dwellings, as building
activities for private use had been on a greatly reduced scale
during the war.

With the war emergency over, and with the continuance of
full employment at high wages the people of the United States
were freely spending their income by buying clothes, investing
in homes, and purchasing automobiles. The returned soldiers,
with their discharge pay to spend, also added to the buying power
of consumers. The increased demand for goods arising from all
these sources was reflected, upon the removal of price controls,
in a rapid rise in prices. The country’s improved credit
machinery made it possible for the banks to supply the funds
required to finance the rapidly growing volume of business.
Speculation in securities and commoditics was widespread, and
to the earlier growth of bank credit caused by the neccessities of
war was added a further expansion on a large scale arising out
of the requirements of the post-war boom.

Collapse of the Boom in 1920.—It hecame clear in the summer
and fall of 1919 that credit was expanding at an alarming rate.
The Federal Reserve Board recognized the fact but was not free
to raise rates while the government was floating the Victory loan
and did not wish to have obstacles thrown in the way of the
success of this issue. The Board, however, issued several warn-
ings telling the banks that the situation was serious and should
be controlled. But this good advice was accorded the custom-
ary treatment of good advice and remained unheceded. Specu-
lation continued unabated. At last in November, 1919, after
the date for the payment of the last instalment on the Victory
10an,fthe reserve banks adopted moderate advances in discount
rates. Credit expansion, however, continued, as is clearly
scen from the chart on page 28.

In 1920 the early rumblings of approaching catastrophe were
heard when the silk market in Japan collapsed, and it seems
difficult to realize in retrospect that few people in America were
far-sighted enough to sce that a collapse was imminent. Several
Federal reserve banks raised their rates to 6 per cent, others to
7 per cent, and still others adopted systems of progressive rates.

In May, 1920 occurred a definite turn in the tide. While
the country’s productive plant was still employed nearly to
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capacity, the foreign demand for American goods collapsed
with the exhaustion of public and private credits granted to
exporters, transportation facilities were no longer adequate for
the prompt distribution of the output, serious freight congestion
developed, goods were not moving to market in an orderly
manner and their accumulation at distributing points together
with the growing unwillingness of consumers to continue buying
at the prevailing level of prices were among the factors resulting
in a reversal of the price movement.

The liquidation, which began in the late fall of 1920, continued
until the beginning of 1922, and for many banks until the fall of
that year. This liquidation, which is reflected in the steep
declines of the discount and Federal reserve note curves in the
chart on page 28 was the basis of the accusation that the reserve
banks were deflating the country, forcing liquidation, and bring-
ing about a paralysis of business. Asa matter of fact, the process
of liquidation was world-wide and was brought about by the
inevitable work of economic forces which, when a period. of
inflation reaches its peak, brings about a reversal, and after the
turn comes accelerates the decline until the pendulum once
more swings in the opposite direction. During the period of
advancing prices business accumulates a large number of weak
concerns which are kept afloat merely by the fact that the value
of their inventories advances continuously. Anyone can make
money on a rising market, and many did in 1918 and 1919, and
congratulated themselves upon their wisdom. This self-congratu-
latory spirit was part of the reason for the rapidity of the subse-
quent decline as it encouraged men to buy larger and larger
stocks so long as these stocks constantly increased in va1}1e.
When confidence was once shaken and prices began to decline
these accumulated stocks began to be thrown on the market,
thereby accelerating the price declines and drawing more and
more concerns into the movement. A trade and credit contrac-
tion, like an avalanche, grows as it moves forward, and gathers
unto itself continuous accretions which are carried along by the
momentum of the moving mass.

Gold Movements.—Gold movements, which had been away
from the United States during the months following the removal
of the gold embargo in June, 1919, began to be in the direction
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32 FEDERAL RESERVE SYSTEM IN OPERATION

of this country in the fall of 1920 as foreign debtors began to
pay for their obligations incurred in the United States. The
liquidation of borrowings from the Federal reserve banks was
due approximately as much to the repayment of foreign as of
domestic debts. Roughly, domestic liquidation is measurable
by the reduction in Federal reserve note circulation, and foreign
liquidation by the increase in gold reserves. The following
statistical statement will bring out this point:

Torat Reserves, FEpErRAL RESERVE NoTEs 18 CIRCULATION, DErosiTs,

AND REserve Ratio oF Fepenan ReserveE BANKs oN SELECTED

Dates
(End-of-month figures in millions of dollars)

Total Federal re- ) Resc.rvc
reserves serve not.cs in | Depositg! | ratio,
circulation per cent
1920:
October..............| $2,168 $3,351 81,675 43.1
1921:
January....... ... 2,320 3,001 1,643 | 49.0
April.......... ... 2,505 2,830 1,726 55.0
July................. 2,685 2,538 1,695 63.4
October.............. 2,937 2,409 1,739 70.8
1922:
January.............. 3,059 2,184 1,779 77.2
April.....ooollL. 3,125 2,158 1,833 | 78.3
July........... 3,181 2,127 1,888 79.2

1 Net deposits to March, 1921; total deposits beginning with that date.

Domestic concerns paid their indebtedness in the final analysis
by Federal reserve notes, as this is the only elastic part of our
circulation that can be easily retired when the demand for it
decreases, while foreign concerns paid their balances by the only
available international means of cash payment, that is, gold.
_ Liquidation in Industrial and in Agricultural Districts.— While
liquidation proceeded through the country and in all classes of
communities, it is notable that it was at first much more pro-
nounced in industrial centers than in agricultural districts. This
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was due in part to the fact that much of the speculation and
industrial expansion occurred in the cities, while agricultural
credit was utilized for productive purposes. It is also due
to the fact, however, that in the cities speculators whose ventures
had been unsuccessful were obliged immediately to take their
losses. Their loans were of a nature which enabled the banks to
dispose of the collateral when payment was not forthcoming at
maturity. In country districts, on the other hand, where the
relationship between the banker and the customer is closer, and
where it was clear that to sell out an overdue debtor would mean
ruin to him and a severe loss to the bank, there was frequently
manifested unwillingness to use drastic measures, and an inclina-
tion to remew loans. This resulted in the accumulation of a
large amount of so-called frozen loans. A study of loans in
agricultural, semi-agricultural, and non-agricultural counties in
the spring of 1920 and 1921 shows that liquidation in urban
communities was much more drastic than in rural communities,
and that Federal reserve bank accommodation, which had
decreased decidedly in the urban communities during this year
of contraction, had actually increased in the rural counties.
The larger increase in borrowing in the cities, and the subsequent
rapid liquidation was also caused in part by the withdrawal of
funds by rural correspondents during the stringency and the
building up of balances when money became more abundant.
The city banks were obliged in 1920 to lean on the reserve
banks partly in order to help them stand the drain caused
by withdrawals of country bank deposits, and in 1921 and 1922
used the funds redeposited by the country banks to reduce
their indebtedness at the reserve banks.

End of Liquidation in July, 1922.—Liquidation ran its course,
and, as far as Federal reserve bank discounts are coneerned, came
to an end in July, 1922. After that time there was a considerable
increase in discounts due to industrial revival. At the end of
July, 1923, total discounts of the reserve banks were $826,000,000,
cornpared with $380,000,000 at the end of July, 1922. During
the remainder of 1923 discounts continued at about the level
reached in July, but in 1924, owing to a business recession with
the consequent decrease in the demand for currency and to the
continued inflow of gold from abroad, discounts at the reserve
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34 FEDERAL RESERVE SYSTEM IN OPERATION

banks declined rapidly, and at the end of August of that year
totaled only $263,000,000.

To sum up the history of discounts at the Federal reserve
banks: There was first a period of inactivity prior to our entry
into the war; then a period of war-time inflation followed by one
of post-war expansion, culminating in a rapid liquidation which
came to'a halt in July, 1922 and gave place to a temporary re-
vival to the end of 1923, followed by further liquidation in 1924.
In considering the curve of expansion and contraction of Federal

'MEMBER BANK AND RESERVE BANK CREDIT
{ INDEX NUMBERS ; 1919 AVERAGE »100)
| PER CENT PR CINT|
150 150
140 —ey 140
12 ..f:?.tfﬁg" L 130
’
120 L L L 20
ra MEMBER BANKS .
110 " hJ —i $10
100 = - <] o
S ey -
90 |2 o P N, 20
\\
80 b [
‘\
70 c 70
\hs
60 anc={ 60
50 0
&0 &0
30 et LOANS AND INVESTMENTS OF ALPOATING MINBEIAR BANKS 30
----- BILL HOLDINGI OF F. B. BANKS
20 20
10 10
[ ]
J.'.M.A.N.%dkl.ﬂl.hJ-'.KA‘N.J.J.A-I.O.H.B-JI.I.A‘DI‘J.J.A.I.U.N«E -
1919 1921

F1a. 5~~Fince the Federal reserve banks supply only the excess credit after
member banks have exhausted their own lending power, the volume of reserve

bmtlilst credit fluctuates much more widely than the volume of member bank
credit.

reserve bank discounts, it should be clearly kept in mind that
loans by the Federal reserve banks represent only the overflow of
loans granted by member banks. The volume of reserve bank
credif starts at close to nothing, rises to a great height in periods
of strain, and then contracts to a small amount as the strain
relaxes. Reserve banks do not deal directly with the business

1The dec]'h:'ne in discounts in 1924 was also due in part to purchases of
U. 8. securities by the reserve banks (see page 58).
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man——they deal with member banks. The demand for credit
originates with business and reaches the reserve bank only when
the member banks have not sufficient funds to finance their custo-
mers, This causes the contrast between the reserve bank loan
curve and the member bank loan curve on the chart (see Fig. 5).

The great bulk of the nation’s business is done by the member
banks on the basis of their own lending capacity, and even the
great periods of expansion and contraction cause relatively small
waves on the top of the great volume of the nation’s credit.
This is brought out by the contrast between the relatively even
course' of the member bank loan curve and the rapid rise and
fall of the reserve bank loan curve.

Inter-reserve Bank Borrowing.—An important feature of the
reserve system is inter-reserve bank borrowing, which assumed
large proportions in 1920, and which forms the last link in the
chain that in case of need welds the entire credit structure of
the United States into a unified whole. Each reserve bank in
normal times does business with its own members and depends
upon its own resources, but when the credit conditions in some
parts of the country become more strained than in others, as
was the case in 1920, there is a possibility of mutual aid. Some
of the industrial districts in 1920 and 1921 were not as severely
affected as were the agricultural districts. As a consequence,
when the reserve banks in the agricultural distriets found that
they could no longer accommodate their members on the basis
of their own reserves, there were other reserve banks with large
excess reserves which were able to assist the agricultural banks,
and these in turn were enabled to accommodate many more of
their own customers. The seasonal demands for crop-moving
superimposed upon the heavy ecredit strain made inter-reserve
bank borrowing, in the fall of 1920, very heavy. It was not a
demand for Federal reserve notes that caused the large volume of
inter-district accommodation. In fact, the volume of these notes
in the agricultural districts was not increasing during the period
of the greatest strain. It was chiefly the fact that payments for
crops were slow and at relatively low prices, while payments for
agricultural and other supplies had to be promptly met, so that
funds were constantly moving out of the agricultural districts
and were not offset by equivalent amounts which normally come
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in payment for the crops. These unfavorable balances of trade
payments caused the member banks in the agricultural districts
to borrow from the reserve banks to meet out-of-district payments,
and it is borrowings for this purpose that exhaust reserves most
rapidly, as is explained on page 92. It is this movement of funds
from agricultural to industrial districts that partly accounts for the
more rapid financial recovery of the manufacturing scctions of the
country. A table is here inserted showing the amounts of inter-
reserve bank borrowing and a chart (Fig. 6) illustrates this table:
ToTsl INTER-RESERVE BANE AccodopaTios AT Exp or Eacu MoxTH
DURING 1920 axp 1921
(In thousands of dollars)

1920 1921

January............. .l $114,460 £01,365
February......................... 106,156 36,552
March......... e 96,480 16,222
April........ . 163,084 25,042
May...ooooiii 148,552 . 32,520
June...... ...l 126,167 47,429
July....ooo 148,704 60,412
August.............. ...l 215,455 68,304
September............. ... ... 250,296 60,208
October........................... 260,440 41,950
November........................ 168,435 14,812
December......................... 122,174 none

By the end of 1921 all of the inter-reserve bank loans were
liquidated, and in 1922 there were no inter-reserve bank loans
outstanding,

The Federal reserve system has thus demonstrated that
cooperation between member banks for the purpose of strength-
ening each other in times of stress is practicable. The system
has helped the country go through a period of great expansion
followed by sharp contraction, with much loss and suffering, to be
sure, but without a panic and without wholesale bankruptey of
banks and business enterprises. The Federal reserve system
has been tested and found effective as an instrument for the
support of government finance during the war, and as a means
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INTERDISTRICT ACCOMMODATION
NET AMOUNT OF ACCOMMODATION BETWEEN FEDERAL RESERVE BANKS
END OF MONTH HOLDINGS, 1920 AND 1921
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F1a. 6.—In 1920 all the reserve banks participated in inter-district accommo-

dation either as lenders or as borrowers.

In 1921 the volume of such accommo-

dation was much smaller, and by the end of December of th'fxt year—all the
reserve banks had retired the entire amount of their borrowings from other

reserve banks.
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38 FEDERAL RESERVE SYSTEM IN OPERATION

for helping the country’s business over the peak of a business
cycle. The problem upon the solution of which reserve banking
has now entered is how it can best serve business in a period of
more normal fluctuations in business volume and credit demand,
and to what extent it can be instrumental in still further moder-
ating these fluctuations. Upon the solution of this problem
depends the future character and scope of Federal reserve
banking in the United States.
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CHAPTER 1V
DISCOUNT RATES

In central banking tradition the principal phase of credit
policy is the determination of the discount rate. American
experience with the reserve banks has been relatively brief,
extending, as it does, only over a decade during a part of which
the war interfered with the development of a rate policy formu-
lated solely with a view to prevailing credit and banking condi-
tions. Much of the discussion of discount rates in this country has,
therefore, been based on analogies with the experience of foreign
countries, and especially of Great Britian, where the official
discount rate of the Bank of England has long been an important
factor in the money market, and where the technique of credit
control through the discount rate has reached the highest degree
of development. It is proposed in this chapter to summarize
the history of discount rates in the Federal reserve system,
to describe the place of the reserve bank rate in the general
structure of money rates, to point out the conditions that dis-
tinguish the situation in this country from that in England, and
to outline some of the principles of rate policy that appear to
have grown out of American experience during the first decade of
the operation of the Federal reserve system. )

Discount Rate Policy Prior to the Autumn of 1919.—During
the first years of the system’s operation prior to the entry of 1_:he
United States into the World War there was but little borrowing
by member banks from the Federal reserve banks, a large part
of whose operations consisted in the purchase of acceptances
and povernment securities. The reduction of reserve require-
ments for member banks by the Federal Reserve Act and the
large gold imports resulted in an abundance of loanable funds- at
the disposal of member banks which, therefore, were applying
for but little accommodation at the reserve banks. In these
circumstances the rates charged by the reserve banks were of

39
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40 FEDERAL RESERVE SYSTEM IN OPERATION

relatively small importance and need not be discussed in this
study. During the period of our participation in the war, when
the government was floating its war loans, and for about a year
after the armistice when war financing continued to be the
principal factor in the credit situation, the Federal reserve banks
were guided in their rate policy chicfly by the necessity for
supporting the Treasury. The level of discount rates was kept
low and preferential rates were granted on loans secured by
government obligations. As stated in the preceding chapter, a
large part of the borrowing at the reserve banks during 1917,
1918, and the first half of 1919 was of this character, and the
discount rate was thus not used as a means of credit control—
but as a method of helping the government to raise the funds
necessary for the prosecution of the war. It was not until the
summer of 1919 that the usc of the discount rate as a means of
credit control reccived serious consideration.

Advances in Discount Rates in 1919 and 1920.—It became
apparent early in 1919 that the recession in prices and the
volume of business activity, which had followed the armistice,
were short-lived, and that the country was entering upon 2
period of rapid business and credit expansion and of pricc
advances. There was evidence of a growth of speculative activ-
ity, and the Federal Reserve Board issued several warnings to the
reserve banks and the member banks pointing out that a con-
tinued growth of bank credit, especially for speculative purposes,
would endanger the soundness of the banks of the country.
Little hced was paid to these warnings, however, and the growth
of the volume of bank credit in use continued at a rapid rate.
Thus total loans of all the member banks increased from about
$14,000,000,000 on Mar. 4, 1919 to $15,500,000,000 on June 30,
and $17,500,000,000 on Nov. 17 of the same year, an increase of
25 per cent in a period of a little more than 9 months. During
f,he same period the earning assets of the Federal reserve banks
increased by about $700,000,000. While the Federal Reserve
Bpard and the reserve banks were cognizant of this eredit expan-
sion and fully realized its dangers, they did not feel free to raise
discount rates, as at that time the Treasury was engaged in
the flotation of the Victory loan upon which the instalments
were still being paid by the purchasers. It was not until Novem-
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ber, 1919, that the first rate advances were made by the Federal
reserve banks.

On Nov. 3, the Federal Reserve Bank of New York raised its
discount rate on commercial paper from 4 to 434 per cent, and
rate advances were also made by other Federal reserve banks.
These advances have an important historical significance, as
they mark the beginning of discount rate action independent of
the interests of the Treasury and thus are the first step in the
direction of reserve bank policy based upon prevailing credit
conditions. The establishment of higher discount rates was
taken by the public to mean that the Federal reserve system was
seriously concerned about existing credit trends and was prepared
to take such action as the conditions might demand. There
followed a flurry on the stock exchange and an abrupt rise in
call money rates to 30 per cent, but credit expansion both at
member banks and at the reserve banks continued.

In view of these developments, together with the fact that
gold was leaving the country in considerable quantitics, as the
result of withdrawals by South American and Oriental countries
of balances built up during the war,! the Federal reserve system,
early in 1920, considered the desirability of further rate advances.
At that time the ratio of reserves, at the reserve banks, to the
combined deposit and note liabilities was only about 42 per
cent, and was thus approaching its legally required minimum,
and at some of the reserve banks it would have been below the
minimum had they not built up their reserves by borrowing
from other reserve banks. Toward the end of January a general
advance in discount rates was put into effect, the rate in New
York rising from 434 to 6 per cent.

The same tendencies, however, continued to be manifest in
the credit situation during the spring months of 1920. At a
meeting in May between the Federal Reserve Board, the Federal
Advisory Council, the governors of the Federal reserve banks,
and the banking directors (Class A) the credit situation was
carefully canvassed and it was decided that further rate advances
were necessary. At this conference, the minutes of which have
since been made public,®> the governor of the Federal Reserve

1 Between Sept. 10, 1917 and July 9, 1919, gold exports were prohibited.
2 Senate Document 310, Sixty-seventh Congress, Fourth Session.
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Board stated that the banks of the country were facing a serious
situation as the result of a rapid expansion of credit, and the
prevailing wave of extravagance and speculation, that a turn
in the business situation was inevitable, that the Federal reserve
banks must cooperate with other banks and with the public to
bring about gradual liquidation, but that there must be no
attempt at radical or drastic deflation which would result in a
serious disturbance of business, The conference expressed
itself in general agreement with the governor, and the governors
and directors upon returning to their banks recommended to the
boards of directors a general advance of the discount rates. On
June 1 the rate at the New York bank was advanced to 7 per
cent; at about the same time rates at the other reserve banks
were raised to 6 or 7 per cent, and four of the banks adopted
systems of progressive rates.

Progressive Rates.—Progressive rates were authorized by an
amendment to the Federal Reserve Act passed during the pre-
ceding winter, which gave the reserve banks the right to charge
individual member banks a graduated rate of discount increasing
in proportion as the volume of their borrowing above a specified
amount, known as the basic line, increased. The principle of
progressive rates is in accordance with the proviso in the Act
that credit extended to each member bank shall be granted
“with due regard for the claims and demands of other member
banks.” The adoption of progressive rates in 1920 was for the
purpose of distributing Federal reserve bank credit more evenly
among the member banks, and of discouraging cxcessive borrow-
ings by a small number of banks. The basic lines were deter-
mined differently in the several banks adopting progressive rates,
but the principle and purpose of the system was the same in all
cases. Though these rates accomplished some of the purposes
for which they were adopted, and resulted in a wider and more
equitable use of reserve bank credit, they caused hardship to some
individual member banks and were probably not worked out and
administered in the most effective manner. The rates were
in force a relatively short time, and when they were abolished
and flat rates substituted all charges to any member bank in
excess of 12 per cent were refunded. The Agricultural Credits
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Act of 1923 repealed the amendment authorizing the charging
of progressive rates.!

Reduction of Discount Rates since 1920.—For about a year
the high rates established in May, 1920, continued to be in
effect. In the meantime the country passed from a period of
business and credit expansion and price advances into a period
of business depression, credit liquidation, and falling prices.
Though the rates were raised in May the use of member bank and
reserve bank credit continued to grow until the autumn months
of 1920. Prices, however, began to decline rapidly in June,
had fallen by about 27 per cent before the end of the year, and
continued to decline throughout 1921. While bank loans to
domestic borrowers were being repaid in 1921 as a result of lower
prices and smaller currency and credit requirement of business,
there was also a large volume of liquidation of advances to foreign
countries through the heavy inflow of gold which began late in
1920, came in large volume in 1921, and has continued to
the present time (August, 1924). The reserve position of the
reserve banks was rapidly improving, and the volume of inter-
reserve bank accommodation was constantly diminishing. In
view of all these developments the reserve banks began, in the
spring of 1921, a gradual reduction of their discount rates. The 7
per cent rate, which had been in effect at six of the reserve banks,
was discontinued by May, 1921, and the rates continued an
uninterrupted decline for over a year, so that at the end of July,
1922, the rates were 4 per cent in Boston, New York, and San
Francisco, and 414 per cent at nearly all the other banks. The
rates prevailing at all the reserve banks at the end of each month
from November, 1919 to October, 1924, are shown in the table
on page 53. .

In the early months of 1923 the rates at Boston, New York,
and San Francisco were raised to 414 per cent in view of the fact
that at that time there was evidence of speculation and expansion
at the financial centers, and from March, 1923 to May, 1924
a uniform rate of 414 per cent prevailed at all the reserve banks
and on all classes of paper. This was the only period of

! For discussion of the experience with progressive rates see 67th Congress,
4th Session, Senate Document, 291, reprinted in H. P. Witris' “The
Federal Reserve System,” p. 1354,
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such uniformity of rates in the history of the Federal reserve
system,

In 1924, the continued inflow of gold and the reduced demand
for currency caused by a recession in the volumne of business
activity resulted in extremely casy conditions in the money
market, and in the lowest level of money rates in more than a
decade. ‘In view of these conditions the discount rate at the
New York reserve bank was reduced gradually from 414 to 4,
then to 314, and finally to 3 per cent, the lowest rate since the
establishment of the system, and rates at all the other reserve
banks were reduced to 4 or 314 per cent. At its present level,
the discount rate at the New York bank is lower than the rate at
any other central bank in the world.

Place of Discount Rate in Rate Structure.—In the general
structure of money rates the discount rate of the Federal reserve
banks has not as yet found a definite or permanent position, but
its relationship to certain important money rates is gradually
becoming established. The rate charged by Federal reserve
banks on discounts for member banks is almost invariably
lower than the rate charged by the latter on loans to their
customers. The spread between these rates differs at different
times and particularly in different places, but alinost never does
the rate charged by the reserve banks exceed the rate on custom-
ers’ loans. Thus, for instance, in December, 1923, when the
discount rate was uniformly 434 per cent at all Federal reserve
banks, the average rate charged by member banks on paper
rediscounted with the Federal reserve banks averaged 5.60 per
cent and varied by districts as follows:

Pen PER

CesT Cext
Boston..................... 5.30 Chicago.................... 6.00
New York.................. 5.38 St.Louis.............cc0ven 6.03
Philadelphia................. 5.81 Minneapohis................. 7.99
Cleveland................... 5.71 Kansas City................. 7.04
Richmond.................. 6.10 Dallas...................... 8.21
Atlanta................... 6.20 San Francisco............... 5.86

In the financial centers, where there is keener competition
between banks for borrowers, rates charged to customers are
lower and the spread between customer rates and the reserve
bank discount rate is less than 1 per cent, while in the agricultural
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districts rates are much higher and the spread is as much as 4
per cent. That this difference between Federal reserve districts
is-in part a reflection of differences between banks in large
cities and in country towns is indicated by the fact that during
the same month the average rate charged to customers was
5.44 per cent in cities of 100,000 or more inhabitants, 6.34 per cent
in cities between 15,000 and 100,000 inhabitants, and 7.54 per
cent in cities and towns of less than 15,000 inhabitants. This
difference between city banks and country banks is due in part
to the smaller competition between country banks, partly to
the greater risk incurred by banks in the less developed parts
of the country, and partly to the relatively greater cost of conduct-
ing the banking business in country districts where the volume
of operations is smaller and overhead expenses per dollar loaned
are correspondingly larger.

MONEY RATES IN NEW YORK

PER CENT PER CENT
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Tig. 7.—The discount rate of the New York Federal Reserve Bank is gener-
ally between the yield on treasury certificates and the open-market rate on prime

eommercial paper.

Discount, rates are thus universally lower than rates on cus-
tomer loans. The position of the discount rate in relation to the
open-market rate on prime commerecial paper and to the yield
on Treasury certificates in the New York market is illustrated by
the chart (Fig. 7). The discount rate is generally below the
commercial paper rate and above the yield on Treasury certifi-
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cates; it is also above the rate on bankers’ aceeptances, which is
only slightly above the yield on certificates. Thus the discount
rate tends to be higher than the rate on the most liquid kind of
short-term paper, and below the rate on one-name commercial
paper. The chart shows that when early in 1922 the com-
mercial rate fell below, the discount rate, the latter was reduced
from 414 to 4 per cent, and that in February, 1923, when this
spread was widening, the discount rate was advanced once more
to 414 per cent. In 1924 the series of reductions in the discount
rate at the New York reserve bank has been preceded by declines
in open-market rates. The inference from these observations
is not that the discount rate is deliberately adjusted to market
rates, but that both rates reflect the influence of the same set of
financial developments, and that for the past 3 years a fairly
definite relationship has existed between the different interest
-and discount rates.

Comparison with the Bank of England Rate.—Bank rate in
England has traditionally been above the open market-rate, and
this relationship has been considered as an essential part of
credit administration by a central institution. This rate rela-
tionship is based on the principle that the central bank must not
be resorted to by the market, except at times of real necessity
and at some expense to the borrower, who must pay more for
money obtained from the central bank than he receives from his
customers on his own loan. There are, however, important
differences between the banking structure and practice in Great
Britain and in the United States. In London the joint stock
banks do not rediscount paper with the Bank of England.
Instead, when their funds are low they call their loans to brokers
and discount houses, and these turn to the Bank of England to
obtain the funds needed to pay their borrowings from the joint
stock banks. The paper that is rediscounted with the central
bank consists almost entirely of acceptaneces bearing a rate lower
than bank rate, as the official minimum rate charged by the Bank
of England is called. Line of credit loans by the joint stock
banks to their customers in England are made in the form of
book entries, or overdrafts, which do not result in the creation of
negf)tiable instruments and are, therefore, not available for
rediscount. These advances generally bear a rate higher than
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bank rate, and in many cases customers have a definite agree-
ment with their banks that their advances will bear a rate 1 or
14 per cent above bank rate. Thus the class of loansin England,
corresponding to those on which member banks borrow from the
Federal reserve banks in this country, bears a higher rate of
interest than is charged by the central bank and, as seen above,
acceptances in this country, which correspond to the paper
rediscounted in London with the Bank of England, bear a lower
rate than the discount rate of the reserve banks. It appears,
therefore, that when comparison is made between similar classes
of loans, the rate structure in this country and in England is
essentially similar. There remains, however, this difference:
In London, borrowing from the Bank of England is done on paper
- bearing a rate below bank rate, while in this country, borrowing
from the reserve banks is done on paper bearing a higher rate
than the reserve bank discount rate. This difference arises
partly out of the different importance of acceptancesin theLondon
and in the New York market, and partly out of the difference in
banking structure and tradition in the two countries. From one
point of view, however, this is merely adifferencein technique: In
both markets when money is borrowed from the central bank, it
bears a rate higher than the rate on the most liquid form of open-
market paper, but lower than the rate charged to customers by
commercial banks. In the final analysis the principal difference
is that in England there is one, highly centralized money market
with the Bank of England, an independent, privately owned
institution, at its apex, while in this country there are twelve
Federal reserve districts, with highly different economic and
financial conditions, served by twelve autonomous reserve
banks, which are owned and managed, with government partici-
pation and supervision, by the member banks. The conclusion
from this comparison 13, that while there are many analogies
between banking conditions and practices in this country and in
England, there are sufficient differences in the nature of the
money market and in the character of services rendered by the
Bank of England and the Federal reserve banks, to make it
impossible to follow British precedents in American banking
practice. The fact is that, though the British maxim that
bank rate should be higher than market rate has generally been
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quoted with approval in American banking discussion, in prac-
tice, Federal reserve bank discount policy has been adjusted
to American conditions to which this maxim has not been
applicable.

Relation of Discount Rate to Member Bank Earnings.—Since
member banks can borrow at the reserve banks at a lower rate
than they receive from their customers, the question arises why
member banks do not borrow as much as possible on the basis of
available eligible paper and United States securities in order to
profit by the margin between the discount rate and their own
rate to customers. This is due in part to a banking tradition
which has not been altogether destroyed by war-financing experi-
ence, that a bank must not borrow, except in emergencics, and
that heavy borrowings by a bank reflect unfavorably on its
standing. It is also due to the fact that the Federal reserve
banks disapprove the practice of borrowing reserve bank funds,
which are a joint reserve of credit belonging to all the members,
for the purpose of increasing the earnings of an individual bank.
When a reserve bank finds that a member bank is borrowing
for such a purpose it uses its influence against the continuance of
such borrowing. But the reserve banks, especially at financial
centers, are not in a position to know in every case to what pur-
pose funds obtained from them are put, and the fact that borrow-
ing from the reserve banks for profit is a rare occurrence needs
further explanation. That it is infrequent and unimportant in
amount is evident from the fact that the volume of discounts at
the reserve banks declines rapidly whenever the member banks
have funds available for the reduction of their borrowings. Onb
Aug. 27, 1924, for instance, total discounts of all the member
banks were only $263,000,000, compared with $816,000,000 a
year earlier, and nearly $3,000,000,000 at the peak of credit
demand in 1920. The chart (Fig. 8) shows the relation between
the discount rate at the Federal Reserve Bank of New York and
the volume of discounts for member banks. It brings out the
fact that member bank borrowings continued to increase in 1920
after the rate was advanced to 7 per cent, and continued to
decline in 1921 and 1922 and also in 1924, in spite of successive
rate reductions. The volume of borrowing at the reserve banks
is thus not immediately and directly responsive to changes in the
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discount rate as it would be if member banks were in the habit of
borrowing as much as they could lend at a rate higher than the
discount rate.

The reasons why banks do not, to any great extent, use reserve
bank funds to increase their earnings are different in the financial
centers and in other sections of the country. In the financial cen-
ters, where, as has been pointed out, the spread between discount
rates and customer rates is relatively narrow, the banks find that,

DISCOUNTS AND DISCOUNT RATES
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Tia. 8.—Holdings of discounted paper at the New York Reserve Bank con-
tinued to increase after the discount rate was raised to 7 per-cent in 1920—and
continued to decline between 1921 and 1924, with a rally in 1922, while the
rate was gradually reduced to 3 per cent.

as a rule, they cannot borrow from the reserve banks with
profit after allowance is made for the expenses of the loan and of
the resulting deposit account, except when the credit require-
ments of their customers are in excess of funds available out of
the banks’ own resources. In a period like the summer of 1924,
when money conditions were so easy that the banks had difficulty
in finding profitable employment for their funds, borrowings
from the reserve bank in New York were reduced to a negligible
amount. On the other hand, during the period of the greatest
credit demand in 1920, member banks in certain cases borrowed
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from the reserve bank at 7 per cent in order to accommodate
important customers of long standing with loans at lower rates.

In the country districts, where a much wider spread exists
between the discount rate and rates charged to customers, there
is a more definite limit to the credit required by the business of
the community, and member banks cannot lend money borrowed
from the reserve bank in excess of local needs without reducing
the general level of rates and thus cutting into their own earnings.
It is true that the banks could borrow from the reserve bank and
invest the money in the open market, but the margin between
discount rates and open-market rates is generally insufficient
to make such a transaction profitable. The fact is that in prac-
tice, as well as in theory, on account of tradition, reserve bank
policy, and conditions in the money market, the funds borrowed
from the reserve banks are used ‘‘to accommodate commcerce
and business,” and not for the profit of any individual member
bank.

Summary of Experience with Discount Rates.—Discount
rate policy independent of Treasury needs has not had a suffi-
ciently long period of development in this country to resuit in
the formulation of definite rules upon which rate changes arc
based. Certain observations, however, may be derived from the
system’s experience during the past 5 years. It is apparent, in
the first place, that discount rates are advanced when the reserve
position approaches its legal minimum, as was the case in 1920.
On the other hand, under present conditions of abnormal gold
movements resulting from the disorganization of international
financial relations, the mere existence of a high reserve ratio is not
considered a sufficient reason for a reduction of discount rates.
Tl§us rates were advanced in 1923 at three reserve banks, in
spite of a high level of the reserve ratio, and subsequently
rfamained unchanged for over a year at all reserve banks at &
time when the reserve ratio wasrising., In existing circumstances
t?le reserve ratio has no direct bearing on the domestic credit
situation, as has been pointed out by the Federal Reserve Board
in a review printed in Appendix K,

.Discount rate advances have been made in the past for indi-
vidual member banks, which at a time of credit strain were using
more than their share of reserve bank credit. The principle of
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graduated charges, or progressive rates, was considered to be in
accordance with the spirit of the Federal Reserve Act and with
the purposes of the establishment of the Federal reserve system,
since the reserve banks could not supply all their members with
their just quota of assistance out of the common fund if individual
members were allowed to use up a disproportionate amount of
available funds. Under the present law, however, since the
repeal in 1923 of the amendment authorizing progressive rates,
the reserve banks will be able to cope with such a situation, if
it arises again, only by the use of discretion in granting accommo-
dation to certain banks and not through the application of vari-
able rates to the borrowings of individual member banks.

An important relationship exists between reserve bank dis-
count rates and money rates prevailing in the open market.
Since 1919, when government financing ceased to be the domi-
nant factor in rate policy, discount rates at the reserve banks
have not been, for any length of time, out of line with open-
market money rates, occupying, most of the time, a position
above the yield on short-term government obligations and the
rate on acceptances, and below the rate on commercial paper
and on line of credit loans of member banks to their customers.
There is nothing sacred or final in the present rate structure, but
it appears to be adapted to credit conditions prevailing in the
United States during the past few years. To what extent
market rates are influenced by changes in the discount rate, and,
conversely, how much changes of rates in the open market are
reflected in reserve bank rate advances or declines is a problfzm
that requires much further study before a definite conclusion
can be reached. It suffices for the present purpose to call
attention to the existence of the relationship without undertaking
to determine the extent and manner in which it is a causal
relationship. .

During the past few years, and particularly since 1922, there
has been an increasing tendency to relate reserve bank rate
policy more directly to the prevailing relationship between the
volume of production, employment, and trade, on the one hun‘d,
and changes in the volume of bank credit, on the other. Dis-
count policy of the reserve banks in 1922 and_1923, aqd the
development of guides to credit policy were discussed in the
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Tenth Annual Report of the Federal Reserve Board, portions of
which are reprinted in the Appendix on page 327. At times when
the volume of credit is increasing in response to the growing
volume of physical production and trade, in other words, when
the demand is for productive credit, it has been considered
unnecessary to restrain the growth of credit; and it is only at
times when production has heen constant or receding and credit
growth has represented an increase in speculative activity and
in competitive bidding for a limited supply of goods, that it has
been deecmed advisable to consider the desirability of rate
advances.

In the same report the Board discusses the relation between
credit and prices and reaches the conclusion that, though there
is an intimate relation between changes in the volume of credit
in use and in the price level, this relationship is not one of cause
and effcet, and that price changes, which reflect an accomplished
fact, are not an adequate guide to eredit policy which, in order
to be effective, must be timely and must anticipate conditions
that tend ultimately to result in changes of the price level. It
is to the development of more complete data on current business
trends, and to an improved technique of interpretation of their
relation to credit conditions, that the system is looking for the
gradual establishment of guides to discount rate poliey.

It should be mentioned in conclusion, that during the past 2
years there has developed a more complete adjustinent of dis-
count rate policy to open-market operations of the reserve banks,
and that these two phases of reserve bank credit policy must be
considered as mutually supplementary. A discussion of open-
market policy is presented in the following chapter.
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1 The following banks had progressive rates in effect for the periods indieated: Atlanta,
from May 1, 1920, to Nov. 1, 1920; $t. Louis, from May 26, 1920, to June 23, 1921; Kansas
City, from April 19, 1920, to Aug. 1, 1921; Dallas, from May 21, 1921, to Feb. 15, 1921.
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CHAPTER V
OPEN-MARKET OPERATIONS

In discounting paper the role of the reserve banks is purely
passive as the initiative in the transaction lies entirely with the
member banks. In order to enable the reserve banks to operate
in the market on their own initiative when conditions make it
desirable, the Federal Reserve Act in Sce. 14 gives these banks
authority to “purchase and sell in the open market, at home or
abroad, either from or to domestic or foreign banks, firms, cor-
porations, or individuals, cable transfers and bankers’ accept-
ances and bills of exchange of the kinds and maturities by this
Act made eligible for rediscount;” and also to deal in gold coin
and bullion, and to buy and sell obligations of the United States
government and certain specified kinds of securities issued by
state and local governments. It is to be noted, that the reserve
banks do not have authority to purchase corporate sceuritics,
nor to buy in the open market ordinary promissory notes, of the
kinds that constitute the bulk of the paper discounted for mem-
ber banks. The two classes of paper to which open-market
operations of the reserve banks are restricted come, broadly
speaking, under two general heads: acceptances, and govern-
ment securities.

The Federal Reserve Banks and the Acceptance Market.—
Acceptances are a form of credit which, prior to the enactment
of the Federal reserve law, was hardly known in the United
States. Business in this country was, and still is, usually trans-
acted on the basis of open book accounts or of promissory
notes given by the purchaser of goods to the seller, who in turn
discounts the notes with his bank. A large part of bank credit
extended to business men is in return for such notes or one-name
paper, which is the staple credit instrument in our money market.
As compared with the promissory note the acceptance, which is
in much wider use in foreign countries than in the United States,
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has the advantage of greater negotiability and liquidity.. An
acceptance is a bill drawn by the seller of goods upon the pur-
chaser or upon his bank, and accepted through indorsement
cither by the purchaser or on his behalf by his bank. In the
former case it is called a trade acceptance and in the latter a
banker’s aceeptance. In either case it has the signature and
backing of the credit both of the purchaser or his bank and of the
seller of the goods, and in case it is a banker’s acceptance
it partakes of the increased prestige and credit of the bank,
which by aceepting it has guaranteed its liquidation on
maturity. :

One purpose of the introduction of acceptances into the system
of credit used in the United States was to create a broader dis-
count market. It was expected that the existence of a large
volume of credit instruments of unquestioned liquidity and
negotiability, which could be bought and sold in the open market
somewhat like stocks and bonds, would exert an equalizing influ-
ence upon interest rates throughout the country. The accept-
ance was intended also to afford employment for temporarily
idle funds of banks and other institutions and individuals, and
to provide to business organizations a means of obtaining funds
to finance certain of their operations without borrowing at their
regular bank or banks. Up to the present time the bulk of
acceptances executed in this country is for the purpose of finane-
ing transactions in foreign trade.

In order to encourage the development of the acceptance
market the Federal reserve banks, and especially the Ifederal
Reserve Bank of New York, have always stood ready to buy or
discount acceptances offered for sale, and have made it possible
for acceptance houses and bill brokers to operate with a relatively
small capital in the assurance that they can always dispose of
their acceptance holdings to the Federal reserve bank. In 1919,
when foreign trade was at its height and money rates were high,
the acceptance holdings of the Federal reserve banks reached
about $600,000,000. After that time they declined to only
about $20,000,000 in the middle of 1921, owing partly to the
reduced volume of foreign trade and consequently of acceptances
outstanding, and partly to the casier money conditions which
made it possible for dealers to obtain funds for handling accept-
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ances without assistance from the reserve banks. Another
factor was the increasing familiarity of the investing public with
acceptances which made it casier for the dealers to find investors
for the bills in their possession. From the minimum of about
$20,000,000 in the middle of 1921, acceptance holdings of the
reserve banks increased again to about $250,000,000 at the end
of 1922, chiefly because the stiffening of money rates induced
dealers to dispose of acceptances to the Federal reserve banks,
but also for the reason that the Federal reserve banks, having
large amounts of excess funds available and but a small volume
of discounts, purchased acceptances on their own initiative.
Throughout 1923 the reserve banks held a substantial amount of
acceptances, and in the latter part of the year they further
increased their holdings so that on Dec. 26 the total amounted
to $355,000,000. In 1924 aceeptance holdings of the reserve
banks declined as a result of the extreme case in the money
market, and at the middle of August the total volume of bills
bought in the open market was only $18,000,000. Since that
time acceptance holdings increased once more in responsc to the
autumn demand for credit and currency and at the end of
December the total was 8387,000,000.

Acceptances of Agricultural Cooperative Associations.—A
class of acceptances, which has recently become of some impor-
tance, is that of agricultural marketing associations. In its
desire to be of assistance to agriculture the Federal Reserve
Board, during the past two or three years, has made scveral
rulings favorable to drafts of such associations. Whenever
these associations are organized according to the Sapiro Plan,
whose principal characteristics are that they arc mutual non-
profit-making organizations and that they acquire property
rights in the produects when these are turned over to the associa-
tion, the paper of such associations, when accepted by a bank,
has been held by the Board to be eligible for purchase or redis-
count with the reserve banks as agricultural paper with a matu-
rity of 6 months (since 1923—9 months) when the proceeds of the
acceptance are to be used for agricultural purposcs, and as
commercial paper with a maximum maturity of 90 days when
the proceeds are to be used for other purposes. Some of the
provisions of the Agricultural Credits Act of 1923 have further
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expanded the system’s authority in the purchase of aceeptances
of cooperative associations.!

Acceptance Market Still Limited in Scope.—While the Federal
reserve banks have done whatever they could towards the
encouragement of the acceptance business, and while there has
been some development in this direction, the market for accepted
bills being considerably wider than a few years ago, acceptanees
still constitute a minor part of our credit machinery which
continues to be based primarily on the one-name promissory
note. In this respect credit conditions here differ materially
from those prevailing in England, where there is a constant supply
of highly standardized acceptances with a well-organized market,
and where, when money becomes tight, a stream of these accept-
ances flows into the Bank of England. A different type of credit
machinery has grown up in this country and appears to be
adapted to the requirements of our business organizations,
with the consequence that the acceptance market has had a
relatively slow growth and that no discount market national in
scope has as yet Dbeen established. Interest rates vary in
difierent sections of the country, and there is no evidence of a
tendency toward standardization of these rates. In this partic-
ular the accomplishment of the Federal reserve system has not
come up to the most sanguine expectations of the framers of
the Aet,

Purchase and Sale of United States Securities.—Turning
now to the other class of open market operations in which the
reserve banks are authorized to engage, the purchase and sale
of government securities, it is found that until the past 2 or 3
years the reserve banks’ dealings in government obligations were
on a limited secale, though, as has been pointed out before, the
reserve banks during the Liberty and Vietory loan campaigns,
and more recently, have carried large amounts of paper secured
by government obligations.

Such government sccurities as were purchased were chiefly
of three types: Pittman certificates; temporary Treasury ecertifi-
cates to cover overdrafts; and government obligations acquired
under repurchase agreements. Pittman certificates were held

18ec Appendix E on Agricultural Credit Facilities under the Federal
Reserve Act.
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as sccurity for Federal reserve bank notes in circulation, as is
explained on page 77. Temporary certificates are bills issued
by the Treasury of the United States to cover overdrafts, princi-
pally around income tax dates when large amounts of Treasury
tax certificates come due and must be promptly redeemed by the
government, while income tax checks may require several days
for collection. These overdraft certificates are renewed each day
and generally do not remain outstanding for more than a few
days. Government obligations acquired wunder repurchase
agreement represent securities bought from a non-member bank
or a bill broker with the understanding that these securities will
be repurchased by the seller after a short period, usually 15
days. The volume of such securities, the purchase of which
constitutes in substance a method by which others than member
banks can borrow from the reserve banks, has not been large at
any time.

From the organization of the Federal reserve system to the
closing months of 1921, government sccurities, except for the
periodical brief appearance of overdraft certificates, were a
fairly constant item in the earning assets of the reserve banks,
and did not fluctuate in response to credit conditions. It was
not until the early part of 1922 that this item in the statement
began to show considerable fluctuations. At that time member
banks were rapidly repaying their borrowings from the reserve
banks and the latter's total earning assets were at a relatively
low level and rapidly deelining. In these circumstances the
reserve banks invested in government securities in considerable
volume partly for the purpose of assuring to themselves sufficient
earnings to meet their expenses and dividends. During the
preceding years of rapid growth the systern’s expenses had become
heavy, largely on account of services not connected with the
discounting of paper; and the continuance of these expenses
at a time when earning assets were rapidly diminishing indueced
the reserve banks to endeavor to build up their earnings through
the purchase of government sceurities.

Developments in 1922 and 1923.—Experience in 1922, however,
indicated that earning assets eannot always be increased through
the purchase of sccurities in the open market. There appeared
at that time to be a definite relationship between Federal reserve
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bank purchases in the open market and the volumne of discounts.
As the volume of sceurities increased there was a corresponding
decline in discounts, and total earning assets remained relatively
constant. This was for the reason that {otal earning assets
of the Federal reserve banks, including their discounts, accept-
ances, and government securities, measure the volume of reserve
bank credit in use, and this total is continuously in process of
adjustment to the demand for such credit. At a time when
there is a large volume of discounts for member banks and a
diminishing demand for credit and currency, the addition of
funds to the market through the purchase of securities increases
the volume of surplus funds and leads to further liquidation of
indebtedness to the reserve banks. The chart (IYig. 9) shows

MILLIONS OF DOLLARS MILLIONS OF DOLLARS
T ¥
COMPOSITION OF
FEDERAL RESERVE BANK ASSETS
Total Earning Asset
1200
Discounts
7
600
coeptances ,/
- \& U.S-SEG"“'/ M
o~
\..__..t’
922 1923 1924

F1a. 9.—During 1922 and 1923 the volume of earning assets of the Federal
rescrve banks remained fairly constant, but their composition changed, us
purchases in the open market were aceompanied by reductions in discounts, aund
sales in the open market—by inereases in discounts. In 1924 discounts declined
more than open-market purchases increased, with the comscquence that the
volume of carning assets tended downward, *

graphically the compensatory movement of discounts and open-
market securities in 1922 and 1923. After the middle of 1922,
and especially in the early part of 1923, when discounts at the
reserve banks were increasing, and the reserve banks began
to dispose of their security holdings, the changes in the volume
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of the {wo classes of reserve bank credit continued to offsct each
other, and total carning assets of the reserve banks showed
relatively narrow fluctuations, Thus for a period of more than
a year, the total volume of reserve bank credit fluctuated around
$1,200,000,000, and remained within a range of from $1,000,000,-
000 to $1,350,000,000. During that period discounts fluctuated
between $1,000,000,000 and less than $400,000,000, and govern-
ment sccurity holdings between $225,000,000 and $600,000,000.
'This relationship is explained by the faet that in 1922, when
the reserve banks purchased government securities, this resulted
in an inflow into the eredit reservoir of reserve bank funds in
excess of the requirements of ‘the business community, and the
excess was utilized to reduce the indebtedness of member banks
to the reserve banks, 7.¢., in a deerease in the voluine of discounts.
On the other hand, in the carly part of 1923 when the reserve
banks disposed of their open-market holdings, the result was a
shortage of funds leading to the need of additional discounts by
member banks. During the period under discussion, therefore,
there was a constant adjustment of the amount of reserve bank
credit required and the amount in use, with the consequence
that purchases and sales of the reserve banks in the open market
were balanced in the total of earning assets by equivalent declines
and increases in the volume of discounts held.

Open-market Policy a System Matter.—The compensatory
relationship between open-market purchases and discounts which
obtained for the system as a whole in 1922 and 1923 did not,
however, prevail for cach individual reserve bank. There were
large purchases of government sccurities by certain reserve banks
in the interior without corresponding declines in discounts for
their own member banks. But the fact that for the twelve
banks combined earning assets remained comparatively constant
throughout this period, indicates that a corresponding liquida-
tion took place at other reserve banks. This was due largely to
the concentration of open-market dealings at the financial
centers. Purchases and sales of open-market obligations were
effected largely in the New York market, and the sale of govern-
ment securities by the Federal Reserve Bank of Dallas, for
instance, while it left the volume of that bank's discounts
unchanged was refiected in a shortage of funds in the New York
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market with a consequent inerease in the discounts at the Federal
Reserve Bank of New York. And, conversely, open-market
purchases by a bank in the interior resulted in an overabundance
of funds in New York and in a reduction of discounts at the
New York bank.

A recognition of this close inter-relationship of open-market
operations of the twelve Federal reserve banks and of their
effect upon the discount holdings of the system as a whole,
emphasized the desirability of coordinating more closely the
open-market operations of the several reserve banks and led to
a discussion of open-market policy at a conference of the Federal
Reserve Board with the governors of the reserve banks, held
in March, 1923. The Federal Reserve Board’s position in the
matter was indicated by the adoption of the following principle
with respect to open-market investment operations of the
Federal reserve banks:

That the time, manner, character, and volume of open-market invest-
ments purchased by Federal reserve banks, be governed with primary
regard to the accommodation of commerce and business and to the
cffect of such purchases or sales on the general credit situation.

At the same tiine a committee of governors of the reserve banks
was appointed to supervise, in conjunction with the Board, the
open-market operations of all the reserve banks.!

Recent Developments in Open-market Policy.—In the first
half of 1924 the reserve banks once more purchased a consider-
able volume of government sccurities, so that in the middle of
that year carning assets consisted of securities in more than
twice the amount of discounts for member banks. The year
was one of recession in business, with & consequent decrease in
the demand for currency, and of continued gold imports in
larger volume than during cither of the two preceding years,
As a consequence, there was a diminished demand for reserve
bank credit, and its outstanding volume in the summer of 1924
was smaller than at any time since early in 1917,

Sccurity purchases in these cireumstances resulted in the build-
ing up at the reserve banks of a portfolio of United States obli-

1See Review of the Month for May, 1923, reprinted in Appendix K on
p- 318.
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gations, and thus put the Federal reserve banks in a position
by the subsequent sale of these sccurities to cause member
banks to discount paper with the reserve banks. Experience
has demonstrated that open-market sales, when properly timed,
can be used effectively to support the discount policy of the
reserve banks. Thus early in 1923, when there was evidence
of a speculative boom in the financial centers and the discount
rate was advanced in New York and Boston from 4 to 414 per
cent, the reserve banks at the same time sold securitics, thus
making it nccessary for the member banks to borrow from the
reserve banks at the higher rate, if they wished to continue
to employ an undiminished volume of reserve bank credit.
It is believed that at that time this action of the reserve
banks, together with the cautious attitude of the business com-
munity, prevented the occurrence of an unhealthy eredit expan-
sion. Thus the sale of sccurities, when properly timed, may
support the discount policy of the reserve banks, and the proper
management and timing of open-market operations conse-

quently constitutes a part of the technique of an effective
credit policy.
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CHAPTER VI
FEDERAL RESERVE NOTES

Greater elasticity of our currency was onc of the essential
purposes for which the Federal reserve system was established.
Next to the organization of the Federal reserve banks, them-
selves, “to furnish an eclastic currency” is the first purpose
mentioned in the title of the Federal Reserve Act. In this
respect the Act followed the precedents established by practi-
cally all laws organizing central banking institutions: The note-
issuing function is universally considered an important part of a
central bank’s operations, in many instances it is for this purpose
primarily that the bank was established, and it is largely through
the monopoly of note issue shared in some countries with the
government that most of the central banking institutions have
attained their position of influence. The Federal reserve banks,
however, are not the exclusive dispensers of currency in the
United States, as both the government and the national banks
continue to enjoy the privilege of issuing paper money. It is in
the clastic quality of the currency issued by the reserve banks,
the Federal reserve note, that lies the characteristic which dis-
tinguishes it from other forms of money in cireulation in the
United States.

Elasticity of Federal Reserve Notes.—Elastic currency may
be defined as paper money whose volume in circulation is at all
times responsive to the demand of the community for cash.
By this test the Federal reserve note is a highly elastic form of
currency, for the volume of these notes in circulation under
normal circumstances is in continuous process of adjustment to
the public’s cash requircments. Not only major changes in
currency demand developing from month to month and from
year to year, but even minor fluctuations occurring from day to
day find a reflection in the volume of Federal reserve note circula-
tion. "Thus the increase in retail purchases before the Christmas
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holidays, the cash requirements of vacation travel on the fourth
of July and on other holidays, and the larger currency needs at
the crop-marketing secason are all clearly reflected in changes of
the amount of Federal reserve notes in use.

What Makes Federal Reserve Notes Elastic?—Elasticity of
Federal reserve notes, compared with the inelastic character
of other kinds of money in circulation, is due to the fact that
Federal reserve notes may be issued against eligible commercial
paper, that is, they may be supplied in response to a demand
which has given rise to borrowing for the purpose of obtaining
currency, and may be retired when such borrowing is repaid. A
simple illustration will make this point clear. During the week
preceding the Christmas holidays a large amount of currency is
required by the public for the purpose of purchasing Christmas
gifts. The public at that time of the year withdraws large
amounts of currency from the banks. But the banks do not
keep on hand a sufficient supply of cash to meet this seasonal
demand, and they, therefore, turn to the reserve banks which
lend them enough money in Federal reserve notes to meet the
temporary requirements. The reserve banks issue Federal
reserve notes to the member banks in return for promissory
notes cither of these banks themseclves or of their customers.
The volume of currency in circulation thus increases in résponse
to the public demand. Examination of the chart (Fig. 4) on
page 29 will show that, in fact, Federal reserve note circulation
increases in the latter part of December of every year. After
the holiday has passed, the retail merchants deposit at their
banks the money spent in their stores by Christmas shoppers,
and the banks in turn, having no need of this additional amount
of cash, deposit it with the Federal reserve banks and use the
balances thus created to pay off a part of their borrowings at the
reserve banks. Federal reserve note circulation, in fact, declines
during the last week of December and in January. - Thus money
in circulation deereases asthe demand for it by the public declines-
This responsiveness to public demand is what constitutes the
clastic character of Federal reserve notes. -

Relation of Federal Reserve Note Circulation to Changes
in the Volume of Business.—In the illustration there was shown,
for purposes of simplicity, the cffect upon Federal reserve note
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circulation of the regular annual short-lived demand for ecur-
rency before the Christmas holidays. But the volume of Federal
reserve note circulation responds also to longer-term changes in
the demand for currency arising from changes in the volume of
productive and trade activity and from the level of wages and
commodity prices. At a time when industry is active, employ-
ment is general and prices are advancing, manufacturers require
large amounts of currency to meet their weckly or bi-weckly
payrolls. At such times the wage earners have larger earnings
and their purchases together with rising prices result in increased
activity and larger till money requirements at the retail stores..
Manufacturers and merchants, therefore, find it necessary to
borrow from their banks and to withdraw their borrowings in
cash. The banks in turn use the promissory notes thus received
from their customers for obtaining accommodation at the reserve
banks, which issue Federal reserve notes on the basis of these
notes. Thus once more a demand for currency by the public
results in increased issues of Federal reserve notes. On the
contrary, when business is less active, when unemployment
increases, and pay rolls decline, manufacturers require less cur-
rency and their cash withdrawals from the banks become smaller
than their cash deposits. At the same time merchants do less
business as retail trade suffers from the decreased buying power
of the workers, till money requirements become smaller and the
cash thus released flows into the banks. Cash holdings of the
banks, being swelled by a return flow from their industrial and
comumercial customers, become too large for the banks’ require-
ments and the excess is used to retire borrowings at the reserve
banks. Consequently, there is a decline in the volume of Federal
reserve notes in circulation. These longer-lerm, so-called
cyclical swings, in the volume of Federal reserve notes are clearly
illustrated by the chart (IMg. 4) on page 29, which shows the
Iarge increase of Federal reserve note circulation from 1917 to
1920, during the period of expanding business activity, and the
rise in prices; the decline in 1921 and the carly part of 1922
when business was less active and prices were declining; and
the subsequent rise in the last half of 1922 and early part of 1923
when business activity was once more on the up-grade. Post-
poning for the moment a diseussion of more recent developments,
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which introduced other factors into the situation, it is elear that
the volume of Federal reserve note circulution is affected both by
scasonal and longer-term changes in the demand for currency
and is, therefore, highly clastic.
Relation between Federal Reserve Notes and Federal Reserve
Bank Assets.—In discussing the changes in the demand for
currency in the preceding paragraphs it was mentioned that,
when member banks are in need of additional currency they
borrow from the Federal reserve banks, and that when the
demand for currency declines, member banks reduce their
indebtedness at the reserve banks. It follows from this that the
volume of borrowings at the reserve banks is influenced to a
-considerable extent by changes in the demand for currency.
The chart (I'ig. 3) on page 28 shows that, as a matter of fact,
throughout the larger part of the period covered there is a close
correspondence between the fluctuations in the volume of
reserve bank earning assets and of Federal reserve note circula-
tion. This close correlation is explained in part by the nature of
the circumstances that eause member banks to borrow from the
reserve banks. Member banks seek reserve bank accommoda-
tion, broadly speaking, for three reasons: (1) When their own
deposit liabilities increase and make it necessary for them to
have larger reserve balances in order to comply with the law;
(2) when transfers of funds to other districts or withdrawals
of.gold for export reduce their reserve balances below the legal
minimum; and (3) when their customers require an increased
amount of currency. Borrowing for the purpose of providing
sufficient reserves for increased deposit liabilities is in relatively
small volume for the reason that reserve requirements constitute
on the average only about one-tenth of deposit liabilities, so
that an increase of $10,000,000 in deposits causes an increase of
only 81,000,000 in required reserves. Borrowings for the purpose
of replenishing reserves depleted through the transfer of funds to
other IFederal reserve districts during certain periods have con-
stituted a large part of the accommodation at some of the
reserve banks, but funds transferred from member banks in one
district to member banks in another district, while they increase
borrowings in the first district, are likely to reduce them in the
second, so that for the system as a whole there is not likely to
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result any considerable change in the volume of member bank
borrowing. Withdrawals of gold for export would cause an
cquivalent amount of borrowing at the reserve banks, but the
system has had little experience with an export demand for gold.
In 1919 and the carly part of 1920, when this country was losing
gold, the demand for this gold was added to the other cause for
the increased use of reserve bank credit, but throughout most of
its history the Federal reserve system has operated at a time
when gold was either not moving in large quantitics, as during our
participation in the World War, or was moving into this country,
as in 1915-1916 and in 1921-1924. With borrowings caused by
increased deposit liabilities quantitatively unimportant, with
transfers of funds not affecting the systein as a whole, and gold
withdrawals relatively rare, the principal oceasion for borrowing at
the reserve banks during the first 10 years of their operation has
been the need for additional currency. This is due to the fact
that a demand for $10,000,000 of currency causes a member
bank to borrow from the reserve bank-—not $1,000,000, as in the
case of increased deposit liabilities, but the entire amount of
$10,000,000.% It is for these reasons that there has becn a close
correspondence between the volume of reserve bank assets and of
Federal reserve note circulation, as shown by the chart, and it is
this relationship that caused the Federal Reserve Board to say
that ‘“Federa! reserve banks . . . , from the point of view of
the chief use made of their credit, may be regarded as currency-
supplying banks.”’?

Federal Reserve Notes and Gold.—Federal reserve notes,
on account of the fact that they may be issued against eligible
paper, or earning assets, are sometimes referred to as asset
currency. In the experience of the Federal reserve system during
the first decade of its operation Federal reserve notes, whosc
volume during much of the time has corresponded closely to the
volume of earning assets, have had a close relationship also to
the volume of gold in circulation. During the first few years
after the establishment of the Federal reserve system prior to
our participation in the World War there was little need of borrow-

1 The effect of different kinds of credit and currency demand on the
reserve position of the reserve banks is discussed on p. 93.
? Annual Ieport of the Federal Reserve Board, 1923, p. 28.

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



68 FEDERAL RESERVE SYSTEM IN OPERATION

ing at the reserve banks for the purpose of obtaining currency.
The capital of the reserve banks was paid in gold and most of
the reserve balances, which under the law were gradually being
transferred from member banks to the reserve banks, were in
the form of gold. Large amounts of gold were, furthermore,
entering the United States from Europe in payment for munitions
and supplies purchased by the belligerents. It was the poliey
of the Federal reserve banks, in anticipation of possible participa-
tion in the war, to “mobilize the gold,” that is to encourage its
concentration at the reserve banks and to substitute Federal
reserve notes for the gold withdrawn from ecirculation. Thus
from the establishment of the system to our entry into the war,
about 8330,000,0000f Federal reserve notes were added to cireula-
tion, most of which directly or indirectly took the place of gold
coin or gold certificates acquired by the Federal reserve banks.
During the period of our belligerency and especially during 1917
Federal reserve notes were also issued in exchange for gold, but
at that time the demand for curreney was growing rapidly and a
large volume of Federal reserve notes was issued also against
eligible paper, mostly promissory notes secured by Liberty bonds
and other United States government obligations, !t was more
particularly during the war and the two yeurs following the armis-
tice that Federal reserve notes were, to a large extent, an asset
curreney. Between Apr. 1, 1917 and Dec. 1, 1920, the volume
of Federal reserve notes in circulation increased by over $3,000,-
OP0,000 and of this amount more than one-half was a net addi-
tion to circulation. Of the collateral pledged against Federal
reserve potes at that time nearly three-fourths consisted of
eligible paper.!

Effect of Recent Gold Imports.—In the autumn of 1920 begun
the heavy movement of gold into the United States, which still
continues and which has brought to this country in less than 4
years a net addition to its stock of gold of $1,500,000,000. This
gold in 1921 and the first part of 1922 was used by member

U This is no! equivalent to saying that the gold reserve against Federal:
reserve notes in cireulation was only 235 per cent, since there was a large
amount of exeess collateral, and a considerable volume of Federal reserve
notes was in the hands of the Federal reserve banks against which col-
lateral was required. but no reserve was necessary. ‘ :
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banks largely for the purpose of reducing their indebtedness at
the reserve banks. Thus borrowings at the reserve banks, which
had been incurred for the purpose of obtaining Federal reserve
hotes, were being repaid by the use of gold imported from abroad.-
As a consequence, while carning assets of the reserve banks
were rapidly declining, the decrease in Federal reserve notes
was not so large and a spread of about $1,000,000,000 appearcd
between earning assets and TFederal reserve note cireulation.
This is clearly brought out in the chart (Fig. 3) on page 28.
Thus gold drove a wedge between the assets of the Federal
reserve banks and the Federal reserve notes, and once more
converted these notes from an asset secured curreney into a
currency secured largely by gold.

. Paying Out Gold into Circulation.—During the past two years
the process of mobilizing gold, whieh had oceurred in 1915-1917,
was reversed and gold was paid into circulation to take the place
of Federal reserve notes. The policy of paying out gold into
circulation has been in operation at some of the Federal rescrve
banks since the middle of 1922 and it has had an important effect
on the composition of our currency and on the volume of Federal
reserve notes in circutation. These effects may best be consid-
cred by a study of the chart (Fig. 10) on page 70, and by an
examination of the following figures:

Mox~ey 1x CircrraTionN
(In millions of dollars)

.. July 1, | Aug. 1, In- De-

Kind of money 1922 ’ 1924 crease | crease
Gold and gold certifieates.......... $ 590 ) 81,198 | 3608
Silver and silver certificates’........ 355 680 125
United States notes. .............. 292 302 10

Federal reserve notes. ............. 2,139 1,746 R 3303

Federal reserve bank notes......... 72 10 R 62
National bank notes............... 728 729 1
Total. ... $4,376 | 84,665 $289

! Including Treasury notes of 1890.
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During the period of 25 months covered by the table, total
money in circulation inereased by $289,000,000, while Federal
reserve notes in circulation decreased by $393,000,000. Gold
and silver paid into circulation was sufficient not only to meet
the country’s increased demand for currency but also to take
the place of a large volume of Federal reserve notes and other
currency. The chart brings out clearly that from 1917 to the

MONEY IN CIRCULATION
FEDERAL RESERVE NOTES AND OTHER MOKEY

léu.lons OF DOLLARS BLLIOmS UF mh:&
Total M
5 Fa \n’l:icdr&'l‘h on 5
4 \,/ s
e,

F.R.Notes
y b Othee Money ﬁ/ /J
[ WO N, No
~

/

1917 1918 1919 1920 1921 1922 1923 1924

F1o. 10.—Since the summer of 10922, when the treasury and certain Federal
reserve banks began to pay out gold, changes in the volume of Federal reserve
notes are no longer indicative of changes in the country’s currency require-

ments. Such changes are now reflected only in the fluctuations of total money
in circulation.

middle of 1922 changes in total money in circulation were
paralelled by similar changes in Iederal reserve notes, but
since that time Federal reserve notes have declined—while total
money increased reflecting additions to “other money,” largely
gold, in circulation.

The policy of paying out gold into circulation has thus had the
effect of changing the composition of our currency, reducing the

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



FEDERAI RESERVE NOTES 71

share of Federal reserve notes from about 50 per cent to about
37 per cent, and increasing the share of gold and gold cerlificates
from about 13 per cent to about 26 per cent. This policy has
also had the effect of making changes in total money in circulation,
rather than of Federal reserve notes alone, reflect the changes in
the country’s demand for currency. * Its effect upon the condition
of the Federal reserve banks has been to reduce their gold reserves
and their liability on Federal reserve note circulation by about
the same amount, without materially changing the ratio of
reserves to liabilities. On the relation between member banks
and the reserve banks the policy has had no effect whatever, as
the member banks must still turn to the reserve banks for their
supply of currency, and it is immaterial to them whether their
requirements arc met by the paying out of gold or of Federal
reserve notes. The important thing to keep in mind is that under
present conditions changes in Federal reserve note circulation
do not indicate changes in the demand for currency, which are
reflected only in the total volume of money in circulation.

Gold Imports, Currency Demand, and Federal Reserve
Bank Earning Assets.—While the policy of paying out gold has
broken the connection between changes in the demand for
currency and Federal reserve note circulation, it has had no
cffect on the relationship between the demand for eurrency and
the earning assets of the Federal reserve banks. This relation-
ship has, however, been influenced by the constant inflow of
gold fromabroad. Theimported gold, when deposited by member
banks with the reserve banks, creates balances in favor of these
banks which enable them to meet a demand for additional
currency from their customers by drawing upon the balances
without being under the necessity of increasing the volume of
their borrowings. During 1923, for instance, net gold imports
amounted to $294,000,000, and were sufficient to meet the
increased demand for currency, with the consequence that the
carning assets of the Federal reserve banks remained approxi-
mately constant. During the first 7 months of 1924 gold imports
continued, but there was no demand for additional curreney as
business activity had slowed down and prices were tending down-
ward. Money in circulation, in fact, declined by about $286,000,-
000 between the opening of the year and the beginning of August.
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This return flow of curreney, together with the importation of
over $200,000,000 of gold, resulted in a decline of more than
$400,000,000 in the earning assets of the Federal reserve banks.
Thus, under existing conditions, the volume of reserve bank
assets, though no longer related to the volume of Federal reserve
notes in circulation, is still largely dependent upon changes in
the demand for eurrency in this country and upon the volume of
gold imported from abroad.

Legal Status of the Federal Reserve Note..—In the preceding
portion of this chapter there was given an account of the place
occupied by the Federal reserve note in our currency systen,
and of its relationship to the condition of the Federal reserve
banks. In the remaining paragraphs it is proposed to give a
brief account of the legal status of the Federal reserve note and
of the machinery of its issue and redemption.

Federal reserve notes are issued in denominations of 35 or
multiples thereof; they are an obligation of the United States
government, are sccured by the collateral pledged against them,
and are also a first lien on all the assets of the issuing reserve
banks. In addition, the reserve banks are required to keep a
40 per cent gold reserve against the reserve notes in actual cir-
culation. The security back of the notes is thus ample and the
public has at all times accepted them unquestioningly and has
never shown any preference for other kinds of money. Federal
reserve notes are receivable in payment of all public dues, but
are not legal tender, except, curiously enough, in Cuba. In
some states Federal reserve notes are acceptable as part of the
legal reserves of state banks, while in others the notes are not
eligible for that purpose. Iederal reserve notes are redeemable
in gold at the Treasury, and in gold or lawful money at any
Federal reserve bank. In line with the principle of the Federal
Reserve Act that each of the twelve Federal reserve districts
shall ordinarily be served by its own reserve bank alone, the Act
contains a proviso to the effect that a reserve bank shall not pay
out over its counter reserve notes issued by another reserve
bank. Such notes the reserve bank must return to the issuing
bank for payment. This proviso tends to maintain a rclation-
ship between the currency requirements of a Federal reserve

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



FEDERAL RESERVE NOTES 73

district and the volume of Federal reserve notes in circulation
within the district.

Machinery of Issue and Redemption.—The machinery of
issue and redemption of Federal reserve notes, and the custody
of the collateral, is in charge of the Federal agent, who is also
the chairman of the board of direciors of the reserve bank and
the representative of the Federal Reserve Board at the bank.
This officer, who is under heavy bond, obtains Federal reserve
notes from the Comptroller of the Currency, who has them
printed in the Bureau of Engraving and Printing in Washington.
The Federal reserve agent issues these notes to the reserve banks
in return for gold and other collateral, of which he becomes the
joint custodian with the reserve bank. The reserve banks then
issue the notes to the member banks as required. When the
reserve banks find that they have in their possession more
reserve notes than they need they return them to the reserve
agent and he releases to them a corresponding amount of collat-
eral. The collateral must equal at least 100 per cent of the
notes. Asa matter of fact, the reserve banks make it a practice
to pledge practically all their eligible paper with the reserve
agent, so that there is always a considerable amount of excess
collateral in the hands of the agent. The reason for this practice
is that it is immmaterial to the reserve banks whether their cus-
tomers’ paper is held in vault under their sole control, or under
the joint control of the bank and the Federal reserve agent, and
the latter course has the advantage of making it possible to
obtain additional notes, when required, more expeditiously.

The following statement shows the Federal reserve agents’

account on a reeent date:

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



74 FEDERAL RESERVE SYSTEM IN OPERATION

FEDERAL RESERVE AGENTS' AccounTs AT CLosk oF BUSINESS,
Serr. 24, 1924
(In thousands of dollars)

Resources TuTaL
Federal reserve noteson hand. ... § 023,047
trederal reserve notes outstanding.............. 2,236,419
Collateral security for Federal reserve notes out-
standing:
Gold and gold certificates.............c..-.. 331,504
Gold redemption fund.........ocooov oot 114,609
Gold fund—Federal Reserve Board. ......... 1,585,233
Eligible paper:
Amount required........oo i i 205,013
Excess amount held...................... 136,267
Total.oovninr e 85,532,152
Liabilities
Net amount of Federal reserve notes received
from Comptroller of the Currency............ $3,159,166
Collateral received from Federal reserve bank:
Gold. i 2,031,406
Eligiblepaper. ..o i 341,280
Total. oo e 85,532,152

It will be scen from this statement that the Federal reserve
agent has in his possession Federal reserve notes not yet issued
to the banks but held in readiness to meet the demand as it
arises. The notes issued by the agent to the reserve banks are
technically known as notes “outstanding’’ as distinguished from
notes “in actual circulation,” the latter term including only
such notes as have been actually paid out by the reserve banks.
The difference between notes outstanding and notes in circulation
is the amount held by the reserve banks in their own vaults, or in
transit from other reserve banks or to the United States Treasury
for redemption. On Sept. 24, 1924, this item amounted to
$507,000,000. Collateral against Federal reserve notes must,
under the law, cover the volume of notes outstanding, but the
40 per cent note reserve requirement applies only to notes in
circulation, i.e., outside the Federal reserve system, since the
banks are not required to have reserves against notes in their
own possession. The agent holds gold in the form of coin or
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certificates in bis own vault, and gold credits in the redemption
fund and in the Federal Reserve Board’s gold fund, the func-
tions of which are described below. In addition, he holds the
paper pledged as collateral, the amount required and the excess
amount pledged being shown separately in the statement. The
entire amount of gold held by the agent and the gold held in the
bank’s redemption fund must be counted as reserves against
Federal reserve notes in circulation, and appears in Federal
reserve bank statement (sce page 262) as “gold held exclusively
against Federal reserve notes.” Gold in the banks’ own vaults,
on the other hand, and in the gold scttlement fund with the
Federal Reserve Board may be counted as reserves either against
Federal reserve notes or against deposits at the option of the
reserve banks,

Gold Redemption Fund and Agent's Gold Fund.—In the
Federal reserve agent’s account there are two gold credits:
‘“gold redemption fund,” and “gold fund—Federal Reserve
Board.” The redemption fund is kept with the Treasurer of the
United States and is for the purpose of redeeming Federal reserve
notes that are presented. The law requires the reserve banks
to keep a 5 per cent gold redemption fund with the Treasurer of
the United States against the reserve notes that are not covered
by gold deposited with the agent, and the reserve agent in
practice keeps an approximately equal proportion of gold against
notes that arc covered by gold,! so that the Treasurer of the
United States has at all times, in gold, a sum equal to 3 per cent
of the amount of Federal reserve notes in circulation held for
the purpose of redeeming such notes.

The term “gold fund—Federal Reserve Board” refers to gold
which the agents have turned over to the Federal Reserve Board
for safe-kecping. The Board actually entrusts the gold to the
Treasury of the United States which keeps it wherever it finds it
safe and convenient to do so, giving the Federal Reserve Board a
receipt for it. This gold fund is used in conjunction with the
gold settlement fund of the reserve banks to effect transfers of
gold between the banks and the agents by simple book entries.

I The law does not require a 5 per cent redemption fund from the agent,
but leaves the determination of the required proportion to the United
States Treasury.
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The workings of the gold settlement fund will be discussed in a
subsequent chapter. When a reserve bank returns a million
dollars in notes to the agent, and wishes to have them redeemed
in gold, the agent instructs the Federal Reserve Board to have a
million dollars charged to his fund and credited to the bank in
the settlement fund. And, vice versa, when a reserve bank
wishes to obtain Federal reserve notes or to redeem eligible
paper held by the agent through the payment of gold it instruets
the Board to transfer the desired amount from the gold settle-
ment fund to the agent’s gold fund. In this way transactions
involving large sums are effected between the reserve banks and
the agents by mere book entries, without the physical transfer of
the gold. The title to the gold changes, while the actual gold is
kept in the custody of the United States Treasury.

Relation of Federal Reserve Board to the Issue of Federal
Reserve Notes.—As has been stated, the issue and redemption of
Federal reserve notes is under the immediate supervision of
the twelve Federal reserve agents.  These agents, in turn, are the
local representatives of the Federal Reserve Board, so that the
Board has a particular responsibility for the manner in which
the note-issuing function of the Federal reserve banksis performed.
The law provides, infact, that the Board “shall have the right, act-
ing through the Federal reserve agent, to grant in whole or in
part, or to reject entirely, the application of any Federal reserve
bank for Federal reserve notes.” The Federal Reserve Board
also has authority to pass upon the adequacy of collateral offered
for Federal reserve notes and to request additional collateral
when it deems it necessary. The placing of the note issue under
the direct control and supervision of the Federal Reserve Board
is in aceordance with the general principle that the supply of
currency is an especial concern of the government,

Under the authority granted by law the Federal Reserve
Board could thus, if circumstances appeared to demand it,
exercise direet control over the volume of currency to be issued
by the reserve banks and over the nature of the collateral to
be accepted for Federal reserve notes. The Board, however,
has never made use of this power and has considered the issue of
notes against acceptable security as a practically automatic
function of the Federal reserve agent. In its views on this
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matter the Board has been influenced by the consideration that
the demand for currency arises later in the course of business
developments than the demand for credit, and thet when the
currency demand reaches the Federal reserve banks these banks
must meet the demand in so far as it is backed by acceptable
security. In other words, in practice the Board has treated the
note-issuing function of the reserve banks as a part of their
credit-issuing power, and as such, subject to general regulation
under the bank’s discount and open-market policy.

Federal Reserve Bank Notes.—In addition to Federal reserve
notes, Federal reserve banks are authorized to issue Federal
reserve bank notes, which were originally intended to take the
place of national bank notes. The bank notes are secured by
government obligations and it was intended that the reserve
banks should gradually buy the security back of national bank
notes, thus retiring these notes without reducing the amount
of money in circulation. So far, however, there has been no
use made of this power to substitute Federal reserve bank notes
for national bank note circulation. The provision for Federal
reserve bank notes served an entirely different purpose during
the war. In 1918 Great Britain was in great need of silver to
support the Indian rupee, and the United States agreed, in order
to help an ally, to melt and sell not to exceed 208,000,000 ounces
of silver stored in the Treasury as silver dollars and to turn the
silver over to Great Britain. Authority for this action was
granted by the Pittman Act. A corresponding amount of silver
certificates was retired, and to take their place in the circulation
the reserve banks were authorized to issuc Federal reserve bank
notes in small denominations to be secured by Treasury certifi-
cates generally known as Pittman certificates. The circulation
of Federal reserve bank notes at one time reached the substantial
amount of $260,000,000. The Pittman Act provides for the
purchase by the Treasury of an equivalent amount of silver as
soon as the silver shall be obtainable at $1 an ounce. Since
July 21, 1921, the Treasury has bought all the silver required to
replace the amount that had been melted and the volume of
Federal reserve hank notes in eirculation is now insignificant.
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CHAPTER VII

DEPOSITS OF THF: RESERVE BANKS—MEMBER BANK
RESERVES

In the discussion of credit and currency functions of the
reserve banks, which has chiefly occupicd our attention so far,
little has been said of the role these banks play as the holders of
the central reserves of the nation’s banking system. And yet
this is one of the most important funetions of the system and one
of the chief reasons for its establishment.

Reserve Requirements Prior to the Establishment of the
Federal Reserve System.—Prior to the passage of the FFederal
Reserve Act the reserve requirements of national banks were
regulated by the National Bank Act, which provided that a
certain proportion of a bank’s deposits must be kept absolutely
liquid for the purpose of meeting emergency demands for cur-
rency. The required proportion of reserves to deposits varied
in accordance with the character of the city. Country banks,
i.e., banks outside of so-called reserve and central reserve cities,
were required to have 15 per cent reserves, only 6 per cent of
which had to be kept in their own vaults, while the remaining
9 per cent might be kept on deposit with their city correspond-
ents. Banks in reserve citics were required to keep 25 per cent
reserves, of which one-half might be kept on deposit with the
banks in central reserve cities, while banks in these lattier cities, of
which there were three—New York, Chicago, and St. Louis—!
were obliged to keep 25 per cent reserves, all in cash, in their
own vaults. In this way the reserves of country banks formed
part of the deposits of the banks in the reserve cities and portions
of the reserves of the latter became deposits in the central reserve
cities. Under these arrangements, a stringency of funds in the
central reserve cities was felt promptly throughout the country.
All the banks would endeavor to hold on to their cash reserves,

18ince July, 1922, St. Louis is no longer a central reserve city.
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country banks would have difficulty in withdrawing their reserve
deposits from reserve city banks, and the public would have
difficulty in withdrawing its own deposits. This plan, which
might be called a system of interlocking reserves, was one of the
important defects in our banking structure which the Federal
reserve system was intended to correct.

Reserve Requirements under Federal Reserve Act.—The
Federal Reserve Act, as originally drawn, reduced reserve require-
ments somewhat and provided that the reserves of individual
banks should be kept in part with the Federal reserve bank.
Soon after the entry of the United States into the World War
the Act was amended so as to reduce reserve requirements still
further, making them 7, 10, and 13 per cent on demand deposits
in the three respective classes of cities, and 3 per cent uniformly
on time deposits.! It was thought that this reduction in reserves
was safe because the member banks’ position was strengthened
through the concentration of the reserves in the reserve banks,
which were casily accessible and which had the note-issuing
privilege guarantecing the availability of currency whenever it
was required. The amendment of the Act in June, 1917, also
provided that all of the reserves of the member banks must be
kept with the reserve banks and that nothing, not even gold,
shall count as reserves when kept in the vaults of member banks
or in any other place, except on deposit with a reserve bank.
This provision completed the centralization of reserves and pro-
duced a system which differs from any other system in the world
in that the central banks are the holders of the entire Jawful
reserves of their members, the proportion of reserves to deposits
being fixed by law. The determination of the amount of cash
that the member banks must keep in their own vaults to be used
as till money is left to the discretion of the banks themselves.
The fuct that Federal reserve notes are always easily available
has greatly reduced the cash requirements of the member banks,
especially in Federal reserve bank and branch cities, where notes
can be obtained by messenger without delay.

Volume of Reserve Balances.—Reference to a balance sheet.
of the twelve Federal reserve banks® will show that members’

! Demand deposits are defined by the Aet as those payable within 30
days upon demand, and time deposits as those payable after 30 days.

? Sec p. 262.
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reserve deposits amounting to over $2,000,000,000 are the princi-
pal source of reserve bank funds. Capital and surplus are rela-
tively small items when compared with this huge reserve fund
kept by the Federal reserve system in trust for all the members.
The volume of reserve deposits at the reserve banks shows rela-
tively slight fluctuations over longer periods of time, but from
day to day it changes considerably as the result of daily settle-
ments of balances between banks. The long-term trend of
reserve deposits reflects direetly the increases or decreases in the
member banks’ own deposits against which the reserves are held.
Member banks do not as a rule permit their reserves to remain
below legal requirements because in case of deficiency penalties
are assessed at rates higher than the prevailing discount rate,
so that a member bank finds it more economical to replenish its
reserves by borrowing from the reserve bank rather than to pay
the penalty for deficient reserves. These penalties are generally
assessed at the end of a 2-week period and apply to the average
deficiency for the period. The way the machinery has actually
worked has been generally as follows: When a member bank
grants a loan to a customer and gives him a corresponding deposit
credit on its hooks, it examines its reserve account and, if this
account is inadequate to cover the additional deposit, the bank
arranges for accommodation ai the reserve bank and thus
inereases its reserve balance.!

How Banks Replenish Their Reserves.—When a member
bank’s reserves become insufficient either in eonsequence of
an increase in its own deposits or beeause it was obliged to draw
on its deposit with the reserve bank to obtain currency, to pay
an out-of-town balance, or to draw out gold for export, the
member bank can replenish its reserves only in one of two ways:
by borrowing from the reserve bank; or by depositing with it
checks on other banks, gold, Federal rescrve notes, or other
currency. Ordinarily, except in a period of falling prices, the
bank will not have currency available for this purpose, since the
amount of eash required for circulation does not change rapidly
and the public withdraws about as much cash from the bank as
it deposits, leaving only a working balance sufficient for till-

! In practice the banks, of course, do not adjust their reserves after every
loan, but only at stated periods varying from 1 day to 2 weeks.
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money requirements. A deposit of a check on another bank
only transfers the problem to that bank without changing the
situation for the system as a whole, so that in a period of steady
prices and in the absence of gold imports the member banks
taken as a whole can replenish depleted reserves only by borrow-
ing from the reserve banks. As a matter of fact, in the period
of rapid credit growth during and immediately after the war,
member banks supplied the growing credit and currency needs
of the public largely on the basis of borrowings from the reserve
banks, as is seen by reference to the chart on page 28.

Late in 1920 and throughout 1921 and the first half of 1922 the
country was going through a period of falling prices and credit
liquidation accompanied by large gold imports, and member
banks had large amounts of Federal reserve notes, no longer
needed in eirculation, and of gold imported from abroad, avail-
able for deposit with the reserve banks. 'The balances arising
from the deposit of gold and of notes were used by the member
banks to reduce their indebtedness to the reserve banks.- This
is indicated on the chart by the growth of reserves and the decline
of Federal reserve notes in circulation and is reflected in a rapid
decline in discounts of the reserve banks. At the same time the
deposits of member banks increased, as is generally the case in a
period of depression when business men build up bank balances
against the future revival of activity. Consequently, the deposits
of reserve banks also increased. After the middle of 1922, when
the demand for credit and for currency began to respond to
revived business activity, Federal reserve note circulation and
discounts again increased, while deposits remained fairly steady.
In 1924 the rapid growth of deposits of member banks, and partic-
ularly of demand deposits, against which a larger proportion of
reserves is required by law, resulted in a growth of deposits at
the reserve banks to the largest total on record.

Constancy of Reserve Balances.—The chart shows in general
that deposits are the least fluctuating item of those included in
the picture. The reasen for this relative stcadiness is that
members’ reserve deposits equal a fraction (7, 10, or 13 per cent,
as the éase may be) of the members’ own deposits and that,
therefore, changes in deposits of member banks are reflected
on a much reduced scale in changes of the reserve banks’ deposit
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liabilities. A corollary from this is that even relatively small
changes in reserve deposits at the reserve banks are significant
because they correspond to changes in member banks’ deposits
that arc on the average ten times as large. It may be stated,
therefore, that while changes in the volume of Federal reserve
discounts give an exaggerated impression of changes in the
country’s credit requirements, changes in Federal reserve depos-
its, on the contrary, minimize the changes in the volume of credit.
Because the discounts represent the overflow of credit from the
member banks, they grow and decline, in the absence of disturb-
ing factors like gold imports, much more rapidly than the total
volume of credit in use, as measured by the volume of member
bank loans; and because the reserve deposits bear a fixed
fractional relationship to the deposits of member banks, they
change by much smaller amounts than do these deposits. The
absolute changes in reserve bank deposits are, therefore, rela-
tively small, but their percentage changes, and the general
contour of the deposit curve, reflect accurately the changes in
the volume of deposits held by member banks.

Availability of Reserves.—The establishment of the Federal
reserve system has done away with scattered reserves, jealously
guarded by every bank at times when these reserves were most
necded. Since the inauguration of the reserve system there
has never been a shortage of currency. IKach of the twelve
Federal reserve banks holds the reserves of all of the members
in its district and the members can promptly obtain the eurrency
required for the accommodation of their customers. When
the demands upon the members in a district become so heavy
that the Federal reserve bank cannot take care of their needs out
of its own resources, it can obtain additional reserves by borrow-
ing from another Federal reserve bank. Thus the system makes
the reserves of member banks in the entire country available for
use at any point where the need for them may arise. During
1920, when the rapid decline in agricultural prices resulted
in a widespread inability of farmers to meet their current obliga-
tions at the banks, these banks turned to the reserve banks
for assistance which was granted in large volume. When on
top of these frozen loans was superimposed the necessity of
making heavy out-of-district payments, because purchases in
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other districts continued while the sale of agricultural products
was delayed, the reserve banks in the agricultural districts were
not able to meet their local requirements without resorting to
the assistance of reserve banks in industrial sections where the
demand for credit was less acute. Thus in October, 1920,
the southern and western reserve banks were borrowing from
castern banks an aggregate of §267,000,000. This amount was
gradually reduced through the period of liquidation in 1921 and
by December, 1921, all of it was paid off. This actual experience
demonstrated that in a period of stress the reserve banks can
stand together as one united system. Since, owing to the great
variety of industries and conditions in the United States, it is
unlikely that an equally heavy credit demand will occur in all the
parts of the country at the same time, preventing onc section
from coming to the assistance of another, the Federal rescrve
system makes the occurrence of a money panic highly
improbable.

Changes in Lending Power of One Bank and of All Banks
Combined.—1It hus been stated that when & member bank finds
itself short of reserves it borrows from the reserve bank and
obtains an advance credited to its reserve balance. This
addition to the reserve balunce need not be larger on the average
than about one-tenth of the amount of the new deposit account.
In actual practice, however, when a bank lends money to an
individual and credits his deposit account with the proceeds the
borrower is not likely to leave the funds thus obtained on deposit
for any length of time. He borrows because he nceds the money
and he proceeds to draw it out by check with the consequence
that his bank loses funds through clearings, and since clearings
are generally effected through the reserve bank, the member
bank loses a part of its reserve deposit and must replenish it,
presumably by borrowing from the reserve bank. This indicates
that, while it is true that a bank which increases its own deposits
by a given amount neceds to increase its reserve balance by only
one-tenth of this amount, it is not true that an individual bank
can lend to its customers ten times as much as it borrows from
the reserve bank. If the bank were to do this it would not be
able to place at the customer’s disposal the funds to which his
deposit credit entitled him.
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If, however, there were only one bank in existence, then the
customer’s checks would result simply in transfers of deposits
from his account to the accounts of those to whom he makes
payments. The bank’s total deposits would not change and no
funds would be withdrawn from it. If we had only one bank,
therefore, which by law was required to keep a 10 per cent reserve
against its deposits, this bank could lend to its customers in the
form of deposit credit ten times as much as it borrowed from the
reserve bank. During a time of general credit expansion a
member bank’s borrowings from a reserve bank and the additional
deposit reserves thus created become gradually diffused through-
out the system, and at such a time the lending power of all the
banks together increases about as much as would that of one
bank, if in it were combined the deposits of all the banks.!
Thus, while an individual bank can inercase its lending power
through borrowing from a reserve bank by only slightly more than
the amount it borrows, the lending power of the banking system
increases by approximately ten times that amount.

Effect of Currency Demand.—1It has been assumed so far that
increased borrowing from the reserve bank has been resorted to
solely for the purpose of obtaining additional reserves made
necessary by additional deposits arising from new loans to cus-
tomers. But increased borrowings by customersindicate growing
business activity, larger payrolls, more active retail trade, and
larger till-money and pocket-money requirements. All these
developments result in a demand for additional eurrency, so that
the deposits created by the new loans will be withdrawn at least
in part in cash, rather than by checks in favor of other depositors.
The member bank will, therefore, need Federal reserve notes and
will have to borrow from the reserve bank to obtain them. And
there is this difference between borrowing by a bank to replenish
its reserves, and borrowing to withdraw notes: In the first casc
a member bank needs to borrow only one-tenth of the increase in
its deposit liabilities, while in the latter case it needs to borrow
the full amount of the funds withdrawn in eash. It is for this
reason that eredit expansion can never be in a ratio of 10 to 1 to
the amount borrowed from the reserve banks. In the natural
course of events a larger or smaller part of the funds borrowed

1 8ee Purnires, C. A.: “ Bunk Credit,” p. 59.
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DEPOSITS OF THE RESERVE BANKS 85

will be required in the form of ecash, so that the 10 to 1 growth
can apply only to that portion of the discounts which remains on
deposit with the reserve bank and constitutes the basis for addi-
tional deposit eredit at the disposal of the member banks.

The foregoing can be illustrated concretely. When a man
horrows 81,000 from a bank, if he takes the money out in notes the
member bank, since it has inits vaultsno more cash thatit requires,
will have to rediseount the customer’s note or some other note in
order to obtain this amount in cash from the reserve bank. The
result will be an inerease in the borrowings from the reserve
bank equal to 100 per cent of the original loan granted by the
member bank. On the other hand, if the customer of the member
bank leaves all of the proceeds of hisloan ondeposit with the mem-
ber bank, then the member bank will need no additional curreney
and will need only $100 of additional reserve deposits (assuming
that its legal reserve requirements are 10 per eent, as is the case
on the average for all member banks), so that it would borrow
from the reserve bank not more than $100. What occurs in
practice lies between these two extremes. Most of the borrowers
from banks leave part of their proceeds on deposit with these
banks, and to this extent the reserve deposits of the member
banks increase only by one-tenth of the new loan. But part of
the funds created by the loan are withdrawn in the form of cur-
rency, and these withdrawals result in an inerease in the borrow-
ings from the Federal reserve banks to the full amount of the
cash withdrawn. The extent of growth of member bank eredit on
the basis of 81 of reserve bank credit, therefore, depends within
broad limits upon the extent of the existing demand for currency.

While member banks do not permit their reserve deposits to
fall below the legal limit on account of the penalties for deficient
reserves, neither do they carry any considerable amount of
excess reserves. Whenever their reserves exceed the legal
minimum they find employment for the excess funds either in
additional loans or in investments. The ratio of member banks’
reserve deposits to their own deposits has, as a matter of faet,
remained practically constant at 10 per cent throughout the
recent periods of credit expansion and contraction.! Thus in

! The 10 per cent ratio is based on a calculation in which time deposits are
reduced to a demand deposit basis with respect to reserve requirements.
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86 FEDERAL RESERVE SYSTEM IN OPERATION

our banking practice the minimum reserves requircd cqual
the maximum reserves carriecd by the member banks,

Increased Loaning Power on the Basis of a Reserve Dollar.—
It is too carly to appraisc all the phases of loan expansion made
possible by the Federal reserve system, but there is no doubt
that owing to the reduced reserve requirements for member
banks and to the fact that the reserve banks themselves must
keep only 33 per cent reserves against the members’ reserve
deposits and 40 per cent against notes, the ability of our banking
system to expand its loans has been greatly increased. This
increase in possible expansion, or to put it in another way, this
enhanced efficiency of the reserve dollar, like any mechanieal
improvement, creates new responsibilities and new dangers
taking the place of the defects inherent in the superseded system
of numerous unlinked banking units. The new system creates
the possibility of procceding much farther than was possible
before in the direction of credit inflation without being arrested
by the shortage of reserves. It, therefore, necessitates more

careful and more expert administration of the country’s banking
system.
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CHAPTER VIII
RESERVES OF THE RESERVE BANKS

In the preceding chapter the discussion dealt with the reserve
requirements of member banks and their reserve balances with
the Federal reserve banks. In this chapter the legal reserve
requirements upon the reserve banks themselves will be considered.

Legal Provisions.—These reserves are against two classes of
liabilities: against Federal reserve notes, and against deposits.
The legal provision on this point is contained in Sece. 16 of the Act,
the wording of the clause being “cvery Federal reserve bank
shall maintain reserves in gold or lawful money of not less than
35 percentum against its deposits and reserves in gold of not
less than 40 percentum against its Federal reserve notes in actual
circulation.” The first observation which this legal provision
invites is the distinction that is made between Federal reserve
notes and deposits. The reserve requirements against notes
are more severe than those against deposits in two particulars.
In the first place, note reserves must consist entirely of gold,
while deposit reserves may consist of gold or lawful money,
which includes silver dollars, silver certificates, and United
States notes known as greenbacks; and in the second place,
reserves against notes must be maintained at 40 per cent, while
reserves against deposits need be only 35 per cent.

This distinetion is in line with the general recognition of the
fact that notes, owing to their wide circulation and the necessity
of absolute confidence in them on the part of the public, must
be protected with the greatest possible care. Consequently,
the reserves against notes have been fixed at 40 per cent, all of
which must be in gold. The second provision, excluding from
the note reserve all that is not gold, carries out the principle
that no other credit instrument should be counted as reserve
against paper money, which itself is a fiduciary document. The
only money in the United States which involves no clement of
credit is gold (including gold coin and gold certificates). The
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88 FEDERAL RESERVE SYSTEM IN OPERATION

silver dollar contains only about 60 cents’ worth of silver, the
silver certificate is exchangeable for the silver dollar and is,
therefore, on a par with it. United States notes, of which therc
arc about $347,000,000, are secured by $153,000,000 in gold, the
seeurity for the remainder being the good faith and eredit of
the United States government. All of this money is good and the
public trusts it and does not discriminate between the different
kinds of curreney. But in providing reserves against the new
kind of currency great eare was taken to throw suflicient safe-
guards around the Federal reserve note.

Elasticity of Reserve Requirements.—While the liabilities
of the reserve banks are thus protected by what is generally con-
sidered adequate reserves, it was not intended to make ‘the
reserve provisions so rigid as not to permit the reserve banks to
utilize their reserves in case of emergency., A reserve which
cannot be drawn upon in emergencies does not serve its purpose,
or at least fails of an important part of its purpose, which is to
be mobilized and requisitioned in case of emergency. Reserves
have been compared to hospital beds kept vacant for emergencies
and not assigned to patients arriving in the regular course of the
day’s work. Such beds are always kept in readiness, clean and
vacant for the purpose of being available in case of an accident
or an unusual epidemic, so that the hospital may be able to
meet an unexpected demand. It is clear that this implies both
the keeping of the beds vaecant in ordinary times and their
utilization on extraordinary occasions. The same principle
applies to bank reserves. They should be kept inviolate in
ordinary times, but should be called upon to avert panic or
disaster in times of stress.

RRecognizing this principle the framers of the Federal Reserve
Act put in a provision, Sec. 11 (c¢), which gives the Federal
reserve Board authority.

. . to suspend for a period not exceeding 30 days, and from time
to time to renew such suspension for periods not exceeding 15 days,
any reserve requirements speecified in this aet, provided: that it shall
establish a graduated tax upon the amounts by which the reserve
requirements of this act may be permitted to fall below the level here-
inafter specified; and provided further: that when the gold reserve held
againgt Federal reserve notes falls below 40 percentum the Federal
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RESERVES OF THE RESERVE BANKS 89

Reserve Board shall establish a graduated tax of not more than 1 per-
centum per annum upon such deficieney until the reserves fall to 3214
percentum, and when said reserve falls below 3234 percentumn a tax at
the rate increasingly of not less than one-half of one percentum per
annuin upon the 214 percentumn or fraction thereof that such reserves
fall below 3214 percentum. The tax shall be paid by the reserve bank,
but the reserve bank shall add an amount equal to said tax to the rate
of interest and discount fixed by the Reserve Board.

It will be seen that the Reserve Board has authority to suspend
all rederve requirements when the situation demands it, but in
doing so it must levy a iax upon the reserve banks which in turn
pass it on to the member banks in order to discourage the exhaus-
tion of the reserves and to bring about the speedy cancellation of
the excess eredits which caused the necessity for the suspension.
In their anxiety to protect Federal reserve notes the framers of
the Act provided a rate of progression for penalties for deficient
reserves against notes, but did not specify a penalty in the case
of insuffieient deposit reserves. In this way the law partly
defeats itself, because the reserve bank could count all the exist-
ing gold reserves as reserves against notes and apply the remain-
der towards reserves against deposits; and in case these fell short,
of the required 35 per cent the Reserve Board would be in a
position to levy whatever deficicney rate it deemed wise, either
higher or lower than that preseribed in the law, or even only
a nominal amount. The legal penalty would have to be
administered only if there was not sufficient gold in the bank to
cover 40 per cent of Federal reserve notes alone, which would
not be likely to occur, as it would mean that the bank had no
reserves against its deposits and less than 40 per cent against its
Federal reserve notes in circulation.

In the 10 years of operation of the Federal reserve banks no
occasion for suspending reserve requiretnents has arisen, owing
largely to the fact that when individual reserve banks were under
heavy stress they were able to replenish their reserves by borrow-
ing from other reserve banks. At no time was the so-called free
gold, i.e., the amount of reserves held above the legal minimum,
for the system as a whole, below $200,000,000.

Free Gold.—A chart is here presented (Fig. 11) showing the
reserves of the Iederal reserve banks, their deposit and note
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90 FEDERAL RESERVE SYSTEM IN OPERATION

liabilities, the amount of reserves required against these liabilities,
and the free gold. The chart shows that in 1920 the margin
was quite narrow, that in 1921, when liquidation set in and the
gold movement to this country got under way, the amount of
free gold constantly and rapidly increased and continued to
increase at a slower rate throughout 1922. At the present
time the free gold in the Federal reserve system is about
$1,700,000,000 and the question of adequate reserves is, for the
time being, a purely academic one.

REQUIRED RESERVES AND "FREE GOLD"
OF THE FEDERAL RESERVE BANKS
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F1g. 11.-—"Free gold" or excess reserves of the Federal reserve banks, which
was never less than $200,000,000, increased rapidly in 1921, nnd was fairly
constant at more than §1,500,000,000 in 1922 and 1923.

Another chart (Fig. 12) shows gold imports into the United
States from 1914 to 1924. During this period over $2,000,-
000,000 of gold was imported into this country, the first billion
coming before the entry of the United States into the World
War, when belligerent countries were buying large amounts of
war materials and paying for them in gold; and the second billion
coming since the fall of 1920, largely as the result of currency
and finaneial disorganization abroad.! That there was relatively

! See Appendix X, p. 313.
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Fia. 12.—The gold movement to tho United States in the past decade can be divided into two periods: 1915~1916, and 1921—
1924. Tho effect of these gold imporis on the credit situation in the United States is discussed in Chapter VIII, page 95,

and in Appendix K, page 313.
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92 FEDERAL RESERVE SYSTEM IN OPERATION

little increase after the middle of 1922 in the gold reserves or in
the free gold of the reserve banks, in spite of the large gold
imports, was due to the policy of reserve banks to pay gold.
rather than Federal reserve notes, into circulation.

What Affects the Reserve Position?P—Changes in the reserve
position of reserve banks may be caused by changes in three
items of ‘its balance sheet: deposits, Federal reserve note circula-
tion, and reserves, for deposits and notes are the two classes of
liabilities against which reserves are required by law. Changes
in any of these items at the reserve bank are brought about by
changes in some phase of the demand made by the public upon
member banks. An increase in the deposit liabilities of Federal
reserve banks is caused by an increased demand for deposit
credit by customers of the member banks, as the reserve banks’
deposits constitute the lawful reservesof the member institutions.!
An increase in the reserve banks’ note liability results from
an increase in the public’s demand for currency and a reduction
in the reserve banks’ reserves occurs in response to a demand for
gold either for export or for out-of-district payments through
the gold settlement fund.

This statement refers to developments making for inereased
demands upon the reserves of the reserve banks; changes in the
opposite direction would have the opposite effect and would
correspondingly strengthen the reserve position of the reserve
banks. While a public demand for either additional deposit
eredit, currency, or gold, results in an increasing utilization of
central reserves, the effect of the three kinds of demand upon the
reserves is different in extent. An increasec of $100 in the deposits
of member banks necessitates, on the average, an increase of
$10 in the deposits of reserve banks, and against these $10 the
reserve bank must keep 2 35 per cent reserve, so that its reserve
requirements increase by $3.50. An increase of $100 in the
public’s demand for currency translates itself into an increase of

! The reserve banks carry in addition to members’ reserve balances also
deposits for the United States government and “other deposits” consisting
largely of foreign government credits, cashiers’ checks, and non-member
banks’ clearing accounts. But members' reserve balances are by far the
largest part of total deposits (see balance sheet reprinted in Appendix D,
p. 262), and in the discussion reference is made to these deposits alone.
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$100 in the Federal reserve noteliability of the reserve bank, which
must keep a 40 per cent reserve against this increased liability,
so that the reserve requirements increase by $40. A demand for
$100 in gold, for export or for transfer out of the district, results
in a direct reduction of $100 in the reserves of the reserve bank.
Thus the ratios of demand by the public to the resultant effect
upon the reserves of the reserve banks are 100 to 3.5 1n case of
deposits, 100 to 40 in case of Federal reserve notes, and 100 to
100 in case of gold or out-of-district drafts.

From this discussion it is clear that increases in the deposits
of member banks are a relatively unimportant influence upon the
reserve position of reserve banpks, that a growing demand for
currency is more than 10 times as influential, and that a demand
for gold or gold drafts is about 30 times as powerful. This
explains the fact, mentioned above (see page 35), that it was
the demand for out-of-district drafts that caused the exhaustion
of reserves in agricultural districts in 1920 and resulted in a heavy
volume of borrowing from reserve banks in industrial districts.

Actual and Adjusted Reserve Ratios.—The chart on page
94 (Fig. 13) shows the reserve ratios of each reserve bank
and of the twelve banks combined in 1920 and 1921. Two lines
are shown: the solid line indicates the position of the reserve
ratio as it was actually recorded; and the broken line, what the
position would have been if the reserve banks had not borrowed
from each other. The chart shows how low the reserves of some
of the banks in agricultural districts would have been in 1920 had
it not been possible for them to obtain accommodation at other
reserve banks. It also brings out the fact that, for the system
as a whole, a fairly steady level of reserves at about 42 per cent
was maintained throughout the period of the greatest credit
straiu.

Gold Reserves and Gold in Circulation.—Prior to 1922 the
amount of gold in the United States outside of the United States
Treasury and the reserve system was relatively small, about
$400,000,000, scattered widely among pon-member banks and
in small amounts held by many thousands of people in their
homes. Between the middle of 1922 and August, 1924, however,
the amount of gold in circulation increased by over $600,000,000,
as a_result of the policy of some of the reserve banks of paying
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RESERVE RATIO OF FEDERAL RESERVE BANKS
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Fia. 13.—In 1920 the actual reserve ratios of all the reserve banks were kept
above legal requirements by means of interdistrict accommodation, though
adjusted ratios, i.e., ratios as they would have been had there been no inter-
district borrowing, were at times very low for some of the reserve banks.
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out gold certificates into circulation. The reason for paying
out gold was partly to restore gold to its former place in the
country’s circulation, as it was thought that it would have a
good effect upon the minds of the people once more to see yellow-
backs, which had been practically out of circulation since 1917.
Another object was to slow down the growth of Federal reserve
bank reserves, which were becoming very large and causing a
great deal of comment. Imported gold comes to the United
States consigned to a member or non~-member bank. It is turned
over to the United States Assay Office, which assays its actual
gold content. The receipt for this gold is then deposited with the
reserve bank, which gives the depositing bank a deposit credit.
In case the consignee bank is not a member it generally operates
through a member bank, though the reserve bank also has
authority to buy gold direct from the non-member bank. What-
ever the process in detail the final result is that the gold becomes
part of the reserves of the reserve system.

Effect of Imported Gold.—This is of great importance in con-
nection with the developments of the last years, when gold moved
to the United States in large volume increasing the reserves
of the Federal reserve banks. This increase in reserves did not
represent domestic loan liquidation, but the payment of obliga-
tions to American interests by foreigners, who were scraping the
hottom of their barrel and shipping to America whatever accept-
able liquid assets they could gather, which in many cases meant
gold.

The United States has absorbed in the last 2 or 3 years prac-
tically all of the new gold produced in the world and in addition
has received large amounts from some of the European reserves
(see Fig. 12). The gold did not come from the Bank of England
or the Bank of France, which have not diminished their reserves
and in fact have somewhat increased them. But it came from
the German Reichsbank reserves, a portion of which was paid
to the United States through the United States Grain Corpora-
tion in return for food sent to Germany after the armistice,
another portion coming to the United States in the summer of
1923 in connection with reparation payments. A large part of
the gold reserves of the Russian State Bank, which prior to the
war ‘had the biggest gold hoard in the world amounting to over
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$600,000,000, also came to the United States. A part of this
hoard was dissipated before the Bolsheviki came into power,
but much of what was left found its way indirectly to the United
States. Much Russian gold was sent to Sweden, was there
restamped in order to overcome the objection of the United States
government against receiving gold from the Bolshevik govern-
ment, and was then shipped to the United States. Much gold also
found its way to France, where it was impounded and equivalent
amounts of non-Russian gold shipped to the United States.
This absorption of the Russian reserve accounts for much of
the $691,000,000 of gold received in the United States during
1921.

In this way the stock of gold in the United States increased
by over $1,500,000,000 since the conclusion of the war. This
great amount added to our gold reserves came as the result
of European disaster, and European countrics may sooner
or later demand the return of all or a part of this gold to serve as
a basis of financial and monetary reconstruction. In a sense,
therefore, the United States is trustee for the gold and must
neither permit it to be dissipated or to form the basis of & credit
structure, as in such case the eventual loss of the gold might
create serious financial disturbances in this country.

Gold Used for Liquidation and as Basis for New Credit.—
The effect of gold imports on the banking situation in the United
States differed in accordance with business conditions prevail-
ing here at the time of the gold's arrival. In 1921 the gold was
used largely to pay the member banks’ indebtedness to the
reserve banks. During that time business and credit in this
country were going through a period of contraction, domestic
debts were liquidated by the reduction in Federal reserve notec
circulation, while the gold coming from abroad liquidated foreign
accounts owed to the banks and industrial corporations of this
country and was used by the banks in reducing their debt to
the reserve banks, The repayment of reserve bank loans was
accomplished in approximately equal degree through foreign
liquidation and through domestic liquidation as is shown by the
fact that reserve bank discounts declined between their peak on
Nov. 5, 1920, and their trough on July 26, 1922, by $2,400,000,000;
during the same period gold reserves of the reserve banks
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increased by over $1,000,000,000 and Federal reserve note circu-
lation contracted by $1,200,000,000.

Since mid-summer, 1922, the gold coming to the United States
has played a different part in our credit developments. In 1922
the country’s productive plant was working at full blast, business
activity had revived, the demand for bank credit and for cur-
rency was growing and member banks were increasing their
borrowings from the reserve banks. The gold coming from
abroad during this period was no longer used to retire obligations
at the reserve banks. Instead it became available for increased
loan extension by member banks without recourse to the reserve
banks. It is, in fact, the continuing, though diminished flow of
gold to the United States that enabled member banks to meet
the growing credit and currency requirements of their customers
between July, 1922 and the end of 1924 without using additional
reserve bank credit. During this period the loans and invest-
ments of member banpks increased by $5,000,000,000, while the
earning assets of the reserve. banks remained practically
unchanged. Thus part of the gold went into circulation, satisfy-
ing the demand for additional curreney, and the other part was
added to the reserves of the Federal reserve banks, constituting
at the same time the basis for the increasing volume of member
bank deposits. During both periods gold imports tended to
reduce the earning assets of the reserve banks, but the effect on
member banks and on the eredit situation was different: during
the period of liquidation it helped the member banks to melt
some of their frozen loans and to get out of debt to the reserve
banks, and during the period of growing credit demand it enabled
the banks to expand their loans and yet remain independent of
the reserve banks. In 1924, in the absence of currency demand
and with a relatively small volume of indebtedness at the reserve
banks, gold imports have been used by member banks as a basis
of additional loans and investments reflected in a rapid growth
of deposits. Thus the effect of gold imports on the relation
between member banks and the reserve banks differs in accordance
with the existing demand for currency and credit and with the
extent of member bank indebtedness to the reserve banks,

Gold Imports and the-Reserve Ratio.—Gold imports also
had an important effect upon the significance of the ratio of the
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reserve banks’ reserves to their deposits and note liability as an
indicator of domestic credit conditions and as a guide to credit
policy. A reserve ratio of over 75 per cent would give the
impression that credit is plentiful and should, therefore, be casily
available for all enterprises. But when such a high ratio has
been brought about not by conditions in the United States but
by conditions abroad, it is not an indication of the possibility
of using additional bank credit safely and effectively as has
been frequently stated, and as is explained in the Board's
Review of the Month reprinted in Appendix K, page 313.
When in 1920 the reserve ratio went down to 42 per cent it
was easy to explain to the public that the reserve banks were
obliged to raise their discount rates because their reserves
were threatened. But in 1924 the amount of gold in the
reserve banks was so abundant that the danger of inadequate
reserves had become very remote and credit policy had to be
based on other less familiar economie indigators. Among these
indicators is the volume of member bank borrowings from the
reserve banks, market rates for money, and the volume of pro-
duction and trade in its relation to changes in the price level.
While the Federal reserve banks continue to calculate and make
public their reserve ratios, these ratios are no longer watched
with the keen interest which they inspired in 1920 and have
become a matter of routine. This situation has given rise to
various proposals with the object of bringing the reserve ratio
into closer touch with current credit developments, One of
these proposals is to set aside a part of the gold as a reserve
against future exports, another to set aside 100 (or nearly 100)
per cent as a reserve against Federal reserve notes, thereby
reducing the reserves available against deposits. The latter
plan has much in its favor, as it is based on the principle of
separating deposit reserves, for which the reserve banks are
primarily responsible, form note reserves held by the Federal
reserve agent and in the redemption fund with the Treasury,
the responsibility for note issues and for the collateral back of
the notes resting with the Federal Reserve Board and the Federal
reserve agent as the Board’s representative. This segregation of
reserves, which is in accordance with-earlier practice abandoned
late in 1917, would have the advantage of reducing the deposit

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



RESERVES OF THE RESERVE BANKS 99

reserve and making it more responsive to changes in domestic
credit conditions and of keeping the gold received from abroad
impounded in the note reserve. Had this gold not come, the
collateral back of Federal reserve notes would have consisted to a
larger extent of commercial paper, and if the gold is re-exported
this will lead to a substitution of eligible paper for gold in the
note reserve. Under the plan of separate reserves the gold
received from abroad would be to a considerable extent kept out
of the domestic credit situation and in readiness for re-export
whenever a demand for gold from abroad would assume consid-
erable proportions.

Reserve Ratio Less Significant at Present.—So long, however,
as gold continues to come to this country in large quantities the
reserve position of the reserve banks cannot adequately reflect
the domestic credit situation. And it is essential for the public
to learn to disregard gold altogether as an indicator of the volume
of credit that may safely be extended and to direct its attention
to other and more significant factors. The public must come
to appreciate the fact that additions to our reservoir of credit,
which have not arisen out of business conditions in this country,
have introduced a complicating factor into our credit situation
and have made the task of eredit control more difficult than it
would have been if credit expansion could not proceed without
increased borrowings from the reserve banks.! So long as the
banks are constantly receiving additions to their funds independ-
ently of the reserve system it will be more than ordinarily difficult
to detect and to control credit expansion. In normal times such
a development could not proceed far without setting in operation
a number of corrective forces. Interest rates in this country
would fall, money would flow into countries whereratesare higher,
exchange rates would be against the United States, and the
movement of gold to America would cease and presently would be
reversed. But at the present time, with the world off the gold
basis and heavily indebted to the United States, these correctives
are slow to assert themselves. During 1922, gold shipments were
indeed made to Canada as a result of such developments, the
exchange value of the pound sterling also advanced nearly to parity,
and that of some of the neutral European countries evenrose above
par. This was caused by the unusually easy money conditions

1 See appendix K, p. 306.
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and the rise in prices in the United States not accompanied by
corresponding rises in other countries. Still gold continucd
to come to the United States because no other country was in a
position to bid against the United States in the gold market.
Favorable trade developments in India have enabled her to
divert some of the gold to herself, but the bulk of the new gold
has come to the United States. In 1923 new gold imports were
$204,000,000 compared with $238,000,000 in 1922, and in the first 7
months of 1924 gold came at the rate of more than$1,000,000 a day.

During the last five months of 1924 considerable gold takings
by India directly from the South African mines, together with a
large volume of foreign loans floated in the United States, dimin-
ished the inflow of gold to this country {o relatively small
proportions. The foreign loans were facilitated by the fact that
interest rates in New York were considerably lower than in
London and much lower than in Continental Europe. Thus
the low level of money rates in this country, caused partly by the
abundance of funds arising out of previous gold imports, was
a factor in reducing the volume of gold imports in the latter part
of 1924, In December of that year there were furthermore
substantial exports of gold, chiefly to Germany which withdrew
in gold a part of the proceeds of the $110,000,000 loan floated
under the provisions of the Dawes plan for the settlement of
reparations. As a result there was in the closing month of 1924
a net export of gold from the United, States for the first time
since the autumn of 1920, While this outward movement of
gold did not reflect a definitc change in the conditions that caused
gold to flow to the United Statesin the pastfour years, itindicated
that, with the return of greater currency stability in Burope and
with the reestablishment of the relationship between certain
Buropean currencies and gold, international gold movements
might be expected to be increasingly influenced by differences in
money rates and in price levels in different countries. The year
1924, therefore, which witnessed definite progress in the direction
of more normal currency conditions in many countries, also
saw a beginning of more normal gold movements. If these
developments continue they will have an important effect on the
TFederal reserve system by tending to reestablish the relationship
between changes in the reserve position of the Federal reserve
banks and in the gencral credit situation.
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CHAPTER IX

CHECK CLEARING AND COLLECTION AND OTHER
SERVICES

It is hard to talk about a technical matter like check-clearing
and collection, the very sound of which is forbidding to the lay-
man, in such a manner as to interest the general reader. But
technical as the matter may be in some of its phases, the function
is one that concerns every business man and in the final analysis
every person living in this country, no matter what his occupation
may be. Prior to the organization of the Federal reserve system,
payments by persons in one city of the United States to be made
in another city were in many respects on the same level as pay-
ments in a foreign country. Such a person had to buy a bill of
exchange and if the supply of bills was short, he had to pay a
premium, which sometimes was considerable. In many cases
a bank would accept out-of-town checks without charge, but
then the bank itself would have to secure exchange, and the cost
to the community was the same. Furthermore, final settlements
of balances between the cities had to be made by the actual ship-
ment of cash. This cumbersome machinery of settling bills
between districts has been largely scrapped as a result of the
inauguration of the check-clearing service of the Federal reserve
banks. Member and non-member banks are now privileged to
deposit with a Federal reserve bank any checks that they may
have upon other banks, and to receive credit for these checks in
accordance with the time schedule based upon the actual length
of time that the collection of these checks normally requires.
The banks do not have to draw on other citics, and need not
maintain balances for the purpose of covering such drafts. They
leave all this to the Federal reserve banks which make settlements
among themselves through the gold settlement fund.

Principles Underlying the Clearing of Checks.—The funda-
mental principle underlying check collection is that over a con-
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siderable period of time the volume of purchases of goods or
services by a community from the outside must substantially
equal the volume of sales of services and goods by that com-
munity. In other words, no town can permanently purchase
more than it sells any more than an individual ean continually
receive things from others without offering some equivalent in
return. There may be seasonal differences, so that a district or
a community may purchase a great deal during one part of the
year, and during that time may make a much larger volume of
payments outside of the district than it receives from the out-
side. But such a season must be balanced by another season
when the conditions are reversed. Broadly speaking, the agricul-
tural districts make their purchases in the early part of the year
when they buy machinery, and fertilizers, as well as personal sup-
plies, such as clothing, etc. In the fall months, on the other hand,
when crops mature, these districts sell their products and receive
payment from industrial centers. An undeveloped community
may, for a considerable time, purchase more goods from the
outside, because the older communities may invest money in the
new one and, so long as the volume of new investment continucs
to be larger than interest and amortization payments, there
may be a continuous flow of goods to the district in exchange for
claims upon it in the form of securities or open accounts. DBut
interest must be paid upon such advances and ultimately the
principal will mature, so that in the long run the volume of
incoming and outgoing payments must balance. The movement
of funds between communities responds to an innumerable
variety of forces, but, broadly speaking, when the total volume
of purchases by a community is compared with the total volume
of its sales the difference, which may be called the balance of
payments, is generally small even over a period of time so short
as a year. If this were not so it would not be of much use to
establish a system of check-clearing because large unfavorable
balances would accumulate and would have to be settled by the
shipment of cash. Since, however, the accounts balance approxi-
mately, it saves a great deal of time and money to cancel the
payments and receipts of each community, before settling the
ultimate balance. This is what the Federal reserve clearing
system attempts to do, and it is clear from this exposition that
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the more nearly all-inclusive the system is the more effectively it
can function. An ideal system would include all payments
from all districts, and such an all-inclusive system would result
in a very large proportion of cancellations and a very limited
volume of balances. In substance the idea is the same as that
upon which is based the operation of a clearing house between
banks in one city. It is well known that balances that banks
must pay to each other are a small fraction of the volume of
clearings, and that even these balances aceruing each day gradu-
ally cancel each other, so that the amounts held for the credit of
the individual banks with the clearing house remain fairly steady
over long periods of time. The Federal reserve banks and
branches act as clearing houses in the cities where they are
situated and in addition clear and collect out-of-town checks
deposited with them.

Growth of the Clearing Service.—The framers of the Federal
Reserve Act intended through the operation of the reserve banks
to improve the facilities for check clearing. They were not,
however, originally inclined to include banks other than member
banks in the benefits of the system, but on June 21, 1917, the Act
was so amended as to permit the reserve banks to receive on
deposit checks and drafts payable upon presentation without
reference to the character of the banks upon which the checks
were drawn, substituting this proviso for one which permitted
the banks to receive checks only on solvent memberbanks. Out
of the application of this provision of Sec. 13 of the Reserve Act
there has grown a controversy between certain small banks,
particularly in the South, and the reserve system. These banks
derived a substantial part of their income from exchange charges
and they have been reluctant to dispense with this source of
income. What it amounted to was this: If a person, say Mr.
Jones, a resident of Mobile, Alabama, bought a book in New
York, and in payment sent a check upon his bank in Mobile,
the book store in New York would deposit the check with its
own bank in New York and that bank would transfer it to the
Mobile bank which would send a draft for the amount to the New
York bank. Under the system of exchange charges the Mobile
bank would refuse to pay the full amount of the check but
would deduct a commission of one-tenth of 1 per cent or more
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for its services. ‘This charge would, of course, make it necessary
for the New York bank to pass the exchange charge on to the
depositing book-scller, who in turn would add it to the selling
price of the book, so that the ultimate result would be an increase
in the price of New York books to a purchaser in Mobile. In
order to avoid the payment of exchange charges banks receiving
out-of-town checks would often send them for collection to city
correspondents, with whom they may have had an agreement for
full credit for checks sent in. In this way, checks instead of going
direct from the bank where they were deposited to that upon
which they were drawn, would travel around through many
hands seeking to avoid the exchange charge. This indirect
routing of checks resulted in a loss of time and in needless expense
and was one of the evils that the check-clearing service of the
reserve banks was intended to correct.

The exchange charges with which the check-clearing system is
concerned should not be confused with cxchange charges by a
bank upon checks on other cities deposited with it. It is custom-
ary and fair that a bank in Washington recciving on deposit a
check for $10 on a San Francisco bank should withhold credit for
the check until collection at San Francisco has been made and
the proceeds received, and possibly also charge something for the
service involved in the correspondence and the handling of the
check. There has been no controversy about charges by banks
which make distant collections. The difficulty is concerned with
the charges made by banks for honoring checks of their own
depositors who have made out-of-town payments and whose
checks are presented for collection by representatives of the
out-of-town payees.

The Par Clearance Controversy.—The Federal Reserve Act
contains the following clause:

That nothing in this or any other section of this Act shall be con-
strued as prohibiting a member or non-member bank from making
reasonable exchange charges to be determined and regulated by the
Federal Reserve Board, but in no case to excced 10 cents on $100 or
fraction thereof, based on the total of checks and drafts presented at
any one time for collection or payment of checks and drafts and remis-
sion therefor by exchange or otherwise; but no such charges shall be
made against the Federal reserve banks,
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This last clause means that the Federal reserve banks may not
pay exchange charges, and therefore, if a member bank charges
exchange, the Federal reserve bank must either refuse to collect
checks upon that bank, or must collect them through other
banks or by presenting them over the counter. The handling
of such checks involves considerable trouble and expense to the
reserve banks. This was the incentive for a campaign for
universal par collection, which was actively pursued by the
reserve banks and the Reserve Board in 1919 and 1920. One
reason was that it was troublesome and expensive for banks
clearing through the reserve banks to sort out checks on banks
not remitting at par and to collect such checks by other methods.
The Board also felt that it would be a decided step in the direction
of greater smoothness and efficiency in our business machinery,
if the banks were enabled to deposit with the reserve banks for
elearing and collection all the checks brought to them by their
customers. This effort, however, encountered a determined
opposition on the part of many small banks, and the legislatures
of some states passed bills making the collection of checksthrough
the Federal reserve system more difficult. Such acts were passed
by the legislatures of Mississippi, North Carolina, Louisiana,
South Dakota, Georgia, and Alabama.

One point involved in the matter is this: If a check upon a
bank is brought to it and presented over the counter, the bank
is obliged to cash it so long as the drawer of the check has a
balance to meet the amount of the check, since otherwise the
bank would be defaulting upon its lawful liabilities. The
Federal reserve banks in some districts made use of this obligation
to honor checks presented over the counter and made it a prac-
tice to have agents in the small towns, and when checks would
come in on banks which refused to remit at par by draft, the
reserve banks sent these checks to their local agents who would
present them for payment at the drawee banks. In this way the
reserve banks expected to encourage the small banks to join the
par collection system by agreeing to remit at par. The banks,
however, took exception to this action. They accused the reserve
banks of using unfair means by saving up large amounts of checks
and presenting them at times when this was embarrassing to the
bank, The matter came to trial in the well-known Atlanta case,
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in which certain banks in Fulton County, Georgia, were endeavor-
ing to restrain the Federal Reserve Bank of Atlanta from collect-
ing, otherwise then through the mails, checks drawn on the
plaintiff banks. This suit was tried in the lower courts and
decided in favor of the reserve bank. When it reached the
Supreme Court, this court held that if the facts in the case indi-
cated a malicious intent on the part of the reserve bank its action
may not have been lawful, even though the collection of each
individual check by the method of direct presentation be entirely
legitimate. The case was remanded to the Court of Appeals
of the Fifth Circuit which sustained the position of the reserve
bank, holding that no evidence of malicious intent had been
presented and that the reserve bank had acted within the law
and in the public interest. Upon this finding the Supreme Court
sustained the action of the Federal Reserve Bank of Atlanta and
dismissed the complaint.!

There has also been litigation to determine the constitutionality
of check collection acts passed by the state legislatures. The
legislature of North Carolina in 1921 passed a law entitled “An
Act to Promote the Solvency of State Banks,” Sec. 2 of which
reads as follows:

That in order to prevent accumulation of unnecessary amounts of
currency in the vaults of the banks and trust companies chartered by
this State, all checks drawn on said banks and trust companies, shall,
unless specified on the face thereof to the contrary by the maker or
makers thereof, be payable at the option of the drawee bank, in exchange
drawn on the reserve deposits of said drawee bank when any such
check is presented by or through any Iederal reserve bauk, post office,
or express company, or any respective agents thereof.

The Act also authorizes banking institutions chartered by the
state to charge a fee not in excess of onc-eighth of 1 per cent on
remittances covering checks, the minimum fee on any remittance
therefor to be 10 cents. The constitutionality of this act was
questioned on several grounds. 1t was claimed that it violates
the constitutional provision prohibiting a state from making
anything except gold and silver coins a tender in payment of

U American Bank and Trust Company et al., Appellants, vs. Federal Reserve

Bank of Atlanta et al. No. 717, October Term, 1922. Decision rendered on
June 11, 1923,
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debts, that it is contrary to the due process and the equal protec-
tion clauses of the constitution, and that it is in conflict with
the Federal Reserve Act because it prevents the Federal reserve
banks from collecting checks of such state banks as do not
acquiesce in the plan for par clearance, and interferes with the
duty of the Federal Reserve Board to establish in the United
States a universal system of par clearance and collection of
checks.  The court’s opinion in this case was delivered by Justice
Brandeis.! The court held on the principal issue that par collec-
tion was not obligatory on the Federal Reserve Board or the
reserve banks, and that the North Carolina Act did not interfere
with any but optional activities of the Federal reserve system,
and was, therefore, not contrary to the constitution of the United
States. This decision by the Supreme Court of the United States
means that the reserve banks, in the absence of additional legisla-
tion, will have to refuse to handle checks drawn upon banks not
remitting at par. It also means that adherence to the par collec-
tion system on the part of any non-member bank is voluntary
and that the further spread of the system willhave to depend upon
an increasing realization by the banks that it is to their ultimate
advantage to further the prompt and economical clearance and
collection of checks. _

Volume of Business.—In order to give an idea of the amount
of business done by the reserve banks in the collection of checks,
the following table is introduced showing the total number of
checks handled and the amounts collected during 1920-1923.
Another table shows the number of banks on the par list and the
number that had not joined the par list in July, 1924. To be
on the par list a bank must signify its willingness to remit at
par for any check drawn upon it and presented for collection by
a reserve bank either by mail or otherwise.

1 Reprinted in Appendix F.
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CLEARING OPERATIONS OF FEDERAL RESERVE Banks: 1920-1923

(Numbers in thousands.

Amounts in thousands of dollars)

Class of item

Number of items handled

Amount of items handled

1920 1921 1922 1923 1920 1921 1922 1923
Total items handled. ... ...... 452,116{522,676/584,882/639,204$156,509,264(/3119,160,048/$150, 506, 500[$196, 636,073
Items drawn on banks in:
Fedornl resorve bank city....| 63,508) 78,374 07,517] 94,043} 72,494,620] 58,365,284 87,698,642| 108,479,604
TFederal reserve branch cities | 23,447 33,142| 39,544 42,842 20,228,821] 16,207,746 17,320,887 33,411,949
Same district outside Federal
reserve bank and branch
citles. .. vne e e, 337,6281377,856[413,679465,7306( 57,083,157 38,825,254 40,423,047 45,146,789
Other Federal reserve dis-
T T 75l 104  162] 190 23,593 22 017 48,641 85,006
Items drawn on United States
TrCOSUTET. . oo nee e e, 927,367| 33,200{ 33,980| 35,803| G,679,043| 5,649,747 5,014,383| 4,511,735
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NusmBer oF MEMBER BANKS AND oF NoN-MEMBER BANES oN Par List
AND Not ox Par List: Juny, 1924

Non-member banks
Federal reserve district Member
banks ~ i
On par Not on
list par list
Boston..................... . ... 422 231
New York.............cooiviii oL 849 370
Philadelphia.......................... 731 519
Cleveland............................ 874 1,076 5
Riclmond............................ 627 793 691
Atlanta. ............ ... 527 379 1,109
Chicago........covv i 1,428 3,988 187
L ) - T 629 | 2,273 306
Minneapolis. ..........cooovveueni ... 930 1,682 664
Kansas City...........ooviiiinna... 1,097 2,765 201
Dallas.... ..o 842 886 136
San Franciseo...........coooovivunnenn. 785 858 54
Total.............civiiiiiiiiiiat, 9,741 15,820 3,353

Fiscal Agency Operations and Other Services.—Another
important function that the Federal reserve banks perform istheir
operations as fiscal agents of the government. The banks during
the war acted as the agents of the government in issuing bonds
and certificates, in paying coupons, etc. Recently the sub-
treasuries of the United States have been abolished and the
reserve banks are now the sole fiscal agents of the government.
This involves the redemption of all classes of government cur-
rency, the cashing of coupons, and the redemption of maturing
government obligations. The government keeps most of its
funds at member banks and calls on these banks when it requires
funds. The banks then turn over the amount called for to the
reserve bank, the government paying its obligations by check on
the reserve bank. The Treasury compensates the reserve banks
for part of the expense involved in these fiscal agency functions, but
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110 FEDERAL RESERVE SYSTEM IN OPERATION

much of the work for the government is done gratuitously and is
absorbed into the reserve banks’ expenses.

The reserve banks also perform an important service in supply-
ing currency to all member and non-member banks. Any bank
desirous of obtaining cash ean do so by applying to the reserve
bank and offering suitable payment for the cash. The banks
‘also send surplus money to the Federal reserve banks and in
return receive credit on the books of the reserve bank, or else
receive new currency. Receipts and shipments of currency by
the reserve banks total about $7,000,000,000 a year.

The reserve banks also examine the condition of member banks
in their district, particularly of non-national member banks,
gince the national banks are under the general supervision of the
Comptroller of the Currency who has a large examining force
of his own. In the examination of state bank and trust com-
pany members the reserve banks generally cooperate with the
state authorities and in many cases accept the result of examina-
tions made by these authorities, but the reserve banks retain
the privilege of independent examinations and not infrequently
make use of this privilege.

Still another service performed by the reserve banks is their
acting as collection agents for member banks in connection with
items other than checks. This service is free, except that o
small charge is made on items returned unpaid and unprotested.
The charge is for the purpose of discouraging the use of the reserve
banks’ collection facilities for the presentation of mere *dunning
drafts.” 1In cases where a reserve bank collects an item through
some other bank any reasonable collection charge made by that
bank is deducted by the reserve bank from the face amount of
the item before remitting the proceeds to the member bank from
which the item was received for collection. The reserve banks
also act as custodians of securities. This function grew out of
the fact that the banks had to undertake the custody of securities
offered by the member banks as collateral for discounts. Since
the reserve banks had to take care of these securities and had to
have adequate facilities for their safekeeping, the banks under-
took to take care of any other securities that the member banks
wished to entrust to their care. The reserve banks clip and
cash the coupons attached to the securities held in custody for
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their customers, thus saving the owners the trouble of doing it.
These services involve a large amount of work and of expenditure
without being related to the volume of earning assets of the
reserve banks,

In the next chapter there is presented a discussion of the
earnings and expenses of the Federal reserve banks.
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CHAPTER X
EARNINGS AND EXPENSES

Federal reserve banks, like most central banks, are owned by
their stockholders. But the stock of the reserve banks, in con-
trast to most other banks of issue, is held entirely by the member
banks, which are required by law to subseribe 6 per cent of their
own capital and surplus as their share of the stock of the Federal
reserve bank. Three per ccent of this subseription has been
paid in and the other three per cent is subject to call. Thus the
reserve banks are owned by their member banks, which are
required by law to supply their share of the rescrve banks’
capital. The earnings of the reserve banks, after current
expenses and a 6 per cent cumulative dividend on the capital
stock has been met, arc divided between the government and
the surplus account. The present law provides that the banks
may build up surplus accounts equal to their subseribed capital
before they need to turn over any part of their carnings to the
government. When the surplus equals the subscribed capital,
10 per cent of net earnings continues to be added to this account
and the remainder is paid to the government as a franchise tax.

Distribution of Earnings.—The following table shows gross and
net earnings of the twelve Federal reserve banks tombined and
their distribution from 1914 to 1923. The surplus account of
all the banks, with the exception of Dallas, has equaled their
subscribed capital and consequently they have all paid franchise
taxes. In 1920 and 1921 the total franchise tax amounted to
$60,000,000, but in 1922, owing to a much smaller volume of
discounts, it amounted to only $11,000,000, and in 1923 to only
§3,600,000. In the latter year the earnings of threec reserve
banks, those of Cleveland, Dallas, and San I'rancisco, did not
excced their expenses and dividends and their payments into
surplus ‘account and these banks, therefore, paid no franchise
tax for that year. In 1924, with carning assets at the lowest
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Gross anp Nrr Eannives 'oF ToE 12 Feperan REserve Basks, Anso Disrosition Mape oF NET EARNINGS,

1914-1923
Earnings Disposition of net carnings
Year Franchise tax | Profit (+) or
G Dividend Transferred to | paid to United loss (—)
3ross Net )
payments surplus States carried
government forward
1014, ............. $ 63,145 | § 310,287 | ... o —$ 310,287
1016, ... ot 2,110,107 168,828 | $ 217,463 | ............ | ... .ol — 48,635
1916.......... . ol 5,217,937 2,750,998 1,742,774 | ... ..o 0 -+ 1,008,224
1917, .. ... . oL 16,128,339 9,579,607 6,801,726 | $ 1,134,234 | § 1,134,234} 4+ 509,413
1918, .. ... ol 67,584,417 52,716,310 5,510,684 48,334,341 | ... — 1,158,715
1919, ... ... 102,380,583 78,367,504 5,011,832 70,651,778 2,703,804
1920, ... ... Ll 181,297,338 149,294,774 5,054,018 82,916,014 60,724,742
1921, ........ ... .. 122,864,605 82,087,225 6,119,673 15,993,086 59,974,466
1922 ... .. .. 50,490,739 16,497,736 6,307,035 —659,904 10,850,605
1923, 0l 50,708,566 12,711,286 6,552,717 2,545,513 3,613,056
Total............. $5908,845,776 | $403,863,981 | 843,947,922 | $220,015,062 | $139,000,997
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level since 1917, several reserve banks may have to pay no fran-
chise tax and it is uncertain how many of the banks will be
able to meet their expenses and dividend requirements out of
current earnings.

Sources of Earnings of the Reserve Banks.—Income-producing
operations of the reserve banks are largely of three kinds—the
discount of bills for member banks, and the purchase in the open
market of acceptances and of government seccurities. Other
sources, including the receipt of penalties imposed on member
banks for deficient reserves and miscellancous earnings, are
relatively unimportant. In the following table are shown the
carnings of the reserve banks from different sources for the years
1920-1923, and for the first 6 months of 1924.

Sources oF EArNINGS oF THE FEDERAL RESERVE BANKS
(In thousands of dollars)

Source 1920 1921 1922 1923 1924 (6

months)

Discounted bills............|$149,060/$109,590)$26,523(832,056 $10,709
Purchased acceptances...... 22,020 5,234] 5,629 9,371 3,815
United States securities. .. .. 7,141 6,254| 16,682 7,444} 5,035
Deficient reserve penalties. .. 1,573 1,178 603 521 214
Miscellaneous.............. 1,503 600 1,053 416 630
Total earnings. .......... $181,297|$122,865/%50,490/$50,708| $20,403

Discounts for member banks were the principal source of
income of the reserve banks throughout the period shown in the
table, and also for earlier years, with the exception of the period
prior to our entry into the World War when acceptances and
government securities were the chief source of earnings. The part
played by acceptances as a source of earnings varied considerably
from year to year, and government securities also furnished a
different proportion of earnings in different years. The latter
proportion was larger in 1922 than in any of the other complete
years shown in the table, but during the first 6 months of 1924
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this proportion increased continuously and indications are that
more than one-half of the reserve banks’ earnings during that
year will be derived from government securities.

Factors Affecting Earnings of Reserve Banks.—In view of the
sources of the reserve banks’ earnings, as they have been shown
above, it is evident that the amount of these earnings depends on
the volume of discounts and open-market purchases made by the
banks and on the rate of discount or interest earned by the bills
and securities. The average daily holdings of the different
classes of earning assets and the average rate of earnings thereon
are shown in the table on the following page for the years 1920-
1923 and the first 6 months of 1924.

In 1920 and 1921 the large earnings of the reserve banks were
the result chiefly of the large volume of discounts for member
banks and the prevailing high level of discount rates. Holdings
of acceptances and government securities were relatively small,
and the rate of earnings on the latter was low, owing to the fact
that these ecarnings consisted, to a large extent, of 2 per cent
Pittman certificates held as cover for Federal reserve bank
notes. In 1922 and 1923 the average holdings of discounts
were much smaller and the average earnings on discounted
paper declined from about 6 to about 414 per cent. In 1922
government securities were a more important source of earnings,
both because their holdings increased and because the yield was
considerably higher. During the first half of 1924 the rate of
earnings was lower and the average volume of earning assets
was smaller than in any of the years from 1920 to 1923. Govern-
ment securities constituted a larger part of the earning assets
than at any other time except in 1922.

Can the Reserve Banks Control Their Own Earnings?—With
these factors determining the amount of earnings of the Federal
reserve banks, the question arises: To what extent can these
banks increase their annual income by adding to one or the other
class of carning assets? The volume of discounts held by the
reserve banks depends on the demand for reserve bank credit by
the member banks, which in turn reflects chiefly the demand for
currency by the public. The reserve banks cannot directly
influence this demand, and the volume of discounts they hold is,
therefore, controlled largely by influences other than their own
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Class of carning assets

Daily average holdings (millions of dollars)

Annual rate of earnings (per cent}

1920 | 1921 | 1922 | 1023 | Y2201 1990 | 1021 | 1022 | 1003 [ 1924 (O

months) months)

Discounted bills.........| $2,530 [ $1,8041 | $ 573 | $ 738 8480 5.88 6.07 4.63 4.46 4.47
Purchased acceptances. . . 389 92 159 227 185 5.66 5.70 3.54 4.14 4.14
United States securitics. . 324 264 455 186 251 2.21 2.37 3.67 4.01 4.02
Total carning assetst...| 83,243 | 2,160 [ $1,187 | 81,151 8916 5.50 5.61 4.11 4,33 4.28

1 Including small amount of municipsl warrants and Federal Intermediate Credit Bank debentures.

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

911

NOLLVIAJO NI IWHALSAS AAYISHY TVHIAATA



EARNINGS AND EXPENSES 117

desires in the matter. The rate of discount, which is the other
factor determining the amount of earnings, is fixed with reference
to credit conditions and with no consideration whatever of its
effect upon the reserve banks’ earnings. The situation in
respect to acceptances is somewhat similar. Though the reserve
banks have authority to purchase acceptances in the open market
on their own initiative, the volume of acceptances available for
purchase depends upon the volume executed, which in turn is
affected by the condition of our foreign trade, and upon the level
of rates prevailing in the money market, which influences dealers
in acceptances in their decision whether to sell their bills to the
reserve banks or to the investing public. In actual practice the
reserve banks have, as a rule, purchased such acceptances as
have been offered to them, and have only, to a relatively small
cxtent, entered the acceptance market upon their own initiative.
In acceptance operations, as in discount operations, the reserve
banks are, therefore, conducted with a view to ““accommodating
commerce and business’’ rather than with reference to their
own earnings.

It is by the purchase of United States obligations that reserve
banks can more directly increase their earnings, as the supply of
these securities under present conditions is abundant, and as the
reserve banks have no direct responsibility for the government
security market. But even in this class of operations the reserve
banks, under ordinary conditions, can influence their own earn-
ings only to a limited extent. As has been pointed out in another
chapter,! the purchase of securities by the reserve banks, both in
1922 and in 1924, has had the effect of placing funds at the disposal
of member banks which used these funds to reduce their borrow-
ings at the reserve banks, so that the total volume of earning
assets of the reserve banks and of their earnings was not materi-
ally affected by the purchases. So long as the total volume of
reserve bank credit in use adjusts itself to the market demand
for reserve bank funds, the reserve banks can influence the
volume of their earning assets, and consequently of their earn-
ings, only to an extremely limited extent. Only at a time when
the member banks are practically out of debt to the reserve
banks, so that funds placed in the market by the reserve banks

' P. 58.
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118 FEDERAL RESERVE SYSTEM IN OPERATION

through the purchase of securitics cannot be returned to them
in reduction of discounts, can these banks make substantial
additions to their earnings by purchases in the open market.

In view of these considerations, it becomes evident that the
criticism directed against the reserve banks on account of their
large earnings in 1920 and 1921 is based on a misunderstanding
of the Federal reserve system. The factors determining the
income of reserve banks are so largely the outcome of general
credit conditions, that the banks’ own attitude toward earnings
has been, during most of the time since the establishment of the
system, a negligible factor in the situation. It will be remem-
bered also, that net earnings above the 6 per cent dividend are
turned over to the government, so that the reserve banks have
but a small incentive to make efforts to increase their income,
especially at a time when it exceeds their requirements for
dividends and expenses. A discussion of the volume and
character of the reserve banks' expenses is presented in the
following pages.

Expenses of the Federal Reserve Banks.—Iederal reserve
bank activities increased rapidly as the volume of their opera-
tions expanded, especially after 1917, and expenses of the
reserve banks assumed large proportions in the past 6 years. In
round figures the total expenses have heen as follows:

1914 $ 373,000
1915 1,941,000
1916 2,467,000
1917 6,549,000
1918 14,848,000
1919 24,013,000
1920 32,003,000
1921 40,777,000
1922 33,993,000
1923 37,997,000
1924 (6 months) 14,703,000

Expenses of the reserve banks were at their maximum of over
$40,000,000 in 1921, and declined somewhat after that year, but
in 1923 the total was still about $38,000,000. Thus, in spite of
a decrease in reserve bank credit in use from about $3,000,000,000
to about $1,000,000,000 and a decline in the total volume of
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discount and open-market opcrations from $96,000,000,000 in
1920 to $29,000,000,000 in 1922 and $44,000,000,000 in 1023,
expenscs of .the reserve banks have been only slightly reduced
from the level reached at the time of the largest demand for
reserve bank credit. This relative constancy of expenditures
is due to the fact that a large part of the reserve banks’ outlays is
in departments not directly related to the loaning operations
of the banks. Following is a condensed table showing the prinei-
pal items of expense at the Federal Reserve Bank of New York
in 1923. A more detailed statement of these expenses is shown

on page 280.
Maintaining the accounts of the bank....... e $ 211,363
Supplying currency and coin.......cooiiiiiiiiiiiin., 1,919,226
Making loans. .....oievrii i ine e 418,017
Collecting cheeks, ete....vee v ene e iiiinnnnnnns 2,207,061
Supplementary serviees............. e 447,207
Services in connection with government loans.............. 648,310
General or sUpervisory eXpenses. .........oeesveronnensss 1,028,952
Executive salaries........oovvvereninreieiinens $203,640
Work of the Federal reserve agent............. 352,575 -
Maintaining the general audit................. 260,226
Dircctors’ fees and traveling expenses.......... 21,664
Share of the expenses of the Federal Reserve
Board.......coivemiiiii i 190,847
Total. ou i e e e $6,880,136

The statcment brings out the fact that the check-clearing
service accounts for the largest item of expense and the supplying
of currency for the next largest, while the cost of making loans is
one of the minor items amounting to only about 6 per cent of the
total expenses. It is because the banks’ expenses are due largely
to other activities than credit extension that they continue heavy
in years of relatively small demand for reserve bank credit.

Cost of Services Rendered by the Reserve Banks.—Mention
has already been made of the reserve banks’ work in connection
with check clearing and collection, and withthe supplying of banks
with currency and coin. In addition the reserve banks perform
for their members many of the services that as city banks render
to their country correspondents. The reserve banks store
securities for their member banks and cash the coupons attached
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120 FEDERAL RESERVE SYSTEM IN OPERATION

to these securities; they collect many non-cash items, making
a small charge only in case of non-collection in order to discourage
member banks from using the reserve banks as dunning agents;
they make wire transfers of money between member banks in
different districts; and they supply member banks with informa-
tion on credit and business developments by issuing monthly
reviews of economic and banking conditions. In addition to
their services for the member banks the reserve banks act as
fiscal agents of the government and are reimbursed only for
a small part of their expenditures in this connection.

These large expenditures of the reserve banks for gratuitous
services have become a matter of serious consideration, particu-
larly since the earnings of the banks have declined materially in
the past few years. The question has been raised whether the
reserve banks should not curtail some of these services, and
certain minor moves in this direction have been effected. No
substantial economy, however, is likely to be brought about by
this method so long as the banks continue to perform the most
expensive services, namely, the collection of checks and the
supplying of currency to member and non-member banks. The
desirability of charging for some of the services now rendered
gratuitously has also been considered, but here again relatively
little can be accomplished, unless a charge is made for the collec-
tion of checks. The adoption of such a policy, however, is
unlikely, as the check collection service is one rendered to
the whole community and one that has resulted in the disappear-
ance of numerous delays and undesirable practices, such as the
indirect routing of checks, which prevailed prior to the establish-
ment of the system’s clearing and collection service, and would
reappear again if this service were to be curtailed or ccased
to be gratuitous. While certain economies may be effected
in the system’s expenditures through the curtailment of certain
non-essential services and through the imposition of cost-covering
charges for certain others, no large reduction in expenses is likely
to be accomplished by these methods. It is through the develop-
ment of more efficient methods of operation that the largest
reduction in the system’s costs is likely to be brought about.

Economy and Efficiency.—Considerable progress in the direc-
tion of cconomy and efficiency of operation has been made by
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the system in recent years. The reserve banks and the Reserve
Board are making every effort toward performing their functions
as economically as is consistent with good service. The growth
of the banks’ operations was very rapid, and while they have been
administered as efficiently as was possible under the ecircum-
stances, there was not time thoroughly to systematize their
operations and to avoid unnecessary motion and duplication of
effort in every detail. The appointment by the Board of a
joint committee of Board Members and operating officials on
cconomy and efficiency and the careful scrutiny of the expenses
of the different departments of the banks, with unit cost compari-
sons, etc., has already resulted in a material reduction in operat-
ing costs, and continued efforts along these lines are expected
still further to curtail the system’s expenses.

There has becen a great deal of eriticism of the reserve banks for
extravagance, especially in the payment of salaries and in the
construction of buildings. A thorough study of the subject of
salary payments made by the Board and presented to the Senate
showed that the banks do not pay salaries as high as member
banks of similar size in the same districts.! The Board’s report
points out that the reserve banks, in order to compete with the
member banks for the services of men competent to bear the
heavy responsibilities of conducting the affairs of the reserve
banks, must pay sufficient salaries to induce these men to remain
at their posts. The reserve banks are able to retain their per-
sonnel, notwithstanding somewhat lower salaries than those paid
by member banks, because positions with the reserve bank carry
a certain amount of security and prestige which makes able men
willing to serve for lower compensations than they could obtain
elsewhere, but the banks cannot afford to adopt a level of salaries
that would result in a constantly shifting and a less efficient
personnel than is had by other important banking institutions.
True economy does not lie in that direction.

Another phase of Federal reserve bank expenditures which
has been subject to serious attack is the construction of Federal
reserve bank buildings. - This kind of criticism has led to the
enactment of a law limiting the expenditures of a reserve bank
in the construction of branch bank buildings, without consent of

1§7th Congress 1st Session Senate Document No. 75,
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122 FEDERAL RESERVE SYSTEM IN OPERATION

Congress, to $250,000. In this respect, also, the rapid growth
of the banks created a serious situation by making it difficult for
them to secure adequate quarters, with the consequence that
they suffered seriously from overcrowding. The banks, there-
fore, have deemed it expedient to build quarters of their own with
sufficient capacity to take care of the peaks of their business, in
some cases with the intention of renting unused portions of the
buildings during times of lessened activity. It so happened
that reserve bank building operations were at their height when
business was going through a period of depression in 1920 and
1921 and the banks were, therefore, criticized for extravagance
at a time of general distress. Criticism on this score has, how-
ever, largely subsided, and the efficiency of the banks’ operations
has increased since they have become established in more ade-
quate quarters.

How Can the Reserve Banks Meet Their Expenses?—The
Tederal reserve system, even after all possible economies of
operation will have been cffected, will require a large annual
budget for carrying on its activities. The system’s earnings, on
the other hand, since they depend on the extent of the demand
for reserve bank credit, are likely to undergo considerable fluc-
tuations and in some years to fall below the amount required to
cover the expenses and dividends of the reserve banks. The
banks can do but little to increase their income through open-
market operations, as has been cxplained already, though at
times, when member banks have liquidated practically their
entire indebtedness to the reserve banks, security purchases by
these banks may result in a net increase of their earning assets.
In view of the position taken by the Federal Reserve Board,
however, that open-market operations shall be conducted solely
with a view to their effect on credit conditions,! it is not to be
anticipated that the reserve banks will endeavor to maintain
their earning assets for the sole purpose of being able to meet
expenses. It is, therefore, probable that there will be years
when some of the banks will show a deficit as a result of their
year’s operations. A means for reducing the likelihood of such
an occurrence would be the development of methods of allotting
earning assets to the various reserve banks in accordance with

t See p. 61,
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their requirements; in other words, in time of need to treat the
system as a unit in the matter of meeting expenses, just as it is
considered as a unit in meeting the demand for credit when the
limits of lending power at some of the banks are exceeded. Steps
in this direction have been made by the appointment and through
the activities of the inter-reserve bank committee on open-
market operations, :

In case, however, the earnings of the system as a whole for a
given year should fall below its expenses, the system would
have no choice other than to meet the deficit out of surplus.t
It has been ruled by the Attorney-General of the United States
that such a procedure is permissible under the law, and it is
entirely consistent with Federal reserve policy. In serving the
business community the system, in years of heavy credit demand,
has made large earnings, a part of which has been set aside in a
reserve fund which now amounts to $220,000,000. Upon this
fund the system can legitimately draw at times when the demand
for reserve bank credit is not sufficient to result in adequate
earnings for the reserve banks. By pursuing this policy, the
system can continue to perform its functions in years of large
and of small demand for credit without departing from the
principle of conducting its operations solely with a view to
their effect on general credit conditions, and without reference
to their effect on the earnings of the reserve banks.

1Tn 1924 six of the reserve banks failed to have sufficient earnings to
meet their expenses and dividends and were given authority by the Fed-
eral Reserve Board to cover the deficiency, amounting to about $3,250,000,
out of surplus.
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CHAPTER XI
MEMBERSHIP IN THE FEDERAL RESERVE SYSTEM!

Membership in the Federal reserve system consists of all
national banks, which must join the system or give up their
national charters, and of such state banks and trust companies
as are eligible for membership and voluntarily avail themselves
of this eligibility. State banks may leave the system at any
time on 6 months’ notice.

Growth of Membership.—A practically continuous increase
in the number of member banks has taken place since the organ-
ization of the system, so that at the present time approximately
33 per cent of all the banks, representing over 70 per cent of the
total banking resources of the country, are members of the
system. The annual growth of membership and its distribution
between national and non-national banks are shown in the

Member banks
End of year
Total National Non-national

1914 7,582 7,674 8
1915 7,631 7,600 31
1916 7,614 7,577 37
1917 7,907 7,657 250
1918 8,692 7,762 930
1919 9,066 7,885 1,181
1920 9,606 8,125 1,481
1921 9,779 8,165 1,614
1922 9,859 8,220 1,639
1923 9,774 8,179 1,595
1924 (June) 9,650 8,080 1,570

! Based largely on “Review of the Month,” published in the Federal
Reserve Bulletin _for November, 1923.
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table on preceding page. On June 30, 1924, of the total of 9,650
members, 8,080 were national banks and 1,570 state banks and
trust companies. The more rapid growth in non-national mem-
bership occurred during the years 1917 and 1918, state bank and
trust company members increasing from 37 at the end of 1916 to
930 at the end of 1918 and to 1,570 at the present time. During
the war, joining the Federal reserve system was considered a
patriotic act, and the President of the United States issued a
letter urging state banks to become members.

Membership in the Federal reserve system was largest in 1922,
and between the end of that year and the middle of 1924 there
was a decrease in membership of 209. This decrease was the
net result of 519 banks dropping out of the system in various
ways and of 310 other banks becoming members. In order to
show & clearer picture of the character of changes in membership
the following table gives an analysis of these changes for the
18-month period after the peak in membership was reached.

CHANGES 1IN MEMBERSHIP IN THE FEDERAL RESERVE SYSTEM
(December 31, 1922-June 30, 1924)

Losses Rum- Additions Rum
Total losses to membership...| 519 || Total additions to member-
Voluntary liquidation. .. ... 50 ship...c.ovvevean, 310
Suspension of operation.... 34 Primary organization of
Insolvency—national banks,| 150 national banks......... 136
non-national banks...... 21 State institutions joining,
Mergers between member assuch................ 97
banks.................. 138 Conversion of non-mem-
Absorption by non-member ber state institutions
banks................. 82 into national banks.... 64
Withdrawal.............. 44 Reopened after suspension 12
Other................... 1

Of the 519 losses of members to the system during the period,
171 were caused by insolvencies, as 1923 and 1924 were years
during which an unusually large number of banks failed as the
result of unfavorable conditions in the agricultural districts.
There were also 138 mergers between member banks which
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resulted in a decrease in the number of members without chang-
ing the banking power of the system. During the entire period
only 44 state banks voluntarily withdrew from membership
and this loss was considerably more than made up by the addi-
tion of 97 other state banks and the conversion of 64 state banks
into national banks which automatically made them members
of the system.

Distribution of Membership.—A survey of the distribution
of membership by Federal reserve districts shows that the
largest number of member banks is in the four middle-western
districts, which have nearly half the member banks, while the
larger proportion of member bank resources, as is to be expected,
is in the eastern districts, nearly a third of the total resources
being in the New York district alone. The table following shows
the number and total resources of member banks, separating
national and non-national, by Federal reserve districts. An
important fact brought out by the figures is that non-national
banks, which constitute less than one-sixth of the number of
member banks, represent more than one-third of the resources.
This reflects the much larger average size of state bank and trust
company members than of national banks. In fact, the total
resources of the more than 8,000 national banks are about

Meyser Baxnks, June 30, 1924

Number Resources (millions of dollars)

Fedcral reserve bank - -
AN | National| NO% | An | Nationst| NOT

banks banks banks banks banks barks
BoStOD. e nareannnnnnn. 421 385 3 |s2,5710|81,770]| 8 80O
New York 840 696 144 11,227 6,008 5,220
Philadelphia. . ... 730 660 70 2,524 1,034 500
Cleveland..... ... 873 753 120 3,400 2,050 1,449
Richmond. ... .. 624 559 65 1,517 1,287 230
Atlanta....... ... 518 385 133 1,245 830 414
Chicago..... .o 1,422 1,058 364 5,210 2,903 2,217
St. Louis. ..... . 627 497 130 1,471 013 558
Minneapolis. . . . 895 794 101 1,089 094 95
Kansas City.. ...| 1,087 1,054 33 1,464 1,327 138
Dallas......cveenenn... 837 631 186 1,000 808 102
San Francisco........... 776 588 188 2,060 1,552 1,408
Total...ovveenenn... 0,650 8,080 1,670 | $35,777 | $22,556 | $13,221
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$22,000,000,000, or an average of about $2,500,000, while the
total for the 1,600 state bank and trust company members is
about $13,000,000,000, or an average of about $7,500,000.

Banking Power Outside the Federal Reserve System.—For
the country as a whole, two-thirds of all the banks, both eligible
and ineligible, are still outside the system, but the geographic
distribution of non-member banks is far from uniform. The
largest number of such banks is concentrated in the agricultural
districts, while in the eastern financial and industrial districts
the proportion of non-membership is relatively low. In the
New York district it is only 30 per cent, while in the St. Louis
district it is 81 per cent, and in nearly all of the middle-western
and southern districts it is more than 70 per cent. Following
are the percentages of non-member banks by districts:

PEr PER

Cexr CenT
Boston....................... 35 Chicago..................... 75
New York............o....... 30 St.Louwis..................... 81
Philadelphin................... 41 Minneapolis.................. 73
Cleveland..................... 55 Kansas City.................. 73
Richmond.................... 71 Dallas..........ovevviinin... 55
Atlanta....................... 74 San Franeisco................ 54

When measured in terms of total banking resources, the pro-
portion of banking power outside the system is much less than
is indicated by these percentages based on the number of non-
member banks. These banks are on the average much smaller
than member banks, so that non-member banks, which constitute
about two-thirds of the total number of banks, represent less
than one-third of the total banking resources. In resources,
however, as in the case of numbers, the proportions outside the
system are, in general, largest in the agricultural districts, and
particularly in the Middle Western States. Five States—North
and South Dakota, Kansas, Nebraska, and Iowa—in each of
which more than half of the banking resources are outside the
system, have 7 per cent of the total population t?-nfi more tl}&n
20 per cent of all the banks in the country. This is the region
with a large number of small banks doing a business largely local
in character and serving chiefly rural communities. In some of
the southern states which have a large percentage of banks out-
side the system the proportion of resources held by non-member
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banks is relatively low, as, for example, in Louisiana, where
non-members are 82 per cent of all banks but hold only 33 per
cent of the total banking resources. The percentage of total
bank resources held by non-member banks on June 30, 1923,
is shown by states in the following table, and is graphically
presented in the map (Fig. 14) on page 129.

PERCENTAGE OF Toral Baxk Resources Heup BY NoN-MEMBER BANKS,
Juxe 30, 1923

Per Per
cent cent
Maine................ e | 428 Indiana. ... ...l 52.7
New Hampshire. ........... 36.1 || Illinois. . ................sn 30.6
Vermont................... 55.3 || Michigan.................. 22.1
Massachusetts.............. 12.0 || Wisconsin................. 45.1
Rhode Island............... 8.8 || Minnesota................. 39.6
Connecticut................ 41.2 fTown....iiveeiiee e 54.9
Missouri......o..oveveenn 34.8
New York.................. 10.8
New Jersey................. 28.3 || North Dakota............. 55.8
Pennsylvania...............} 20.8 || South Dakota.............. 59.9
Delaware.................. 40.5 I Nebraska.................. 51.5
Maryland.................. 45.9 || Kansas.................... 55.8
District of Columbia,. ....... 46.8 || Montana.................. 29.9
Wyoming................. 29.4
Virginia.................... 28.2 {Colorado...............0. 22.4
West Virginia............... 45.6 || New Mexico............... 30.2
North Carolina............. 45.9 |{Oklahoma................. 18.6
South Carolina............. 46.4
Georgia.................... 31.5 |j Washington............... 22.9
Florida.................... 40.6 {[Oregon.................... 22.2
Alabama................... 25.8 I California................. 28.5
Mississippl..........o... L. 68.4 |Idaho..................... 22.7
Louisiana.................. 33.0{Utah..................... 32.8
Texas............. . 18.9 || Nevada..............c.... 57.5
Arkansas................... 40.2 f Arizona................... 52.7
Kentueky.................. 34.1
Tennessee. . ................ 39.1 Total United States...... 28.0
Ohio....ovviee i iiiienn 26.4
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per cent in Rhode Island and 11 per cent in New York to 68 per cent in Mississippi.
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Relation of Non-member Banks to the Federal Reserve
System.—The relation of the smaller non-member banks in the
agricultural districts to the financial centers is through their
correspondents, with whom they carry balances and from whom
they secure accommodation, and most of these city correspond-
ents are members of the system. In fact, member banks hold
over 90 per cent of the total bankers’ balancesof all banks. When
the resources of these non-member banks are not sufficient to
meet the needs of their customers, they turn for assistance to
their city correspondents who are members of the system, and
therefore the demand arising from non-member banks indirectly
reaches the Federal reserve banks. This procedure, however,
does not give the Federal reserve banks an immediate contact
with the sources of the demand for credit which they help to
supply, and provides only an indireet relationship between
the non-member bank and the Federal reserve system. Such
a relationship can hardly be regarded as a substitute for member-
ship. Non-member banks have less assurance of accommodation
during periods of unusual demand for credit than they would have
if they joined the Federal reserve system, whose function it is
to furnish the additional credit required to meet the seasonal
and emergency needs of its members.

In commenting upon the indirect relation between non-member
banks and the Federal reserve banks, the Joint Committce of
Agricultural Inquiry in its report to Congress stated that:

. . banks outside the Federal reserve system are without direct
access to the general reservoir of credit, consequently must rely for the
expansion necessary in times of stress or business expansion upon the
accommodation which it is possible to secure from their correspond-
ents. These banks contribute little to the general reserves of the
country, as those reserves are now represented principally by deposits
in the Federal reserve banks. Consequently, if they are permitted to
borrow cither directly or indirectly from the Federal reserve banks, in
times of stress or business expansion they must do so at the expense
of the reserves contributed by the banks which are members of the
Federal reserve system.

The attitude of Congress toward the desirability of direct
relationship between the rural banks and the Federal reserve

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



MEMBERSHIP IN THE FEDERAL RESERVE SYSTEM 131

banks was apparently indicated by the provision in the agricul-
tural credits act that the Federal reserve banks shall not dis-
count for Federal intermediate credit banks paper bearing the
indorsement of such banks as are eligible but are not members of
the Federal reserve system. In June, 1923, the Federal Reserve
Board withdrew the general authority granted to member banks
during the war and post-war emergency period to discount with
Federal reserve banks paper acquired from non-members, so that
now this practice is permitted only upon specific approval by the
Federal Reserve Board.

Eligible Non-member Banks.—Under the present law most of
the banks outside the system are eligible for membership. While
in passing upon applications for membership the Federal Reserve
Board gives consideration to the financial condition of the apply-
ing bank, the general character of its management, and whether
or not the corporate powers exercised are consistent with the
purposes of the Federal Reserve Act, the most definite provision
with regard to eligibility is in connection with capital require-
ments. Until recently the capital required for admission was
the same for state banks and trust companies as was required
for the organization of national banks, but the agricultural
credits act of 1923 made eligible for membership state banks and
trust companies whose capital was 60 per cent of that required
for national banks, with the provision that the difference in
capital requirements shall be made up out of net earnings.
At the time of the amendment, of the 19,200 non-member banks
(exclusive of mutual savings and private banks) about half were
already eligible to membership, and as a result of the reduction
in capital requirements about 4,200 additional banks became
eligible, while about 5,300 banks remained ineligible. The
eligible banks outside the system are largely concentrated in the
agricultural states of the middle West and South. It is in these
sections that the largest additions to eligible banks were made by
the amendment, and where also there remains the largest number
of ineligible banks. So far only 7 applications for membership
have been received from banks made eligible by the amendment,
and it is clear that.the provisions regarding capital requirements
have not been the decisive influence operating against the

increase of membership.
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Reserve Requirements, Member and Non-member.—An
important factor affecting the status of member and non-member
banks and entering into the consideration of the advantages and
disadvantages of joining the system is the difference in reserve
requirements under Federal and state laws. The balances
“carried with the reserve banks are the entire legally required
reserves of member banks, corresponding to the vault reserve
and the balances with reserve city banks formerly required by
the national bank act. In comparing the required balances
which bear no interest under the present law with cash in vault,
which constituted the non-interest-bearing portion of the reserves
under the old law, it may be pointed out that cash in vault
carried by member banks has been much reduced. In fact,
the total required balances with the Federal reserve banks,
plus the till money now carried by member banks, is considerably
less than the cash they formerly carried in vault. While com-
bined demand and time deposits of national banks increased
by $8,500,000,000 between 1913 and 1923, the amount of cash in
vault declined by $650,000,000. This reduction in cash holdings
is not merely a result of the changes in the law, but also of the
fact that under the Federal reserve system currency to meet
the demands of depositors is at all times more readily and more
promptly available.

In deeiding upon the advantages and disadvantages of joining
the reserve system from the standpoint of reserve requirements
the non-member banks compare their existing status under
state laws with the requirements under the Federal Reserve
Act. The lower reserve requirements prescribed in the Federal
Reserve Act were predicated upon membership in the system,
but subsequent to the passage of this act many of the states also
enacted legislation reducing reserve requirements, so that while
at the present time there is no uniformity in the state require-
ments, in general the reserves required of non-member banks
are lower than they were prior to the establishment of the
system. Thus the state banks have benefited by the establish-
ment of the reserve system without joining it and the inducement
for joining has thereby become less apparent. A further phase
of the legislative situation with regard to reserves is that 30
states have authorized state member banks to be governed
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entirely by the requirements of the Federal Reserve Act, while
in 18 states, in the absence of such legislation, the state banks
which become members must conform to both the Federal and
the state law.

Interest on Reserve Balances.—As an explanation why a
larger number of the eligible banks have not joined the system,
the point is frequently raised that the Federal reserve banks do
not pay interest upon reserve balances carried with them by
member banks. In any consideration of the payment of interest
on these reserve balances it must be borne in mind that the
Federal reserve banks are the custodians of the ultimate banking
reserves of the country. In their capacity as reserve banks
they should be free to shape their policies with a view to the
proper administration of credit and their management should
not be influenced by the necessity of making profits sufficient to
pay interest on reserve balances. Furthermore, since these
balances may be maintained by borrowing from the reserve
banks, the payment of interest upon them would tend to interfere
with the effectiveness of discount policy. The experience with
reserve banking in other countries has shown the wisdom of
managing the central banking reserve and of determining dis-
count policy without the necessity of considering interest pay-
ments. It is a pertinent fact that central banks of issue do not
pay interest on deposits in any country.

The payment of interest at the rate of 2 per cent on reserve
balances would amount to between $35,000,000 and 40,000,000
a year, and in ordinary times the Federal reserve banks
have not had sufficient earnings to make such payments. In
order to meet payments of such an amount the reserve banks
would have to make large additional investments in competition
with the member banks which would receive the interest. This
would more than offset the return to the member banks and
would also tend to bring pressure upon the reserve banks to
pursue an open-market policy with a view to making earnings
rather than to influencing the general credit situation. The
Federal Reserve Board has consequently placed itself on record
as opposed to the payment of interest on member bank balances
and has been supported in this position by the Federal Advisory

Council,
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Among other plans for increased participation of member
banks in the earnings of Federal reserve banks is one that would
provide for payment, after the 6 per cent dividend to members,
of an equal amount to the government, and then of an addi-
tional 3 per cent to the members. Another plan would, after
meeting the 6 per cent dividend, pay to the government a 2 per
cent tax on Federal reserve note circulation not covered by gold,
and would distribute the balance of earnings among member
banks in proportion to their balances. Those advocating this
proposal base their argument on the principle that the reserve
banks, instead of paying to the government as a franchise tax
all their net earnings above 6 per cent on their capital, should
make their payments to the government in proportion to the
use they make of the privilege of fiduciary note issue. In the
writer’s opinion, no plan of increased participation by member
banks in the earnings of the reserve banks is desirable because
any such plan would tend to increase the pressure on the
reserve banks to make earnings without regard to credit policy.
The farther the reserve banks become removed from the com-
mercial, as against the public, point of view, the more likely
will they be to be guided in their policies solely by the credit
requirements of the country, regardless of the effect of their
policies upon their own earnings.

The Agricultural Credits Act of 1923 contained a clause creat-
ing a congressional committee for the purpose of investigating
the reasons why eligible banks remain outside of the Federal
reserve system and of recommending changes in the law or in
the regulations of the Federal Reserve Board which would induce
additional banks to join the system. The committee held hear-
ings in Washington and outside and listened to testimony by
members of the Federal Reserve Board, and of the Federal
Advisory Council, by the Director of the War Finance Corpora-
tion, by members of the Farm Loan Board, and by representa-
tives of banking and farm organizations. The committee’s
report is not yet available. A questionnaire recently sent out by
a committee of the American Bankers’ Association to all the
state banks brought out the fact that the principal objections to
joining the system on the part of these banks are the non-pay-
ment of interest on reserve balances, insufficient participation
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of members in the carnings of the reserve banks, resentment of the
par collection system, and the opinion that the reserve banks arc
of service only to city institutions and not to country banks.
The questionnaire contained also the following inquiry: “If
your not being a member should contribute to the destruction
of the system, would you join?” Of those replying to this
question 80 per cent answered in the affirmative. Thesc replies
indicate that, though many state banks feel that they can afford
to remain outside of the Federal reserve system so long as it is
in operation without their participation, an overwhelming
majority of the banks realize that they benefit by the existence
of the system and would do whatever was in their power to pre-
vent its termination.!

Effect of Increased Membership on Federal Reserve System.—
While in certain respects it would be desirable to increase the
membership in the Federal reserve system, it would be distinctly
inadvisable to give consideration to any plan for this purpose that
is at variance with the principles and policies which experience
has demonstrated are sound bases for reserve banking. Larger
membership in the reserve system would undoubtedly increase
its uscfulness by enabling it to reach more directly a greater
number of banks particularly in the rural communities. Since
the addition to membership of the smaller rural banks would
add little to the reserves of the system, while it would increase
its responsibilities, the desirability of their admission rests not
upon their contribution to the strength of the system but upon
the fact that through their admission the benefits of the reserve
system would be more widely distributed. The strength and
effectiveness of the Federal reserve banks are not dependent
upon increased membership, and the desirability of further
growth arises from the advantages of membership to the banks
that join and to the communities which they serve.

18ce Journal of the American Bankers’ Association, August, 1924, p. 79.

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



CHAPTER X1
ORGANIZATION OF THE FEDERAL RESERVE BOARD

In the nature of its functions the Federal Reserve Board repre-
sents a compromise between the views of those who believed in
establishing a central bank and of those who favored autonomous
regional banks having control over the details of their own opera-
tions and of the relationship between themselves and their
member banks. The Federal Reserve Board has no authority
to interfere in these matters of internal management, but has
general supervision over the Federal reserve banks, in addition
to having three representatives on the Board of Directors of each
bank. Broadly speaking, the principal functions of the Board
are, in addition to general supervision of the operations of the
twelve regional banks, the definition of the eligibility of paper
for discount or purchase by the reserve banks, the approval or
determination of discount rates, the coordination of open-market
operations, and the general control over dealings between the
twelve reserve banks.

Composition of the Board.—The Board consists of eight mem-
bers, two of whom are members ex-officio, namely, the Secretary
of the Treasury, who acts as chairman of the board, and the
Comptroller of the Currency. These two officials constitute
the link between the Treasury and the Federal Reserve Board.
It is fitting that the Secretary of the Treasury be represented on
the Board, as the reserve banks are fiscal agents of the govern-
ment and as credit policies, particularly discount rates, are an
important influence in the money market where the Treas-
ury is a large borrower. The Secretary of the Treasury,
though he acts as chairman of the Board, has no privileges not
possessed by other members, and has only one vote. The Board
is not a bureau of the Treasury. The Act provides, to be sure,
that the Secretary of the Treasury may assign quarters:to the
Board in the Treasury Building, and the members of the Board
and its Secretary with his staff are located in the Treasury
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Building, but several other divisions of the Board are located
elsewhere, and the connection with the Treasury is not organic
but merely one of convenience.

The other representative of the Treasury on the Board is the
Comptroller of the Currency, who has charge of all the national
banks, which apply to him for charters, and over whose operations
he exercises direct supervision. The Comptroller also issues
calls on certain dates on which all national banks report to
him upon their condition in accordance with prescribed schedules
of information. The state bank and trust company members
of the system report directly to the Board and are in certain
respects under its supervision. It will be remembered that all
national banks are by law obliged to be members of the Federal
reserve system, so that the Comptroller supervises the operations
of the great majority of the member banks of the Federal reserve
system, for out of the total membership of 9,650 banks, 8,080
are national banks and but 1,570 state banks and trust companies.
It may be said, therefore, that the Comptroller of the Currency
is a link between the Federal Reserve Board and the main body
of the member banks of the system.

The other six members of the Board are nominated by- the
President and confirmed by the Senate. They hold office for
10 years and receive a compensation of §12,000 per annum, equal
to that of cabinet officers. The length of the term of office
emphasizes the strictly non-political character of the positions.
The section of the law regarding membership of the Board was
amended on June 3, 1922, and those portions of it relating to the
six appointive members now read as follows:

In selecting the six appointive members of the Federal Reserve Board,
not more than one of whom shall be sclected from any one Federal
reserve district, the President shall have due regard to a fair repre-
sentation of the financial, agricultural, industrisl, and commercial
interests, and geographic divisions of the country. The six members
of the Federal Reserve Board appointed by the President and con-
firmed as aforesaid shall devote their entire time to the business of the
Federal Reserve Board. They are ineligible during the time they are
in office and for two years thereafter to hold any office, position, or
employment in any member bank, except that this restriction shall not
apply to a member who has served the full time for which he was

appointed.
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The Federal Reserve Board is thus intended to consist, in
addition to the two ex-officio members, of six men of the highest
rank in the official hierarchy and with long terms of office. The
salary, to be sure, is relatively small considering the caliber of
men it is intended to attract, but that is characteristic of all
high offices in Washington and does not generally operate as a
hindrance in the selection of members, since the prestige and
responsibility of the positions is such that able men are willing
to accept them regardless of the amount of compensation. It
was the intention of the Federal Reserve Act to have the mem-
bership of the Federal Reserve Board change slowly and gradu-
ally. The first five appointive members were designated by the
President to serve 2, 4, 6, 8, and 10 years, respectively, so that
the term of one member would terminate every 2 years. In
addition to these regular changes, however, there has been a
considerable number of changes in membership owing to death
and resignations so that the average term of office of Board
members during the first decade of the Board’s existence has not
been so long as had been contemplated by the Act. A list of all
the members of the Board with their terms of office from 1914
to date is shown on page 283.

Leaving out of account the ex-officio members, whose terms
of office are not prescribed by the Federal Reserve Act, the
membership of the Federal Reserve Board will normally change
very slowly, barring death and resignations, and furthermore
there is nothing in the law to prevent the reappointment of
members when their terms expire. As a matter of fact, in two
instances Board members have been reappointed at the termi-
nation of their original terms of office, and one member, under
two appointments, will have an official life_extending over the
entire twenty years of the original charter of the Federal re-
serve system. The law and precedent, therefore, combine so
far as membership on the Federal Reserve Board is concerned,
to preserve the continuity of reserve credit policy.

Functions of Governor and Other Members.—The active head
of the Federal Reserve Board is the Governor, who is designated
by the President from among the appointive members for a
period of one year subject to reappointment. As a matter of
fact, this position has been occupied in the history of the system
by only three persons. Charles S. Hamlin, who was the first
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Governor and continued in office until 1916, W. P. G. Harding,
who was then designated and remained as Governor until his
term on the Board expired in August, 1922, and D. R. Crissinger,
the present incumbent, who took office on May 1, 1923.
Edmund Platt, the Vice-governor, acted as Governor between the
time of Mr, Harding’s retirement and Mr. Crissinger’s inaugura-
tion. The Governor is the executive head of the Federal Reserve
Board. He presides over the Board meetings when the Secretary
of the Treasury is not in attendance; determines the general
plan of discussion; appoints committees and passes upon admin-
istrative matters. In his work he is assisted by the Secretary
who has a considerable staff to carry out the administrative
defails of the work. The other appointive members are formed
into various standing and special committees of the Board, such
as the committee on economy and efficiency, the committee on
research and statistics, the committee on discount and open-
market policy, and in addition they generally act as links between
the Board and the districts from which they come, since the
business interests of a district from which a member comes
ordinarily turn to him for advice and assistance.

As a body the Board meets not less than 3 times a week and
sometimes as often as twice a day, the meetings lasting from 1
to 3 or 4 hours. Every important ruling of the Board and
every change in discount rates, and countless other matters, are
considered and passed upon by the Board as a whole. The
Board passes upon the appointment of officers of the reserve
banks and their salaries, upon the compensation of pational bank
examiners, and upon a considerable number of applications of
member banks for authority to accept bills up to 100 per cent
of their capital and to act in a fiduciary capacity. In the case of
non-national members the Board passes on applications for permis-
sion to open branches or additional offices.

Federal Reserve Board’s Relation to Problem of Branch
Banking.—In recent years the problem of branch banking has
become of considerable importance to the banking community of
the United States. The number of banks having branches has
rapidly increased and this has raised the question whether
banking in this country is to continue, as in the past, to be con-
ducted largely by numerous independent banking units, or is
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gradually to be converted into a system of branch banking with
a relatively small number of banks having a vast system of
branches scattered over the continent, as is the case in most
foreign countries. The following table shows the extent of
branch banking in the United States and the states in which it
has reached the greatest development:

NUMBER OF BANKS WITH BRANCHES AND NUMBER OF BRANCHES ON JUNE

30, 1924
Number of branches
Number
S¢ of banks State banks
ate R . .

having Total Nationat [-————
branches * banks Mem- Non-

I ber member
Total United States....... 681 | 2,233 218 1,137 | 848
California. .............. 99 538! 29 300 209
New York............... T4 359 71 229 59
Michigan................ 63 332, 23 267 42
Pennsylvania............ 59 82 15 19 48
Ohio.....oov e 51 28 4 138 61
Massachusetts. . ......... 44 74 31 24 19
Other states............. 291 645?i 75 160 | 410

In the summer of 1924 therc werc thus 681 banks in the
United States having branches, and the number of branches
was 2,233, or on the average about 3 branches for each parent
bank. The importance of these branch banking systems is
greater than their number would indicate since about 30 per
cent of the total banking resources of the country was held
by banks having branches. The table shows that only 248
branches belonged to national banks, while state bank members
had 1,137 branches and non-member banks had 848. The
branches of national banks were practically all in the same
city with the head office and constituted mercly additional offices
or “teller windows,” as they have been called, while of the
branches of state banks about one-third were outside of the home
city and were thus branch banks in a wider scnse of the word.
California is the state where branch banking has had the greatest
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development, but there are many branch banks also in New
York, Michigan, Massachusetts, Ohio, and Pennsylvania and
in many sections of the South.

Among American bankers there exists a sharp difference of
opinion on the desirability of branch banking. The connection
of the Federal Reserve Board with the problem arises from the
fact that, while national banks are prohibited by law from
opening branches except (under certain restrictions) in the same
city where the head office is located, there is nothing in the
Federal Reserve Act to prevent member banks with state char-
ters from engaging in branch banking. The law provides, in
fact, that state banks upon joining the Federal reserve system
retain all the powers and privileges granted them by their
states, unless these powers are in conflict with the terms of the
TFederal Reserve Act. The question, whether s state bank
member is to be permitted to open a branch is, therefore, left
in each case to the determination of the Federal Reserve Board.
In view of the fact that the two classes of members of the Federal
reserve system, national banks and state banks, have a different
status in regard to branch banking, the problem of formulating
a policy in this matter has been particularly difficult. In dealing
with it the Federal Reserve Board has issued regulations by which
state member banks are governed in the matter of opening
branches. These regulations are reprinted on page 200. The
Board has also undertaken a comprehensive study of the extent
and legal status of branch banking in the United States and of
the experience with branch and unit banking in this country
and abroad.!

Other Functions of the Federal Reserve Board.—There are
many other matters which the law has left to the discretion of
the Federal Reserve Board, and upon which it must act currently.
An important function of the Board is the supervision of foreign
branches of non-national member banks and of corporations
organized to finance foreign trade, known as Edge law corpora-
tions from the name of the author of the amendment to the
reserve act authorizing their organization. The Board recently

1A discussion of the branch banking problem, a summary of the Board’s
policy in regard to branch banking and complete statistics of branch
banking appeared in the Federal Reserve Bulletin for Decmber, 1924, p. 925,
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passed on the question of granting authority to the reserve banks
of Boston and Atlanta to establish branches in Cuba, and worked
out regulations for the operation of these branches. The Board
is also entrusted with the administration of the Clayton Act
which limits interlocking dircctorates among member banks.
In addition the Board has deemed it an important function to
study the problems arising out of the operation of the system
and to recommend to Congress such amendiments to the Tederal
Reserve Act as appear from time to time to be desirable as the
result of experience. Most of the amendments enacted since
the original passage of the Act have, in fact, been adopted upon
the recommendation of the Federal Reserve Board.

The Board’s Seccretary attends the meetings of the Board,
keeps the minutes, acts as Secretary of the exccutive committee
and of other important committees, and prepares most of the
Board’s correspondence on matters of policy. The Secretary
also has charge of the administrative work of the Board in its
relation both with the reserve banks and with its staff.

The Gold Settlement Fund.—Under the Sceretary comes the
administration of the gold settlement fund and of the Federal
reserve agents’ gold fund, the operations of which require some
description. The gold settlement fund is the keystone of the arch
of check collection, as through this fund are settled the daily
balances between the reserve banks arising from the clearing
and collection of checks. When a member bank receives from
a customer a batch of checks to be credited to his account, the
member bank forwards the checks to its reserve bank which
credits it with the face value of the checks to become available
as deposits after the expiration of a sufficient time to collect the
checks, in accordance with a definite time schedule. Immediate
credit is given for checks on banks in the Federal reserve bank
eity, while for checks on out-of-town banks the length of time
before the amount becomes available varies with the distance that
the checks have to travel. For checks in the same city the reserve
banks act in the same way as do other clearing houses, while
checks on out-of-town banks in the same district are sorted and
sent for collection to the cities where the drawee banks are located,
the scttlement between the member banks being made on the
books of the reserve bank. Checks on banks in another reserve
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distriet arc mailed to the Federal reserve bank of that district
for collection. Each day every Federal reserve bank and par~
ticipating branch bank wires to the Federal Reserve Board the
amount it owes each other Federal reserve bank or branch on
account of checks received from such banks for collection, or for
wire transfers sold. The net debits or credits are calculated in
Washington and debited or credited to the bank’s account in
the gold settlement fund and the reserve bank is informed by
wire of the net result. It is mainly for this purpose that the
reserve banks keep large balances with the Reserve Board in
the gold settlement fund, the amount on Aug. 27, 1924 being
$608,000,000. The reserve banks have a leased system of tele~
graph wires and the scttlements are effected without delay, the
Board notifying each reserve bank every day what change has
heen made in the amount of gold held to its credit. The reserve
banks in this connection also perform an additional service for
their member banks by permitting them to transfer money to
other member banks and through them to individuals in other
cities by wire without charge, the amount of the draft being
charged to the member’s reserve account.

Through the gold settlement fund also are settled the accounts
of the reserve banks in connection with each other’s Federal
reserve notes, If a traveler from Kansas City spends notes of
his home reserve bank during a stay in New York, these notes
find their way into the Federal Reserve Bank of New York,
which is not permitted by law to pay them out over the counter.
If the notes are in usable condition they are returned to the
issuing bank, if not, they are forwarded to the Treasury for
redemption and destruction. In either case the Federal Reserve
Bank of New York receives a credit against the Federal Reserve
Bank of Xansas City in the gold settlement fund. Thus Federal
reserve notes of other banks are handled by the reserve banks
in much the same way as checks and the balances are daily
settled through the gold settlement fund.

Another agency participating in the operations of the gold
settlement fund is the Treasury, which transfers its funds from
one reserve bank to another through the fund. These transfers
by the Treasury somctimes involve large amounts and have
an important influence on the gold holdings of the several reserve
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banks. The volume of operations through the gold settlement
fund from 1920 to 1923 is shown below:

VoLUME oF Traxsactions throuGH Goub SETTLEMENT FUND:

1920-1923

1920 885,074,220,000
1921 G4,034,501,000
1922 75,335,987,000
1928 $9,614,733,000

The Federal Reserve Agents’ Gold Fund.—Operations through
the Federal reserve agents’ gold fund cover transactions between
a reserve agent and the reserve bank of the same district. When
a reserve bank returns to the agent Federal reserve notes that
are unfit for use, the agent credits the bank with the face value
of the notes. On the other hand, when the agent issues notes
to a reserve bank and the bank wishes to use gold as collateral
it is likely to do so by transferring gold from its holdings in the
gold settlement fund to the credit of the agent in the agents’
gold fund. It is by charges against this fund, also, that the agent
keeps his redemption fund with the United States Treasurer at
the customary 5 per cent of the volume of gold-covered Federal
reserve notes outstanding. The volume of operations through
the agents’ gold fund is shown below:

VoLuME oF TRANSACTIONS THROUGH AcenTs’ GoLp Fuxp: 1920-1923

1920 $1,550,285,000
1921 2,176,872,000
1922 1,533,502,000
1923 1,320,704,000

The Counsel and the Chief Examiner.—As its legal adviser
the Board has a general counsel, with several assistants, who
prepare opinions upon the legal phases of the work under the
Board’s consideration. In view of the fact that a great deal of
the Board's work is of a legal character, because the Board must
interpret the Federal Reserve Act and apply its provisions to
actual conditions as they arise, the functions of the Board’s
counse! are of great importance. The opinions of counsel must
be approved by the Board’s law committee and by the entire
Board, but the preparation of opinions and decisions devolves
upon the counsel’s office.
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Another division of the Board has charge of bank examina-
tions. The head of this division is the chief examiner who has a
number of assistants who examine the Federal reserve banks and
branches. This work of examination is an essential part of a
supervisory machinery, and though it is not much in the public
eye, it is an important part of the Board’s organization.

Division of Bank Operations.—In addition to these adminis-
trative divisions the Board has a Division of Bank Operations,
which draws up the forms upon which the Federal reserve banks
make the weekly reports to the Federal Reserve Board required
by law, as well as daily and other regular and occasional reports
requested by the Board. State member banks make full condi-
tion reports to this division on call dates of which there are gener-
ally four every year. In addition to these function the division
obtains a large amount of information from member banksin order
to keep the Board informed of current banking developments.
About 800 member banks in selected cities report to the division
weekly through the Federal reserve banks upon their principal
resources and liabilities. In addition a large number of banks
report, also weekly, the total volume of debits to individual
accounts, which indicate the amount of payments by check or
otherwise charged by these banks against individual deposits.
The division also has general supervision over the records of
earnings and expenses and the accounting systems of the reserve
banks; it makes recommendations to the Board upon requests
for depreciation allowances, surplus and reserve funds, and other
matters of bank operation. It is in this division also that the
recently inaugurated work of the committee on economy and
cfficiency is centered. This committee keeps records of the
volume and cost of work done by the different departments
of the twelve reserve banks in aggregates and per unit of product.
Every transaction of a reserve bank in discounting notes or in
purchasing acceptances and government securities is reported
to this division on sheets mailed daily by the banks, and these
items are tabulated to ascertain in detail the volume of each class
of operation, as well as the average discount rate charged and the
average maturity of paper discounted or purchased. Through
these channels the division keeps in close touch with the opera-
tions of the reserve banks, and the Federal Reserve Board depends
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on this division for information about unusual developments
requiring attention. The intimate acquaintanceship of this divi-
sion with the details of the operation of each reserve bank and
branch makes it possible for the Board to consider problems that
arisein any district with a background of detailed knowledge of the
conditions prevailing at the Federal reserve bank of that district.
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CHAPTER XIII

RULINGS AND REGULATIONS OF THE FEDERAL
RESERVE BOARD

Activities of the Federal Reserve Board in connection with the
determination of discount rates and the formulation of open-
market policies have been described in earlier chapters dealing
with the operations of the Federal reserve banks. In the present
chapter there is presented a brief discussion of the work of the
Federal Reserve Board in making rulings and issuing regulations
for the guidance of the Federal reserve banks.

Eligibility and Acceptability of Paper.—In accordance with
provisions of the Federal Reserve Act, the Federal Reserve
Board shall have the right “to determine or define the character
of the paper thus eligible for discount within the meaning of this
Act.” In discussing this subject it is important to keep in mind
clearly the distinction between the cligibility of paper and its
acceptability, and between the definition of the character of
paper eligible for discount and the decision as to whether a given
piece of paper qualifies under the definition. The Federal
Reserve Board’s function is confined to the definition of eligibility
in general terms, while the question of acceptability and the
application to individual offerings for discount or purchase of
the principles laid down by the Board is left to the reserve banks.
In order to be eligible for discount the paper must conform to the
conditions laid down in the Act as interpreted by the Board,
while in order to be acceptable the paper must be such as to
convinee the loan committee of a reserve bank that it is a good
risk either on the strength of the names attached to it or of the
security back of it. Paper that is entircly eligible under the law
may nevertheless be unacceptable because the loan committee
may know that the parties who borrowed the money are not
financially dependable, but paper ineligible under the law, though
it may be perfectly good and would be acceptable to the loan
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committee, cannot be lawfully acquired by a reserve bank.
The Federal Reserve Board does not come in contact with the
borrowing member banks and does not pass upon the eligibility
of individual pieces of paper offered to the reserve banks for
discount or purchase.

Loans for Productive Purposes.—Section 13 of the Federal Act
provides that

. upon the endorsement of any of its member banks . . .
any Federal reserve bank may discount notes, drafts, and bills of
exchange arising out of actual commereial transactions; that is, notes,
drafts, and bills of exchange issued or drawn for agricultural, industrial,
or commercial purposes, or the proceeds of which have been used, or
are to be used for such purposes.

This defines in general the principle upon which rests the
eligibility of paper for discount. In accordance with the pro-
vision of the law just cited, in order to be eligible the paper
must arise out of a current business transaction directly related
to the production or distribution of commoditics. The law
specifically prohibits loans, the proceeds of which are to be
used for investment purposes, or for the purpose of trading in or
carrying stocks or bonds or investment securitics. The principle
upon which the Federal reserve banks must operate is thus to
supply only the short-term credit needs and not the capital
needs of industry. An exception to this rule is made in favor of
paper created for the purpose of carrying or trading in govern-
ment securities. This exception was in the original law, but even
if it had not been, an amendment to that effect would have had
to be adopted during the war, because it was necessary to carry
out the war financing program of the government. It is this
exception that for a long time diverted the Federal reserve banks
from their function as commereial central banks to that of institu-
tions helping to finance the government, and it was only after
the war was over that the banks gradually began to devote most
of their efforts to supplying eredit to industry, commerce and
agrieulture,.

Another class of paper that the banks are not permitted to
discount, though this restriction is implied in the law rather than
stated directly, is paper arising out of speculative loans. The
Federal reserve banks are not permitted to engage in speculation
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or to encourage speculative activity by discounting notes of
speculators. It should be borne in mind, however, that there is
an element of speculation in nearly all business activity, and
that consequently much of the eligible paper discounted by the
reserve banks contains an element of speculative risk. It is
against loans made for the purpose of gambling in commodities
or securities rather than against loans involving inevitable
business risks that the Federal reserve system raises a barrier.

Still another general class of paper that is excluded from dis-
count by the reserve banks is paper the proceeds of which are to
be used for lending to ether borrowers. That is, if a person
borrows money from a member bank in order to lend it to other
people, then the member bank is not permitted to rediscount
this paper with a reserve bank. This is for the purpose of keeping
the paper in the hands of the reserve banks in direct relation
to the production and distribution of goods. Money borrowed
for the purpose of lending may be ultimately used in a productive
way, but the process is indirect and the reserve banks are not
permitted to participate in the transaction. There are, however,
two exceptions made to this general rule: first, in the case of
factors who borrow money from the banks for the purpose of
lending it to producers of agricultural staples. Under the original
Act the Board ruled that such paper was not eligible for discount,
the technical term applied to it being “finance paper.” But
the Agricultural Credits Act of 1923 specifically authorized the
discount of such paper by the reserve banks on the ground
that such authority would be of great assistance to agriculture.
Another exception to the rule, also in the interests of agriculture,
is made for the benefit of cooperative marketing associations.
Paper of such associations, the proceeds of which are to be used
to lend to the members of the association for their productive
agricultural operations, is made eligible for discount by the
teserve banks, This provision is also part of the Agricultural
Credits Act of 1923.

The Board’s Regulations.—The Federal Reserve Board has
from time to time issued regulations defining the character of
cligible paper and explaining the application of the Act. The
latest set of regulations, series of 1924, is reprinted in Appendix
B. Mouch of the work of the Board has consisted in applying
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the principles of the Act to the great varicty of cases that
arise in actual practice. The Board has held, forinstance, that the
purchase or sale of foods is a commercial transaction from the
point of view of the seller, and the note of a buyer given to the
seller in payment for articles purchased is a note which has been
issued for a commercial purpose, regardless of the use to which
the funds thus obtaincd are put. A note for the purchase of
articles intended for resale is also a note for a commercial purpose,
even though the article be one that represents a permanentinvest-
ment for the ultimate purchaser. When, however, an articleis
purchased not for resale but for use, the eligibility of the note
given in payment depends on the character of the article. I
a farmer buys an article for permanent use, for instance, a pump
or an electric gencrator, his note is neither agricultural nor
commercial paper and is not cligible for discount, but if he buys
fertilizer, or twine, the paper is agricultural and eligible for
discount as such.

Water sold by an irrigation company to farmers, and delivered
through the company’s ditches, may be classed as “goods sold,”
and a note for the water is eligible for discount. But a siloisa
permanent improvement and a note given for the purchase of a
silo is not eligible.

During the war it was held that a note given by a non-member
bank to & member bank, when secured by governme nt obligations
was eligible for rediscount with a reserve bank, when approved
by the Federal Reserve Board. This ruling, which was made asa
part of the Board’s policy of helping the Treasury in every
possible way to float its war loans, was recently rescinded,
since it provided a method by which non-member banks, though
contributing in no way to the strength of the reserve system,
might nevertheless obtain reserve bank credit.

Maturity of Paper.—Much of the work of definition has arisen
out of the Act’s provisions in regard to the length of time for which
paper is eligible for discount. The law provides that commercial
and industrial paper is eligible for a period not exceeding 90 days,
exclusive of days of grace. Agricultural paper, on the other
hand, was made eligible by the original Act for 6 months and by
recent amendments for as long as 9 months. This distinction
in favor of agricultural paper was made because agricultural
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operations are, as a rule, slower than industrial operations;
and because the turnover in agriculture is much less rapid and
that, in order to serve agriculture, paper of longer maturity must
be discounted. This extension of maturity for agricultural
paper is not inconsistent with the principle that the reserve banks’
assets must be self-liquidating, since the fundamental require-
ment is that the period for which the paper is discounted do not
exceed the length of time required to complete the operation
for which the loan is made. If, therefore, the operation of feeding
livestock for market reéquires 9 months, the paper arising out of
that operation is essentially no lessself-liquidating than 3 months’
paper of a retail store, and in principle, as well as in law, is no
less acceptable for discount at the reserve bank.

In defining agricultural, as distinet from commercial paper,
many fine points have had to be determined in practice. It has
been held, for instance, that the note of a packing company,
the proceeds of which are used for the purchase of livestock
for slaughter, is not livestock paper within the meaning of the
Act, and is eligible for discount only when its maturity do not
exceed 90 days. A note of a grain dealer given to a grower for
grain purchased for resale is commercial paper, even though the
grower subsequently discounts the note -and uses the proceeds
for an agricultural purpose. This is on the principle that the
classification of paper depends upon the transaction out of which
it originally arises, irrespective of the nature of any further
transaction in which the paper may be subsequently negotiated.
A note given by a farmer in payment for a motor truck is agricul-
tural paper, but notes of motor distributing companies given for
the purchase of motors are commercial paper eligible for discount
for a period not exceeding 90 days.!

A statement of the credit facilities offered to agricultural
interests by the Federal Reserve Act and its amendments, has
been issued by the Federal Reserve Board and printed in the
Federal Reserve Bulletin for August, 1923. This statement is

reprinted in Appendix E.

* Many of the examples of interpretations here presented are taken from
a paper on “Eligibility for Discount” by Cuarres L. Powerr, Counsel
for the Federal Reserve Bank of Chicago, published in the Annals of the
American Academy of Political and Social Science for January, 1922, p. 105.
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While ordinarily paper eligible for discount under the law must
have a definite maturity in no case exceeding 9 months, the maxi-
mum permissible period being dependent upon the character of
the paper, there is a scction of the law as amended in 1923
which provides for the discount or purchase of bills of exchange
payable at sight or on demand. This proviso was also made for
the benefit of agriculture and is limited to paper drawn for the
purpose of financing the domestic shipment of agricultural prod-
ucts secured by shipping documents conveying title to the
staples. The law provides that demand for repayment of such
paper must be made within a reasonable length of time after the
arrival of the staples at their destination and that the reserve
banks must not hold such paper for more than 90 days.

Rulings on Open-market Operations.—In addition to the
problems arising in connection with the discounting functions
of the Federal reserve banks, which have been by far the most
important from the point of view of the supply of credit, many
problems arise also in connection with the open-market functions
of the banks. By Sec. 14 of the Federal Reserve Act the reserve
banks are permitted to purchase from, or sell to, practically
anybody, cable transfers and bankers’' acceptances and bills of
exchange of the kinds and maturities made eligible by the Act
for rediseount, with or without the endorsement of a member bank.
In general the Board’s regulations provide that in order to be
eligible for discount or purchase an acceptance must arise from:
(1) the shipment of goods between the United States and aforeign
country, or between the United States and one of its dependen-
cies, or between foreign countries, or between dependencies of
the United States and foreign countries; (2) the shipment of
goods within the United States; (3) the storage of readily market-
able staples, provided the bill is secured by a warehouse receipt
conveying title to the staple. The Board also authorizes the
discount or purchase of acceptances drawn by banks outside of
the United States for the purpose of furnishing dollar exchange.

The Board has ruled that bankers’ acceptances in order to be
eligible for purchase must have a maturity not exceeding 3 months,
except that acceptances arising out of foreign trade may have 2
maturity up to 6 months. The Agricultural Credits Act of
1923 provides that acceptances arising out of agricultural
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transactions are eligible for purchase with a maturity up to 6
months.

The subject of acceptances has always received a great deal
of attention at the hands of the Federal Reserve Board, partly
because the existence of acceptances as a credit instrument
in the United States has been made possible by the TFederal
Reserve Act, and partly because some of the members of the Board
have taken particular interest in the development of an accept-
ance market in this country in the belief that it will establish more
stable and flexible ecredit conditions, In the earlier days the
definitions of eligibility of acceptances for discount or purchase
were stated in much detail and it was generally considered that
the red tape involved was a handicap in the development of an
acceptance market. As the practice of acceptance credit devel-
oped, however, and as member banks became more familiar with
these instruments the Board gradually simplified the regulations
in connection with acceptance credit, so that at the present
time they are fairly simple and direct.

The Board’s semi-judicial and semi-legislative function in
defining the conditions with which paper acquired by the reserve
banks must comply has had a direct relation to the formation
of the system’s credit policies. By barring loans for capital or
speculative purposes from the portfolios of the reserve banks,
and by limiting the use of reserve bank credit to strictly produc-
tive purposes, the Board has not only embodied into reserve
bank practice the letter and the spirit of the Federal Reserve
Act, but has also laid the foundation of a policy of withholding
the support of the Federal reserve system from a growth of
credit not arising out of the requirements of productive business

activity.
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CHAPTER XIV
CONFERENCE AND RESEARCH WORK

In its capacity as the central supervising agency over the
credit institutions of the country, the Federal Reserve Board is
obliged to keep in close touch with developments in different
sections of the country and at the twelve Federal reserve banks.
The necessity for-this was recognized by the Act in providing
for a Federal Advisory Council, which consists of one representa-
tive from each Federal reserve district.

The Federal Advisory Council.—The members of the couneil
are selected by the boards of dircctors of the twelve Federal
reserve banks and, as a rule, receive no compensation other than
their expenses in attending meetings in Washington. The law
provides that at least four meetings of the council shall be held
each year and additional meetings when called by the Federal
Reserve Board. As a matter of fact, the practice has been to
hold four quarterly meetings.

The Federal Advisory Council has power: (1) to confer directly
with the Federal Reserve Board on general business conditions;
(2) to make oral or written representations concerning matters
within the jurisdiction of the Board; and (3) to call for informa-
tion and make reecommendations in regard to discount rates,
rediscount business, note issues, reserve conditions in the various
districts, the purchase and sale of securities by reserve banks,
and the general affairs of the reserve banking system. The
Federal Advisory Council is a body of experiepced men, generally
engaged in banking, who meet four times a year and canvass
the entire field of problems with which the reserve system has to
deal. They consult the Federal Reserve Board and at the
conclusion of their meetings submit their recommendations,
generally accompanied with a brief statement to the press of
their views upon the current situation. The Federal Advisory
Council has no authority over the Board, and its importance is
entirely dependent upon the prestige of the membership and the
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influence that its judgment may have with the Board. On
many occasions the advice and eounsel of this body has been of
great service to the Federal Reserve Board. In 1920, for
instance, when the Federal reserve system was faced with a
number of extremely difficult problems the Federal Advisory
Council carefully considered these problems and submitted a
series of recommendations upon the policy to be pursued.!

Conferences with Governors and Federal Reserve Agents.—
In addition to the conferences with the Advisory Council the
Federal Reserve Board at least twice a year calls meetings of
the governors of the Federal reserve banks and once a year
also of the Federal reserve agents. Sometimes it calls in some of
the directors of the banks, on some occasions the banking direc-
tors (Class A), on other occasions the representatives of business
or agriculture in the different districts (Class B). At these
conferences the Board discusses in detail the problems that
confront the operating officials, as well as the more general
credit problems of the system. The governors and the agents
at these conferences meet by themselves, as well as with the
Board, talk over their own more important detailed problerms,
and submit to the Board their general conclusions and
recommendations.

These conferences, in addition to keeping the Board in touch
with conditions in the several districts, serve the important pur-
pose of bringing the operating officials together and making them
acquainted with each other and with the problems that confront
the different banks. It is a clearing house of Federal reserve
information and serves the purpose of developing a common
language and a common understanding of the matters that
concern the system. Tor instance, the question of the effect of
security purchases by a reserve bank in the interior on the credit
conditions in the New York district is one that would not, in the
ordinary course of affairs, be clear or present itself with much
force to the officials of the interior bank in question, and yet the
purchase of a security by the Dallas Bank, for instance, in the
New York district has the effect of bringing Federal reserve
funds into that district and is likely to result in a corresponding
reduction in the discounts of the New York reserve bank. And

1 Sce Annual Report of the Federal Reserve Board, 1920, p. 597.
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conversely, the sale of securities by interior banks in the New
York market has the effect of creating a shortage of credit in the
New York market and consequently an increased use of reserve
bank ecredit in that district. It is such relationships as this
between the different districts that become more clearly under-
stood through the conferences among the governors.

The Conference of May, 1920.—In this connection, one
particular conference between governors and members of the
Board should be mentioned. It is the conference held in May,
1920, the minutes of which were later printed as a Senate Docu-
ment (310, Sixty-seventh Congress, Fourth Session). This
conference was held at a time when the reserves of the system
were at a low ebb, when the post-war boom had reached its peak,
and the banks of the country were greatly worried about the
inevitable liquidation that would follow the rapid expansion.
At this conference the Governor of the Board presented his
views of the situation, showing clearly that some check of eredit
expansion was necessary, and yet that too drastic action would
do more harm than good by unduly alarming the business com-
munity. After a thorough discussion of the whole problem
at this meeting the governors of the reserve banks upon returning
to their homes recommended to their boards of directors the
raising of discount rates, and, as a matter of fact, the rates in
most of the districts were presently advanced. This conference
has become famous as the “deflation conference,” which was
described by many eritics of the system as a conspiracy among
the high officials of the system and the bankers of Wall Street
to deflate business, and especially the farmers. Ordinarily the
minutes of such conferences arc not published, as they are chiefly
of interest to the participants and represent a free exchange of
opinion within the Federal reserve family. But in this case, in
view of the accusations, the minutes of the conference were pub-
lished, and afford an interesting insight into the character of the
conferences between the Board members and the representatives
of the reserve banks. The substance of these minutes is such as
to convince all fair-minded students of the system that, at this
conference, responsible officials of the system discussed in &
temperate manner the difficulties confronting the banks of the
country and the best way of meeting these difficulties, and that
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there was no foundation for the charge that a policy of drastic
deflation was adopted.

In addition to the regular meetings with the governors held
twice a year, the Board is in frequent contact with many of the
governors and other officials, and there are standing committees
of governors which cooperate with the Board on certain subjects.
For instance, there is a committee on functional expenses, which
has been making a study of the cost of operation of the different
banks and has made efforts to increase the efficiency and reduce
the cost of many of the functions of the banks. There is also a
governors’ committee on open-market sales and purchases which
differ from discounts in that they cannot be handled satisfac-
torily by the twelve reserve banks acting independently but must
be coordinated with reference to a policy adopted for the system
as a whole.

Division of Research and Statistics.—In a previous chapter
there was given a description of the work of the Board’s Division
of Bank Operations and of the lines of statistics which it compiles
primarily from reports obtained from reserve banks and member
banks. This phase of the Board’s statistical work is so closely
allied to the operation of the banks that it is handled by the
Division of Bank Operations. The results of these tabulations,
however, constitute the main source of information about eredit
developments and, therefore, are the foundation of the work of
the Division of Research and Statistics which is a separate branch
of the Federal Rescrve Board’s organization. This Division on
the basis of all the available banking statistics studies the credit
problems confronting the system and the relationship of these
problems to general business developments. For this purpose
it collects information about the physical volume of production,
distribution, and employment, price movements, about discount
and interest rates in effect in different sections of the country
and abroad, and about foreign exchange rates in the New York
market. In addition, the division makes studies of international
gold movements and of foreign developments in the banking and
financial field in so far as they have a bearing upon the problems
with which the Federal reserve system must deal. Broadly speak-
ing, the work of the Division may be grouped under three general
heads: (1) bank credit; (2) domestic business conditions; and
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(3) international business and financial conditions. The bank
credit work, in addition to a close scrutiny of the available bank-
ing figures, comprises a group of intensive studies intended to
furnish the Board with information about the credit and cur-
rency requircments of different districts and different industries
at different scasons of the year. These studies when completed
will make it possible for the Board to see more clearly what
movements in the demand for eredit can be anticipated and to
what extent actual developments depart from these expectations.
These studies include an analysis of interest rates in different
markets and their relationship to one another and to reserve
bank discount rates. The Division is also making a study of
branch banking in this country and abroad. In its study of
business conditions in the United States the Division obtains
information from a large number of sources, including government
departments, individual business concerns and trade organiza-
tions. Much information for this purpose is supplied also by
Federal reserve agents of the several districts. The Board has
been a pioneer in undertaking this kind of work and continues
to collect much data of use not only to itself and the banks, but
to business men in general.

On the basis of this information the Division, in cooperation
with a committee of Federal reserve agents, prepares each month
a summary of business conditions in the United States, usually
under the general headings of production, trade, wholesale prices,
and bank credit. Before the summary is released to the press it
receives the approval of the Board and of the committee of reserve
agents; it is subsequently printed in the Federal Reserve Bullelin
and in the twelve monthly bulletins issued by the Federal reserve
banks. It eonstitutes, therefore, the joint judgment of the
banks and the Board upon current business conditions. The
statement avoids predictions and interpretations, but endeavors
to give a clear and unbiased presentation of the principal eco-
nomic faets as they are reflected in available statistical and other
sources. This gencral summary is followed in the Federal
Reserve Bulletin by a more detailed discussion of deveclopments in
different industries in the different districts.

In addition to publishing many of the price index numbers
colleeted in the various foreign countries, the Federal Reserve
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Board has constructed index numbers of its own for five of the
leading countries in order to make possible international price
comparisons on & substantially uniform basis. The Board’s
index numbers are classified as to the stage of manufacture of the
product and as to the origin of the goods. These index numbers
make it possible to watch from month to month changes in price
levels in different countries from figures that are closely compa-
rable and are classified into the same commodity groups.!

In the foreign field the Federal Reserve Board also collects
and publishes information about banking developments, foreign
exchange rates, and financial conditions in different countries.
A brief summary of the most important developments abroad
is published monthly in the'Bulletin. Particular attention is
paid to central banking conditions abroad and to current mone-
tary developments. Special problems in foreign countries having
a bearing either by analogy or by actual relationship upon domes-
tic credit conditions are investigated and presented in special
memoranda to the Federal Reserve Board or in articles in the
Federal Reserve Bulletin.

Much of the work of the Division of Research and Statistics
is employed in the preparation of reports and memoranda for
the use of the Federal Reserve Board on problems which it has
under consideration. The Division also works closely with the
Board’s committees on discount and open-market policies and on
agricultural credits. It is the Division's task in general to pre-
sent to the Board all the available information on economic
developments that have a bearing upon reserve bank policy.

The Federal Reserve Bulletin—The various groups of activi-
ties of the Division of Research and Statistics are reflected in
the Federal Reserve Bulletin, the official organ of the Federal
Reserve Board, which prints monthly figures on the condition and
operation of the Federal reserve and member banks, and statis-
tics of business and credit conditions at home and abroad, as
well as the rulings of the Federal Reserve Board and an account
of the Treasury’s current financial operations. The Division of
Research and Statisties prepares every month, in consultation

1 The Board’s price indexes, together with other data on prices and
exchange rates, have been published in a separate bulletin entitled Prices
in the United States and Abroad: 1919-1923.

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



160 FEDERAL RESERVE SYSTEM IN OPERATION

with the Federal Reserve Board, a review of current credit and
economic conditions, which is published as the leading article in
the Federal Reserve Bulletin. This monthly review is frequently
the vehicle used by the Board for making a public statement of
policy, and for this reason it is closely watched by the financial
press. Three of the reviews of the month prepared in 1923 are
reprinted in the appendix.

Each of the twelve reserve banks also has a statistical organiza-
tion which collects current data for the use of the Federal reserve
banks, the Federal Reserve Board, and the member banks. The
banks issue monthly reviews of economic conditions which have a
wide circulation in their respective districts.

The information collected by the Board and the Federal reserve
banks is thus published and put at the disposal of the business
community throughout the United States. It contributes to a
better understanding of business conditions both by the banks
and the general public and paves the way toward a closer
cooperation between business men, bankers, and the reserve
system in the continuous adjustment of the flow of credit to the
needs of productive industry.
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CHAPTER XV
ELEMENTS OF RESERVE BANK CREDIT POLICY

In this brief study an attempt has been made to present a
simplified picture of the operation of the Federal reserve system
and to point out some of the problems with which the system
has been confronted in the past few years. It has been shown
what role in the system is played by the twelve Federal reserve
banks and by the Federal Reserve Board. The ultimate aims of
the banks and of the Board are the same, namely, to ‘“accommo-
date commerce and business,” that is, to work for the best
interests of those engaged in the production and distribution of
goods in the United States and through them to serve the nation
as a whole. Out of the plan of the system’s structure, however,
there arise certain differences between the Federal Reserve Board
and the Federal reserve banks in their approach to the problems
of credit policy.

The Federal Reserve Board and the Federal Reserve Banks.
These differences arise, in the main, from three causes: first,
the officials of each reserve bank are in daily contact with business
developments in their own districts and are, therefore, inclined
to view the financial situation from a local standpoint, while the
Federal Reserve Board endeavors to keep in touch with develop-
ments in all the twelve districts and in foreign countries, so that
it is in a position to consider current problems from a national
point of view, and with a perspective of economic trends through-
out the world.. Second, the operating officials of the reserve
banks, confronted as they are every day with the problem of
economical and efficient operation of their banks, are inevitably
somewhat influenced in their viewpoint by a desire to have suffi-
cient earnings to meet expenses, while the Federal Reserve Board,
viewing the system as a whole, is much less interested in the -
earnings of individual reserve banks, particularly when the earn-
ings of one reserve bank are derived from operations which tend
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to reduee the income of another reserve bank, as is often the case
with open-market purchases. It is easier for the Reserve Board
to free itself from a consideration of reserve bank earnings and
to base its credit policy solely upon the credit requirements of
business. Third, the reserve banks are managed by their
boards of directors, two-thirds of whom are selected by the
member banks and represent their viewpoint, while the members
of the Federal Reserve Board are appointed by the President of
the United States and represent the public at large. From these
differences arises a continuous adjustment within the Federal
reserve system between the loeal and the national, the commercial
and the non-commercial, the business and the public service
point of view.

This statement does not mean that reserve bank officials
lack appreciation of national problems, nor that they are indif-
ferent to the welfare of reserve banks other than their own, or
unconcerned about the public aspects of their work. On the
contrary, these officials are fully aware of the broader phases of
the problem of administering the Federalreserve system, Never-
theless, the closeness of the banks’ officials to their detailed
operating problems tends to magnify in their minds the weighti-
ness of these problems and makes it helpful to them to have the
opportunity of consulting with the Federal Reserve Board, whose
attention is directed entirely to the national and the public
view upon credit conditions.

In the concluding section of the present study there is presented
a brief analysis of the main channels through which the Federal
reserve system exerts an influence upon the credit situation, and
of the allocation of functions between the banks and the Board,
or more aceurately, the degree of responsibility attaching to
the reserve banks and the Federal Reserve Board in the perform-
ance of the different functions. Broadly speaking, there are
three principal ways through which the reserve system can
influence the character and volume of bank credit in use: (1)
the use of discretion in the granting of loans; (2) the determina-
tion of discount rates, and (3) open-market policy.

Discretion in the Granting of Loans.—In the exercise of dis-
cretion in the ‘granting of loans the responsibility rests largely
upon the reserve banks which are familiar with the operations
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of their member banks and are in close touch with local business
developments. In formulating their judgment upon credit
extension to their member banks, the reserve banks consider
themselves as holders of trust funds belonging to the entire mem-
bership, and consequently they discourage a disproportionate use
of reserve bank credit by one member bank or by a group of
member banks. In following developments in this respect the
reserve banks find it convenient to keep a record of the line of
credit to which each member bank is entitled on the basis of its
contribution to the lending power of the reserve banks, and to
compare the bank’s actual borrowings with this so-called basic
line. No attempt is made to limit a member bank’s borrowings
to this theoretical quota, since such a procedure would be both
impracticable and unreasonable, and would not be consistent
with the exercise of discretion. In passing upon a member
bank’s application for & loan, a reserve bank does, however,
consider whether under prevailing credit conditions the member
is entitled to additional credit “when due regard is paid to the
claims of other member banks.” In practice many member
banks constantly exceed their basic lines of credit, as under
ordinary conditions it is perfectly proper that they should, but
in times of a rapidly growing demand for credit these lines serve
as one of the useful guides upon which the reserve banks base
their credit judgment in regard to each individual borrowing
bank.

A more important basis for the exercise of discretion in all
cases would be the use to which a member bank puts the funds
obtained from a reserve bank. It is frequently difficult, however,
to ascertain the manner in which a member bank uses the
proceeds of its discounts, as the bank may borrow on its own
note or may rediscount customers’ paper drawn for one purpose,
and use the funds obtained for an entirely different purpose.
Nevertheless, reserve bank officials, through their close personal
contact with officers of member banks, have a fairly accurate
knowledge of their policies, and can supplement this information
by referring to reports of examinations made of the condition of
the members. Even though a member bank’s condition may be
perfectly sound and its operations in accordance with prudent
banking practice, a reserve bank may deem it wise to restrict
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the credit granted to a bank and even to request it to reduce its
outstanding indebtedness to the reserve bank, if there is reason
to believe that the member is using reserve bank funds as a means
of increasing its operating eapital. Since the lending power of
reserve banks has its origin in the cooperation of member banks
it is intended for use in mecting exceptionally heavy seasonal or
other temporary requirements, and not to afford the oppor-
tunity to a member bank of increasing the regular volume of
its operations by drawing upon the common fund, held by the
reserve bank in trust for the entirc membership. It may not
always be easy to discover such a course of action by a member
bank, but it is one of the circumstances which the reserve bank
considers in the exercise of its discretion.

It should be clearly understood that the lines of inquiry here
suggested are intended to be merely illustrative and are not in
any sense an exhaustive survey of the kinds of evidence upon
which the reserve banks base their credit judgment.

Determination of Discount Rates.—The determination of
discount rates is generally considered to be the most important
part of the credit policy of the reserve banks and the Reserve
Board. While there is much that is still unknown in the
relation of discount rates to the rate on loans to the public
and to the volume of bank credit in use, there is no doubt about
the importance of the reserve bank rate as a factor in the credit
situation, at a time when there is a demand for reserve bank
credit. At the financial centers, where the large commercial
banks keep in close touch with the market and use their funds to
the best advantage with almost mathematical precision, a change
in the rate which member banks must pay for reserve bank
funds is obviously an important consideration. The discount
rate also bears a definite relationship to open-market rates for
money and cannot be changed in ordinary times without affecting
these rates. As an important factor in the money narket at
financial centers, the discount rate has a bearing upon the general
credit situation.

Experience points to the fact that conditions in the money
market in financial centers are an influence on financial condi-
tions elsewhere. For it is in these centers that the surplus
funds of smaller banks throughout the country are held.
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Changes in the discount rate, by influencing the general level of
money rates affect the rate of earnings on funds invested by city
banks for country correspondents, and thus exert an influence
on the movement of funds from and to financial centers. The
balances kept by the country banks with their city correspondents
are the real operating banking reserves of the country, since the
lawful reserves kept with the reserve banks must be kept intact,
and in practice remain practically stable at the ratio to deposits
required by law. The use made of balances with correspondents,
which constitute the active secondary reserves of country banks,
depends on these banks, and they shift the funds to and from
their correspondents in accordance with money conditions at
the financial centers and with the volume of credit demand in
their own localities. Consequently, money rates at financial
centers, and hence reserve bank discount rates, which have a
definite relationship to these open-market rates, exert an influ-
ence upon the movement of funds between the financial centers
and the interior of the country. The level of discount rates,
furthermore, has an effect upon the use to which marginal
funds are put by country banks. When a bank has satisfied the
immediate needs of its regular customers and still has funds
available, its decision whether to invest these funds in securities, to
keep them on deposit in the city, or to lend them to a new customer
or to an old customer for a new purpose, is affected by prevailing
open-market money rates, and the discount rate is a factor
influencing these rates. Changes in the discount rate have,
therefore, a widespread influence on credit conditions throughout
the country, and the determination of these rates is one of the
principal responsibilities resting upon the Federal reserve system.
Since in making changes in discount rates the reserve banks are
required by law to obtain the approval of the Federal Reserve
Board, this responsibility devolves jointly upon the Federal
Reserve Board and the reserve banks.

Open-market Policy.—In giving the Federal reserve banks
authority to deal in the open market the Federal Reserve Act
enabled them to take the initiative in credit operations, so that
they have a means of adding to the total volume of credit in use
or of reducing this volume, depending upon the character of
prevailing credit conditions. Open-market purchases by the
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reserve banks, however, as has been pointed out, do not always
result in an equivalent increase in the volume of reserve bank
credit in use, since the additional funds not infrequently find
their way back, at least in part, to the reserve banks through
the repayment of discounts, as was the case, for instance, in the
first half of 1922, and again in 1924, Similarly, sales of sccurities
by reserve banks do not at all times result in a reduction of the
volume of credit in use, since the shortage created by the sales
is in many cases made up by additional borrowing by the member
banks, as was the case in the early part of 1923. These limita-
tions upon the power of the reserve banks to influence the volume
of their credit in use through open-market purchases or sales
does not, however, diminish the importance of open-market
operations. The cvidence for the view that in 1922 and 1923
discount operations tended to offset open-market purchases and
sales is that the total volume of reserve bank earning assets,
which measures the total volume of reserve bank credit in use,
remained fairly constant during the period, while the reserve
banks first purchased large amounts of government securities
and later reduced their holdings of these securities. The fact
that earning assets remained relatively stable, however, does not
necessarily mean that the reserve banks’ operations in the open-
market had no effect upon the volume of credit in use. Credit
conditions are constantly changing in response to a large variety
of influences. The total eredit in use is not like a reservoir of
water which is full to the brim and has only one ingoing and one
outgoing pipe. It is rather like a lake with numerous streams
entering and leaving it and with many hidden springs and out-
lets affecting the prevailing level. Adding credit to the total
in use or withdrawing credit from this total is like pouring water
into or pumping it out of a lake; the net effect in cither case is
not the result of any single influence, but of a combination of
all the influences at work.

The experience of 1922 and 1923 indicates in a direct way only
that in 1922, when the reserve banks purchased securities, mem-
ber banks continued to liquidate discounts; that in 1923 when-
the reserve banks sold securities—discounts inereased, and that
throughout the period total earning assets remained fairly,
though by no means entirely, constant. During a part of 1924
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security purchases were not so large as reductions in dis-
counts, and total earning assets declined. There is nothing in
this experience to show what would have happened if the reserve
banks’ open-market operations had been different. There is no
direct evidence to show that had the reserve banks not purchased
securities in 1922, the liquidation of discounts would have corre-
spondingly slowed down, or that if they had not sold securities in
1923 discounts would not have increased. It is quite possible,
on the contrary, that the compensatory tendencies were only
partially effective and that the constancy of the volume of
reserve bank credit in 1922-1923 was maintained in part because
of, rather than in spite of, the open-market activities of the
reserve banks. It seems reasonable to believe that the stream
of reserve bank credit arising from security purchases in 1922
was only partly drained off by increased liguidation of discounts,
and that the balance was instrumental in hastening the turn in
credit conditions which occurred in mid-summer of that year.
It is also possible that security sales by the reserve banks in the
latter part of 1922 and the early part of 1923, while they led to
inereased discounts, also exerted an influence toward tightening
the money market and contributing to the cautious attitude
of the business community in the spring of 1923.

It is too early, on the basis of the system’s brief experience, to
generalize upon the consequences of its open-market operations.
The importance to the system, however, of a definite and con-
sistent open-market policy is beyond dispute. In view of the
fact that such a policy must be national rather than local in
scope, it has been the function of the Federal Reserve Board,
and of representatives of several of the reserve banks, acting as a
body, to formulate the system’s open-market policy and to
devise machinery for its execution.

Growth of American Banking Tradition.—Discount and open-
market policies of the Federal reserve banks, as has been seen,
directly affect the credit situation, but in addition they exert an
indirect influence through the effect they have upon the mental
attitude of the business community. A stricter scrutiny of
member bank credit lines, an advance in the discount rate, or a
considerable sale of securities by the reserve banks is notice to
the public that the Federal reserve system considers it necessary
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to exert a moderating influence on the growth of bank credit,
and the realization that the system takes this view tends in
itself to encourage a more cautious attitude on the part of the
banks and of business enterprises. At times when there is
little demand for reserve bank credit this psychological influence
is in fact the most important means possessed by the system for
maintaining its position as a factor in the credit situation.

Realizing the importance of this element of reserve bank credit
policy, the Federal Reserve Board has from the beginning
adopted the plan of publishing an official bulletin in which it
explains its views upon the credit situation and the policies which
it is pursuing. By giving publicity to its actions and to the rea~
sons underlying credit policy the system has made its policies
more effective. In addition to statements of policy the system
assembles and publishes information on the business and credit
gituation which helps the member banks and the business public
to understand the system’s actions and to formulate their own
policies with reference to existing conditions. This work of the
Federal reserve system is important particularly because it
establishes a common basis of understanding and encourages
cooperation -between business men, bankers, and the Federal
reserve system in the endeavor to moderate the swings of the
economic pendulum from depression to prosperity, and from
prosperity to depression. - The development of such cooperation
is a step in the direction of establishing an American banking
tradition, based on conditions as they exist in this country and
on the accumulated experience of past years. A firmly estab-
lished -and rational banking tradition is in the long run the great-
est safeguard against continuous or widespread practices leading
to unhealthy credit expansion.

Some progress in the development of such a tradition has been
made by the Federal reserve system during the past 3 years of
relatively normal business and credit conditions. In fostering
the growth of the American banking tradition the Federal reserve
system builds a strong public support for its policies and increases
its ability to be of service to the country.
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APPENDIX A

PRINCIPAL PROVISIONS OF THE FEDERAL RESERVE
ACT

(Approved Dec. 23, 1913)

In the following summary of the Federal Reserve Act the
wording of the law has been followed literally, but certain sec-
tions dealing with the organization period have been omitted
as no longer of importance, and in some cases minor details have
also been left out for the sake of brevity. An attempt has been
made to arrange the Act topically and to bring together all the
provisions bearing on the same subject. The references given
at the end of each provision are to sections of the Act and to the
pages on which these sections appear in the Act as published by
the Federal Reserve Board in 1923,

TITLE

An Act to provide for the establishment of Federal reserve
banks, to furnish an elastic currency, to afford means of redis-
counting commercial paper, to establish a more effective super-
vision of banking in the United States, and for other purposes.

FEDERAL RESERVE DISTRICTS

The Reserve Bank Organization Committee shall designate not less than
eight nor more than twelve cities to be known as Federal reserve cities, and
shall divide the continental United States, excluding Alaska, into districts,
each distriet to contain only one of such Federal reserve cities. Provided,
That the districts shall be apportioned with due regard to the convenience
and customary course of business and shall not necessarily be coterminous
with any State or States. The districts thus created may be readjusted
and new districts may from time to time be created by the Federal Reserve
Board, not to exceed twelve in all.  Such districts shall be known as Federal
reserve districts and may be designated by number (Sec. 2, page 1).
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CORPORATE POWERS OF FEDERAL RESERVE BANKS

Each Federal reserve bank shall have power:

First. To adopt and use a corporate seal.”

Second. To have succession for a period of twenty years from its organi-
zation unless it is sooner dissolved by an Act of Congress, or unless its
franchise becomes forfeited by some violation of law.

Third. To make contracts.

Fourth. To sue and be sued, complain and defend, in any court of law
or equity.

Fifth. To appoint by its board of directors such officers and employees
as are not otherwise provided for in this Act, to define their duties, require
bonds of them and fix the penalty thereof, and to dismiss at pleasure such
officers or employees.

Sixth. To prescribe by its board of directors, by-laws not inconsistent
with law, regulating the manner in which its general business may be
condueted, and the privileges granted to it by law may be exercised and
enjoyed.

Seventh. To exercise by its board of directors, or duly authorized
officers or agents, all powers specifically granted by the provisions of this
Act and such incidental powers as shall be necessary to carry on the business
of banking within the limitations prescribed by this Act (Sec. 4, page 6).

SHAREHOLDERS OF THE FEDERAL RESERVE BANKS

National Banks.—Every national banking association shall be required
to subscribe to the capital stock of such Federal reserve bank in a sum equal
to six percentum of the paid-up capital stock and surplus of such bank, one-
sixth of the subseription to be payable on call of the organization comn-
mittee, one-sixth within three months, and one-gixth within six months
thereafter, and the remainder of the subscription, or any part thereof, shall
be subject to eall when deemed necessary by the Federal Reserve Board,
said payments to be in gold or gold certificates.

The shareholders of every Federal reserve bank shall be held individually
responsible, equally and ratably, and not one for another, for all contracts,
debts, and engagements of such bank to the extent of the amount of their
subseriptions to such stock at the par value thereof in addition to the
amount subscribed, whether such subscriptions have been paid up in whole
or in part, under the provisions of this Act (Sec. 2, page 2).

State Banks.—Any bank incorporated by special law of any State, or
organized under the general laws of any State or of the United States, desir-
ing to become a member of the Federal Reserve System, may make applica-
tion to the Federal Reserve Board, under such rules and regulations as it
may preseribe, for the right to subscribe to the stock of the Federal reserve
bank organized within the district in which the applying bank is located.
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Such application shall be for the same amount of stock that the applying
bank would be required to subscribe to as a national bank. The Federal
Reserve Board, subject to such conditions as it may preseribe, may permit
the applying bank to become a stockholder of such Federal reserve bank.

In acting upon such application the Federal Reserve Board shall consider
the financial condition of the applying bank, the general character of its
management, and whether or not the corporate powers exercised are con-
sistent with the purposes of this act. :

Whenever the Federal Reserve Board shall permit the applying bank to
become o stockholder in the Federal reserve bank of the distriet its stock
subscription shall be payable on eall of the Federal Reserve Board, and
stock issued to it shall be held subject to the provisions of this act.

All banks admitted to membership under authority of this section shall
be required to comply with the reserve and capital requirements of this act
and to conform to those provisions of law imposed on national banks which
prohibit such banks from lending on or purchasing their own stock,
which relate to the withdrawal or impairment of their capital stock, and which
relates to the payment of unearned dividends. Such banks and the officers,
agents, and employees thereof shall also be subject to the provisions of and
to the penalties prescribed by section fifty-two hundred and nine of the
revised Statutes, and shall be required to make reports of condition and of
the payment of dividends to the Federal reserve bank of which they become
a member. Not less than three of such reports shall be made annually on
call of the Federal reserve bank on dates to be fixed by the Federal Reserve
Board. Tailure to make such reports within ten days after the date they
are called for shall subject the offending bank to a penalty of $100 a day for
each day that it fails to transmit such report; such penalty to be collected
by the Federal reserve bank by suit or otherwise.

As a condition of membership such banks shall likewise be subject to
examinations made by direction of the Federzl Reserve Board or of the Fed-
eral reserve bank by examiners selected or approved by the Federal Reserve
Board.

Whenever the directors of the Federal reserve bank shall approve the
examinations made by the State authorities, such examinations and the
reports thereof may be accepted in lieu of examinations made by examiners
selected or approved by the Federal Reserve Board: Provided, however,
That when it deems it necessary the board may order special examinations
by examiners of its own selection and shall in all cases approve the form of
the report. The expenses of all examinations, other than those made by
State authorities, shall be assessed against and paid by the banks examined.

If at any time it shall appear to the Federal Reserve Board that & member
bank has failed to comply with the provisions of this section or the regu-
lations of the Federal Reserve Board made pursuant thereto, it shall be
within the power of the board after hearing to require such bank to surrender
its stock in the Federal reserve bank and to forfeit all rights and privileges
of membership. The Federal Reserve Board may restore membership upon
due proof of compliance with the conditions imposed by this section.
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Any State bank or trust company desiring to withdraw from membership
in a Federal reserve bank may do so, after six months’ writtcn notice shall
have been filed with the Federal Reserve Board, upon the surrender and
cancellation of all of its holdings of capital stock in the Federal reserve
bank: Provided, however, That no Federal reserve bank shall, except under
express authority of the Federal Reserve Board, cancel within the same
calendar year more than twenty-five per centum of its capital stock for the
purpose of effecting voluntary withdrawals during that year. All such
applications shall be dealt with in the order in which they are filed with the
board. Whenever a member bank shall surrender its stock holdings in a
Federal reserve bank, or shall be ordered to do so by the Federal Reserve
Board, under authority of law, all of its rights and privileges as a member
bank shall thereupon cease and determine, and after due provision has been
made for any indebtedness due or to become due to the Federal reserve bank
it shall be entitled to a refund of its cash paid subscription with interest at the
rate of one-half of one per centum per month from date of last dividend,
if earned, the amount refunded in no event to excced the book value of the
stock at that time, and shall likewise be entitled to repayment of deposits
and of any other balance due from the Federal reserve bank.

No applying bank shall be admitted to membership in a Federal reserve
bank unless (a) it possesses a paid-up, unimpaired capital sufficient to entitle
it to become a national banking association in the place where it is situated
under the provisions of the National Bank Act, or (b) it posesses a paid-up,
unimpaired capital of at least 60 per centum of the amount sufficient to
entitle it to become a national banking association in the place where it is
situated under the provisions of the National Bank Act and, under penalty
of loss of membership complies with rules and regulations which the Federal
Reserve Board shall prescribe fixing the time within which and the method
by which the unimpaired capital of such bank shall be increased out of net
income to equal the eapital which would have been required if such bank had
been admitted to membership under the provisions of clause (a) of this
paragraph: Provided, That every such rule or regulation shall require the
applying bank to set aside annually not less than 20 per centum of its net
income of the preceding year as a fund exclusively applicable to such
capital increase.

Subject to the provisions of this act and to the regulations of the board
made pursuant thereto, any bank becoming a member of the Federal
Reserve System shall retain its full charter and statutory rights as a State
bank or trust company, and may continue to exercise all corporate powers
granted it by the State in which it was created, and shall be entitled to all
privileges of member banks: Provided, however, That no Federal reserve
bank shall be permitted to discount for any State bank or trust company
notes, drafts, or bills of exchange of any one borrower who is liable for
borrowed money to such State bank or trust company in an amount greater
than that which could be borrowed lawfully from such State bank or trust
company were it a national banking association. ‘The Federal reserve bank,
as a condition of the discount of notes, drafts, and bills of exchange for such
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State bank or trust company, shall require a certificate or guaranty to the
effect that the borrower is not liable to such bank in excess of the amount
provided by this section, and will not be permitted to become liable in excess
of this amount while such notes, drafts, or bills of exchange are under dis-
count with the Federal reserve bank (Sec. 9, page 14).

CAPITAL STOCK OF THE FEDERAL RESERVE BANKS

The capital stock of each Federal reserve bank shall be divided into shares
of $100 each. The outstanding capital stock shall be increased from time to
time as member banks increase their capital stock and surplus or as addi-
tional banks become members, and may be decreased as member banks
reduce their capital stock or surplus or cease to be members. Shares of the
capital stock of Federal reserve banks owned by member banks shall not
be transferred or hypothecated. When a member bank increases its capital
stock or surplus, it shall thereupon subsctibe for an additional amount
of capital stock of the Federal reserve bank of its district equal to six per
centum of the said increase, one-half of said subscription to be paid in the
manner hereinbefore provided for original subscription, and one-half subject
to call of the Federnl Reserve Board. A bank applying for stock in a
Federal reserve bank at any time after the organization thereof must sub-
scribe for an amount of the capital stock of the Federal reserve bank equal
to six per centum of the paid-up capital stock and surplus.of said applicant
bank, paying therefor its par value plus one-half of one per centum a month
from the period of the last dividend. When the capital stock of any Federal
reserve bank shall have been increased either on account of the increase of
capital stock of member banks or on account of the increase in the number of
member banks, the board of directors shall cause to be executed a certificate
to the Comptroller of the Currency showing the increase in capital stock,
the amount paid in, and by whom paid. When a member bank reduces
its capital stock it shall surrender a proportionate amount of its holdings
in the capital of said Federal reserve bank, and when 2 member bank volun-
tarily liquidates it shall surrender all of its holdings of the eapital stock of
said Federal reserve bank and be released from its stock subscription not
previously called. In cither case the shares surrendered shall be canceled
and the member bank shall receive in payment therefor, under regulations
to be prescribed by the Federal Reserve Board, a sum equal to its cash-paid
subseriptions on the shares surrendered and one-half of one per centum a
month from the period of the last dividend, not to exceed the book value
thereof, less any liability of such member bank to the Federal reserve bank
(Sec. 5, page 11).

If any member bank shall be declared insolvent and a receiver appointed
therefor, the stock held by it in said Federal reserve bank shall be canceled,
without impairment of its liability, and all eash-paid subscriptions on said
stock, with one-half of one per centum per month from the period of last
dividend, not to exceed the book value thereof, shall be first applied to all
debts of the insolvent member bank to the Federal reserve bank, and the
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balance, if any, shall be paid to the receiver of the insolvent bank. When-
ever the capital stock of a Federal reserve bank is reduced, either on account
of & reduction in eapital stock of any member bank or of the liquidation or
insolvency of such bank, the hoard of directors shall cause to be exccuted a
certificate to the Comptroller of the Currency showing such reduction of
capital stock and the amount repaid to such bank (Sec. 6, page 12).

BOARD OF DIRECTORS OF FEDERAL RESERVE BANKS AND
FEDERAL RESERVE AGENT

Every Federal reserve bank shall be conducted under the supervision and
control of a board of directors.

The board of directors shall perform the duties usually appertaining to
the office of directors of banking associations and all such duties as are
prescribed by law.

Said board shall administer the affairs of said bank fairly and impartially
and without discrimination in favor of or against any member bank or banks
and shall, subject to the provisions of law and the orders of the Federal
Reserve Board, extend to each member bank such discounts, advancements
and accommodations as may be safely and reasonably made with due regard
for the claims and demands of other member banks.

Such board of directors shall be selected as hereinafter specified and shall
consist of nine members, holding office for three years, and divided into
three classes, designated as classes A, B, and C.

Class A shall consist of three members, who shall be chosen by and be
representative of the stock-holding banks,

Class B shall consist of three members, who at the time of their elcction
shall be actively engaged in their district in commerce, agriculture or some
other industrial pursuit.

Class C shall congist of threc members who shall be designated by the
Federal Reserve Board. When the necessary subscriptions to the capital
stock have been obtained for tlie organization of any Federal reserve bank,
the Federal Reserve Board shall appoint the class C directors and shall
designate one of such directors as chairman of the board to be selected.

No Senator or Representative in Congress shall be a member of the
Federal Reserve Board or an officer or a director of a Federal reserve bank.

No director of class B shall be an officer, director, or employee of any
bank.

No director of class C shall be an officer, director, employee, or stock-
Lolder of any bank.

Directors of class A and class B shall be chosen in the following manner:

The Federal Reserve DBoard shall classify the member banks of the
distriet into threc gencral groups or divisions, designating each group by
number. Each group shall consist as nearly as may be of banks of similar
capitalization. Each member bank shall be permitted to nominate to the
chairman of the board of directors of the Federal reserve bank of the district
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one candidate for director of class A and one candidate for director of class B.
The eandidates 50 nominated shall be listed by the chairman, indicating by
whom nominated, and a copy of said list shall, within fifteen days after its
completion, be furnished by the chairman to each member bank. Each
member bank by a resolution of the board or by an amendment to its by-laws
shall authorize its president, cashier, or some other officer to cast the vote
of the member bank in the elections of class A and elass B directors.

Within fifteen days after receipt of the list of candidates the duly author-
ized officer of 2 member bank shall certify to the chairman his first, second,
and other choices for director of elass A and elass B, respectively, upon a
preferential ballot upon a form furnished by the chairman of the board of
directors of the Federal reserve bank of the district. Each such officer shall
make a cross opposite the name of the first, second, and other choices for a
director of class A and for a director of class B, but shall not vote more than
one choice for any one candidate. No officer or director of a member bank
shall be eligible to serve as a class A director unless nominated and elected
by banks which are members of the same group as the member bank of
which he is an officer or director.

Any person who is an officer or director of more than one member bank
shall not be eligible for nomination a8 a class A director except by banks in
the same group as the bank having the largest aggregate resources of any
of those of which such person is an officer or director.

Any candidate having a majority of all votes cast in the column of first
choice shall be declared elected. If no candidate have a majority of all the
votes in the first column, then there shall be added together the votes
cast by the electors for such candidates in the second column and the
votes cast for the several candidates in the first column. If any candidate
then have & majority of the electors voting, by adding together the first
and second choices, he shall be declared elected. If no candidate have a
majority of electors voting when the first and second choices shall have been
added, then the votes cast in the third column for other choices shall be
added together in like manner, and the candidate then having the highest
number of votes shall be declared clected. An immediate report of election
shall be declared.

Class C directors shall be appointed by the Federal Reserve Board.
They shall have been for at least two years residents of the district for which
they are appointed. One of the class C directors shall be designated by said
board as chairman of the board of dircctors of the Federal reserve bank and
as “Federal reserve agent.”” He shall be a person of tested banking experi-
ence, and in addition to his duties as chairman of the board of directors of the
Federal reserve bank he shall be required to maintain, under regulations
to be established by the Federal Reserve Board, a local office of said board
on the premiscs of the Federal reserve bank. He shall make regular reports
to the Federal Reserve Board and shall act as its official representative
for the performance of the functions conferred upon it by this act. He shall
receive an annual compensation to be fixed by the Federal Rescrve Board
and paid monthly by the Federal reserve bank to which he is designated.
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One of the directors of class C shall be appointed by the Federal Reserve
Board as deputy chairman to exercise the powers of the chairman of the
board when necessary. In case of the absence of the chairman and deputy
ehairman, the third-class C director shall preside at meetings of the board.

Subject to the approval of the Federal Reserve Board the Federal reserve
agent shall appoint one or more assistants. Such assistants, who shall be
persons of tested banking experience, shall assist the Federal reserve sgent
in the performance of his duties and shall also have power to act in his name
and stead during his absence or disability. The Federal Reserve Board
shall require such bonds of the assistant Federal reserve agents ns it may
deem necessary for the protection of the United States. Assistants to the
Federal reserve agent shall receive an annual compensation, to be fixed and
paid in the same manner as that of the Federal reserve agent.

Directors of Federal reserve banks shall receive, in addition to any com-
pensation otherwise provided, a reasonable allowanee for necessary expenses
in attending meetings of their respective boards, which amount shall be
paid by the respective Federal rescrve banks. Any compensation that
may be provided by boards of directors of Federal reserve banks for directors,
officers or employees shall be subject to the approval of the Federal Reserve
Board.

Every director of a Federal reserve bank chosen as hereinbefore provided
shall hold office for a term of three years. Vacancies that may occur in the
several classes of directors of Federal reserve banks may be filled in the
manner provided for the original selection of such directors, such appointees
to hold office for the unexpired terms of their predecessors (Sec. 4, page 7)-

POWERS OF FEDERAL RESERVE BANKS

Discounts.—Upon the indorsement of any of its member banks, which
shall be deemed a waiver of demand, notice and protest by such bank as
to its own indorsement exclusively, any Federal reserve bank may discount
notes, drafts, and bills of exchange arising out of actual commercial trans-
actions; that is, notes, drafts, and bills of exchange issued or drawn for
agricultural, industrial, or commercial purposes, or the proceeds of which
have been used, or are to be used, for such purposes, the Federal Reserve
Board to have the right to determine or define the character of the paper
thus eligible for discount, within the meaning of this Act. Nothing in this
Act contained shall be construed to prohibit such notes, drafts, and bills of
exchange, secured by staple agricultural products, or other goods, wares, or
merchandise from being eligible for such discount, and the notes, drafts,
and bills of exehange of factors issued as such making advances exclusively
to producers of staple agricultural products in their raw state shall be
eligible for such discount; but such definition shall not include notes, drafts,
or bills covering merely investments or issued or drawn for the purpose of
carrying or trading in stocks, bonds, or other investment securities, except
bonds and notes of the Government of the United States. Notes, drafts,
and bills admitted to discount under the terms of this paragraph must havea
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maturity at the time of discount of not more than 90 days, exclusive of grace.

Upon the indorsement of any of its member banks, which shall be deemed
& waiver of demand, notice, and protest by such bank as to its own indorse-
ment exclusively, and subject to regulations and limitations to be prescribed
by the Federal Reserve Board, any Federal reserve bank may discount or
purchase bills of exchange payable at sight or on demand which are drawn
to finance the domestic shipment of nonperishable, readily marketable
staple agricultural products and are secured by bills of lading or other
shipping documents conveying or securing title to such staples: Provided,
That all such bills of exchange shall be forwarded promptly for collection,
and demand for payment shall be made with reasonable promptness after
the arrival of such staples at their destination: Provided further, That vo
such bill shall in any event be held by or for the account of a Federal reserve
bank for & period in excess of 90 days. In discounting such bills Federal
reserve banks may compute the interest to be deducted on the basis of the
estimated life of each bill and adjust the discount after payment of such bills
to conform to the actual life thereof.

The aggregate of such notes, drafts, and bills bearing the signature or
indorsement of any one borrower, whether a person, company, firm, or cor-
poration, rediscounted for any one bank shall at no time exceed ten per cen-
tum of the unimpaired capital and surplus of said bank; but this restriction
shall not apply to the discount of bills of exchange drawn in good faith
against actually existing values. )

Any Federal reserve bank may discount acceptances of the kinds herein-
after described, which have a maturity at the time of discount of not more
than 90 days’ sight, exclusive of days of grace, and which are indorsed by at
least one member bank: Provided, That such acceptances if drawn for an
agricultural purpose and secured at the time of acceptance by warehouse
receipts or other such documents conveying or securing title covering readily
marketable staples may be discounted with a maturity at the time of dis-
count of not more than six months’ sight exclusive of days of grace (Sec.
13, page 25).

Upon the indorsement of any of its member banks, which shall be deemed
a waijver of demand, notice, and protest by such bank as to its own indorse-
ment exclusively, any Federal reserve bank may, subject to regulations
and limitations to be prescribed by the Federal Reserve Board, discount
notes, drafts, and bills of exchange issued or drawn for an agricultural pur-
pose, or based upon live stock, and having a maturity, at the time of dis-
count, exclusive of days of grace, not exceeding nine months, and such
notes, drafts, and bills of exchange may be offered as collateral security for
the issuance of Federal reserve notes under the provisions of section 16 of
this Act: Provided, That notes, drafts, and bills of exchange with maturities
in excess of six months shall not be eligible as a basis for the issuance of
Federal reserve notes unless secured by warehouse receipts or other such
negotiable documents conveying or securing title to readily marketable
staple agricultural products or by chattel mortgage upon live stock which is
being fattened for market.
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That any Federal reserve bank may, subject to regulations and limitations
to be prescribed by the Federal Reserve Board, rediscount such notes, drafts,
and bills for any Federal Intermediate Credit Bank, except that no Federal
reserve bank shall rediscount for a Federal Intermnediate Credit Bank any
such note or obligation which bears the indorsement of a nonmember State
bank or trust company which is eligible for membership in the Federal
reserve system, in accordance with section 9 of this Act.

Notes, drafts, bills of exchange or acceptances issued or drawn by coopera-
tive marketing associations composed of producers of agricultural products
shall be deemed to have been issued or drawn for an agricultural purpose,
within the meaning of this section, if the proceeds thercof have been or are
to be advanced by such association to any members thereof for an ngricul-
tura) purpose, or have been or are to be used by such association in making
payments to any members thereof on account of agricultural products
delivered by such members to the association, or if such proceeds have been
or are to be used by such association to meet expenditures incurred or to be
incurred by the association in connection with the grading, processing,
packing, preparation for market, or marketing of any agricultural product
handled by such association for any of its members: Provided, That the
express enumeration in this paragraph of certain classes of paper of coopera-
tive marketing associations as cligible for rediscount shall not be construed
as rendering ineligible any other class of paper of such associntions which is
now eligible for rediscount (Sec. 13(a), page 30).

Establishment of Discount Rates.—Each Federal reserve bank shall have
the power to cstablish, from time to timne, subjcet to review and determina-
tion of the Federal Rescrve Board, rates of discount to be charged by the
Federal reserve bank for each class of paper, which shall be fixed with a view
of accommodating commerce and business (Sec. 14(d), page 32).

Advances to Member Banks.—Any Federal reserve bank may make
advances to its member banks on their promissory notes for a period not
exceeding 15 days at rates to be established by such Federal reserve banks,
subject to the review and determination of the Federal Rcserve Board,
provided such promissory notes are secured by such notes, drafts, bills of
exchange, or bankers’ acceptances as are cligible for rediscount or for pur-
chasc by Federal reserve banks under the provisions of this Act, or by the
deposit or pledge of bonds or notes of the United States (Sec. 13, page 28).

Open-market Operations.—Any Federal reserve bank may, under rules
and regulations prescribed by the Federal Reserve Board, purchase and sell
in the open market, at home or abroad, either from or to domestic or foreign
banks, firms, eorporations, or individuals, cable transfers and bankers’
acceptances and bills of exchange of the kinds and maturities by this Act
made eligible for rediscount, with or without the indorsement of a member
bank.

Every Federal reserve bank shall have power:

(a) To deal in gold coin and bullion at home or abroad, to make lonns
thereon, exchange Federal reserve notes for gold, gold coin, or gold certifi-
eates, and to contract for loans of gold coin or bullion, giving thercfor, when
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necessary, acceptable security, including the hypothecation of United States
bonds or other securities which Federal reserve banks are authorized to hold;

(b) To buy and sell, at home or abroad, bonds and rotes of the United
States, and bills, notes, revenue bonds, and warrants with a maturity from
date of purchase of not exceeding six months, issued in anticipation of the
collection of taxes or in anticipation of the receipt of assured revenues by
any State, county, district, political subdivision, or municipality in the
continental United States, including irrigation, drainage and reclamation
districts, such purchases to be made in accordancewith rules and regulatiors
prescribed by the Federal Reserve Board:

(¢) To purchase from member banks and to sell, with or without its
indorsement, bills of exchange arising out of commereial transactions, as
hereinbefore defined;

(¢) To establish accounts with other Federal reserve banks for exchange
purposes and, with the consent or upon the order and direction of the Federal
Reserve Board and under regulations to be prescribed by said board, to
open and maintain accounts in foreign countries, appoint correspondents,
and establish agencies in such countries wheresoever it may be deemed best
for the purpose of purchasing, selling, and collecting bills of exchange, and
to buy and sell, with or without its indorsement, through such correspond-
ents or agencies, bills of exchange (or acceptances) arising out of actual
commereial transactions which have not more than ninety days to run,
exclusive of days of grace, and which bear the signature of two or more
responsible parties, and, with the consent of the Federal Reserve Board,
to open and maintain banking accounts for such foreign correspondents or
agencies. Whenever any such account has been opened or agency or corre-
spondent has been appointed by a Federal reserve bank, with the consent of
or under the order and direction of the Federal Reserve Board, any other
Federal reserve bank may, with the consent and approval of the Federal
Reserve Board, be permitted to carry on or conduct, through the Federal
reserve bank opening such account or appointing such agency or corre-
spondent, any transaction authorized by this section under rules and
regulations to be prescribed by the board. )

(/) To purchase and sell in the open market, either from or to domestic
banks, firms, corporations, or individuals, acceptances of Federal Inter-
mediate Credit Banks and of National Agricultural Credit Corporations,
whenever the Federal Reserve Board shall declare that the public interest
so requires (Sec. 14, page 32).

Any Federal reserve bank may also buy and sell dcbez'ltures and other
such obligations issucd by a Federal Intermediate Credit Bank or by a
National Agricultural Credit Corporation, but only to the same extent, and
subject to the same limitations, as those upon which it may buy and sell bonds
issued under Title 1 of the Federal Farm Loan Act (See. 13(a), page 31).

1 The provision of the Federal Farm Loan Act referred to is as follows:_ Section 27. Any
Federal reserve bank may buy and sell farm loan bonds issued under this Act to the same

extent and subject to the same limitations placed upon the purchase and sale l')y said banks
of state, county, district, and municipal bonds under subscction (b) of section 14 of the

Federal Reserve Act approved Dec, 23, 1913,
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Note Issues: Federal Reserve Notes.—Federal reserve notes, to be issued
at the diseretion of the Federal Reserve Board for the purpose of making
advances to Federal reserve banks through the Federal reserve agents as
hereinafter set forth and for no other purpose, are hereby suthorized. The
said notes shall be obligations of the United States and shall be receivable
by all national and member banks and Federal reserve banks and for all
taxes, customs, and other public dues. They shall be redeemed in gold on
demand at the Treasury Department of the United States, in the city of
Washington, District of Columbis, or in gold or lawful money at any
Federal reserve bank.

Any Federal reserve bank may make application to the local Federal
reserve agent for such amount of the Federal reserve notes hereinbefore:
provided for as it may require. Such application shall be accompanied with
a tender to the local Federal reserve agent of collateral in amount equal to
the sum of the Federal reserve notes thus applied for and issued pursuant
to such application. The collateral security thus offered shall be notes,
drafts, bills of exchange, or acceptances acquired under the provisions of
section thirtcen of this act, or bills of exchange indorsed by a member bank
of any Federal reserve district and purchased under the provisions of section
fourteen of this act, or bankers’ acceptances purchased under the provisions
of said section fourteen, or gold or gold certificates; but in no event shall
such collateral security, whether gold, gold certificates, or eligible paper, be
less than the amount of Federal reserve notes applied for. The Federal
reserve agent shall each day notify the Federal Reserve Board of all issues
and withdrawals of Federal reserve notes to and by the Federal reserve bank
to which he is accredited. The said Federal Reserve Board may at any
time call upon a Federal reserve bank for additional security to protect the
Federsal reserve notes issued to it.

Every Federal reserve bank shall maintain reserves in gold or lawful
money of not less than thirty-five per centum against its deposits and
reserves in gold of not less than forty per centum against its Federal reserve
notes in actual circulation: Provided, however, That when the Federal reserve
agent holds gold or gold certificates as collateral for Federal reserve notes
issued to the bank such gold or gold eertificates shall be counted as part of
the gold reserve which such bank is required to maintain against its Federal
reserve notes in actual circulation. Notes so paid out shall bear upon their
faces a distinctive letter and serial number which shall be assigned by the
Federal Reserve Board to each Federal reserve bank, Whenever Federal
reserve notes issued through one Federal reserve bank shall be received by
another Federal reserve bank, they shall be promptly returned for credit
or redemption to the Federal reserve bank through which they were origi-
nally issued or, upon direction of such Federal reserve bank, they shall be
forwarded direct to the Treasurer of the United States to be retired. No
Federal reserve bank shall pay out notes issued through another under
penalty of a tax of ten per centum upon the face value of notes so paid out.
Notes presented for redemption at the Treasury of the United States shall
be paid out of the redemption fund and returned to the Federal reserve
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banks through which they were originally issued, and thereupon such Federal
reserve bank shall, upon demand of the Secretary of the Treasury, reimburse
such redemption fund in lawful money or, if such Federal reserve notes
have been redeemed by the Treasurer in gold or gold certificates, then such
funds shall be reimbursed to the extent deemed necessary by the Secretary
of the Treasury in gold or gold certificates, Fegeral reserve notes received
by the Treasurer otherwise than for redemption may be exchanged for gold
out of the redemption fund hereinafter provided and returned to the reserve
bank through which they were originally issued, or they may be returned to
such bank for the credit of the United States. Federal reserve notes unfit
for circulation shall be returned by the Federal reserve agents to the Comp-
troller of the Currency for cancellation and destruetion.

The Federal Reserve Board shall require each’ Federal reserve bank to
maintain on deposit in the Treasury of the United States a sum in gold suffi-
cient in the judgment of the Secretary of the Treasury for the redemption of
the Federal reserve notes issued to such bank, but in no event less than five
per centum of the total amount of notes issued less the amount of gold. or
gold certificates held by the Federal reserve agent as collateral security;
but such deposit of gold shall be counted and included as part of the forty
per centum reserve hereinbefore required. The board shall have the right,
acting through the Federal rescrve agent, to grant in whole or in part, or
to rejcet entirely the application of any Federal reserve bank for Federal
reserve notes; but to the extent that such application may be granted the
Federal Reserve Board shall, through its local Federal reserve agent, supply
Federal reserve notes to the banks so applying, and such bank shall be
charged with the amount of notes issued to it and shall pay such rate of
interest as may be established by the Federal Reserve Board on only that
amount of such notes which equals the total amount of its outstanding Fed-
eral reserve notes less the amount of gold or gold certificates held by the
Federal reserve agent as collateral security. Federal reserve notes issued to
any such bank shall, upon delivery, together with such notes of such Federal
reserve bank as may be issued under section ecighteen of this act upon secu-
rity of United States two per centum Government bonds, become a first and
paramount lien on all the assets of such bank. )

Any Federal reserve bank may at any time reduce its liability for outstan_d-
ing Federal reserve notes by depositing with the Federal reserve agent its
Federal reserve notes, gold, gold certificates, or lawful money of the United
States. Federal reserve notes so deposited shall not be reissued, except
upon compliance with the conditions of an original issue. )

The Federal reserve agent shall hold such gold, gold certificates, or lawful
money available exclusively for exchange for the outstanding Federul reserve
notes when offered by the reserve bank of which he is a director. Upon the,
request of the Secretary of the Treasury the Federal Reserve Board s!lall
require the Federal reserve agent to transmit to the Treasurer of the United
States 50 much of the gold held by him as collateral security for Fede.ml
reserve notes as may be required for the exclusive purpose of tl-xe rede.mptlon
of such Federa]l reserve notes, but such gold when deposited with the
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Treasurer shall be counted and considered as if collateral security on deposit
with the Federal reserve agent.

Any Federal reserve bank may at its diseretion withdraw collateral
deposited with the local Federal reserve agent for the protection of its
Federal reserve notes issued to it and shall at the same time substitute
therefor other collateral of equal amount with the approval of the Federal
reserve agent under regulations to be prescribed by the Federal Reserve
Board. Any Federal reserve bank may retire any of its Federal reserve
notes by depositing them with the Federal reserve agent or with the Treas-
urer of the United States, and such Federal reserve bank shall thereupon be
entitled to receive back the collateral deposited with the Fedcral reserve
agent for the security of such notes. Federal reserve banks shall not be
required to maintain the reserve or the redemption fund heretofore provided
for against Federal reserve notes which have been retired. Federal reserve
notes so deposited shall not be reissucd except upon compliance with the
conditions of an original issue.

All Federal reserve notes and all gold, gold certificates, and lawful money
issued to or deposited with any Federal reserve agent under the provisions
of the Federal reserve act shall hereafter be held for such agent, under
such rules and regulations as the Federal Reserve Board may prescribe, in
the joint custody of himself and the Federal reserve bank to which he is
aceredited. Such agent and such Federal reserve bank shall be jointly
linble for the safe-keeping of such Federal reserve notes, gold, gold certifi-
cates, and lawful money. Nothing herein contained, however, shall be
construed to prohibit a Federal reserve agent from depositing gold or gold
certificates with the Federal Reserve Board, to be held by such board subject
to his order, or with the Treasurer of the United States for the purposes
authorized by law.

In order to furnish suitable notes for circulation as Federal reserve notes,
the Comptroller of the Currency shall, under the direction of the Secretary
of the Treasury, cause plates and dies to be engraved in the best manner
to guard against counterfeits and fraudulent alterations, and shall have
printed therefrom and numbered such quantities of such notes of the denomi-
nations of §5, 810, $20, $50, $100, $500, $1,000, $5,000, $10,000 as may be
required to supply the Federal reserve banks. Such notes shall be in form
and tenor as directed by the Sccretary of the Treasury under the provisions
of this Act and shall bear the distinctive numbers of the several Federal
reserve banks through which they are issued.

When such notes have been prepared, they shall be deposited in the
Treasury, or in the subtreasury or mint of the United States nearest the
place of business of each Federal reserve bank and shall be held for the use
of such bank subject to the order of the Comptroller of the Currency for
their delivery, as provided by this Act.

The plates and dies to be procured by the Comptroller of the Currency
for the printing of such circulating notes shall remain under his control
and direction, and the expenscs necessarily incurred in executing the laws
relating to the procuring of such notes, and all other expenses incidental to
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their issue and retirement, shall be paid by the Federal rescrve banks, and
the Tederal Rescrve Board shall include in its estimate of expenses levied
against the Federal reserve banks a sufficient amount to cover the expenses
herein provided for.

Any appropriation heretofore made out of the general funds of the
Treasury for engraving plates and dies, the purchase of distinctive paper,
or to cover any other expense in connection with the printing of national-
bank notes or notes provided for by the Act of May thirtieth, nincteen
hundred and eight, and any distinctive paper that may be on hand at the
time of the passage of this Act may be used in the discretion of the Secretary
for the purposes of this Act, and should the appropriations heretofore made
be insufficient to meet the requirements of this Act in addition to eirculating
notes provided for by existing law, the Secretary is hereby authorized to use
s0 muel of any funds in the Treasury not otherwise appropriated for the
purpose of furnishing the notes aforesaid: Provided, however, That nothing
in this section contained shall be construed as exempting national banks or
Federal reserve banks from their liability to reimburse the United States
for any expenses incurred in printing and issuing circulating notes (Sec.
16, page 34).

Federal Reserve Bank Notes.—Upon deposit with the Treasurer of the
United States of any bonds of the United States in the manner provided by
existing law relating to national banks, the Federal reserve banks shall have
authority to receive from the Comptroller of the Currency circulating notes
in blank, registered and countersigned as provided by law, equal in amount
to the par value of the bonds so deposited, such notes to be issued under the
same conditions and provisions of law as relate to the issue of circulating
notes of national banks secured by bonds of the United States bearing the
circulating privilege, except that the issue of such notes shall not be limited
to the capital stock of such Federal reserve bank (Sec. 4, page 7).

After two years from the passage of this Act, and at any time during a
period of twenty years thereafter, any member bank desiring to retire the
whole or any part of its circulating notes, may file with the Treasurer of the
United States an application to sell for its account, at par and accrued
interest, United States bonds securing circulation to be retired.

The Treasurer shall, at the end of each quarterly period, furnish the Fed-
eral Reserve Board with a list of such applications, and the Federal Reserve
Board may, in its discretion, require the Federal reserve banks to purchase
such bonds from the banks whose applications have been filed with the
Treasurer at least ten days before the end of any quarterly period at which
the Federal Reserve Board may direct the purchase to be made: Provided,
That Federal reserve banks shall not be permitted to purchase an amount
to exceed $25,000,000 of such bonds in any one year, and which amount shall
include bonds acquired under scction four of this Aect by the Federal
reserve bank.

Provided further, That the Federal Reserve Board shall allot to each
Federal reserve bank such proportion of such bonds as the capital and surplus
of such bank sghall bear to the aggregate capital and surplus of all the
Federal reserve banks.
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Upon notice from the Treasurer of the amount of bonds so sold for its
account, each member bank shall duly assign and transfer, in writing, such
bonds to the Federal reserve bank purchasing the same, and such Federal
reserve bank shall; thercupon, deposit lawful money with the Treasurer
of the United States for the purchase price of such bonds, and the Treasurer
shall pay to the member bank selling such bonds any balance due after
deducting & sufficient sum to redeem its outstanding notes secured by
such bonds, which notes shall be canceled and permanently retired when
redeemed.

The Federal reserve banks purchasing such bonds shall be permitted to
take out an amount of circulating notes equal to the par value of such
bonds.

Upon the deposit with the Treasurer of the United States of bonds so
purchased, or any bonds with the circulating privilege acquired under sec-
tion four of this Act, any Federal reserve bank making such deposit in the
manner provided by existing law, shall be entitled to receive from the
Comptroller of the Currency circulating notes in blank, registered and
countersigned as provided by law, equal in amount to the par value of the
bonds so deposited.! Such notes shall be the obligations of the Federal
reserve bank procuring the same, and shall be in form prescribed by the
secretary of the Treasury, and to the same tenor and effect as national-bank
notes now provided by law, They shall be issued and redeemed under
the same terms and conditions as national-bank notes except that they shall
not be limited to the amount of the capital stock of the Federal reserve bank
issuing them.

Upon application of any Federal reserve bank, approved by the Federal
Reserve board, the Secretary of the Treasury may issue, in exchange for
United States two per centum gold bonds bearing the circulation privilege,
but against which no circulation is outstanding, one-year gold notes of the
United States without the circulation privilege, to an amount not to exceed
one-half of the two per centum bonds so tendercd for exchange, and thirty-
year three per centum gold bonds without the circulation privilege for the
remainder of the two per centum bonds so tendercd: Provided, That at the
time of such exchange the Federal reserve bank obtaining such one-year
gold notes shall enter into an obligation with the Secretary of the Treasury
binding itself to purchase from the United States for gold at the maturity
of such one-year notes, an amount equal to those delivered in exchange for
such bonds, if so requested by the Secretary, and at each maturity of onc-
year notes so purchased by such Federal reserve bank, to purchase from the
United States such an amount of one-year notes as the Secretary may tender
to such bank, not to exceed the amount issued to such bank in the first
instance, in exchange for the two per centum United States gold bonds; said
obligation to purchase at maturity such notes shall continue in force for a
period not to exceed thirty years.

t Under net of Apr. 23, 1918, Federnl reserve banks may jssue Federal reserve bank

notes in any denomination, including $1 and 32, against the security of United States
certifientes of indebtedness to the extent permitted by that act.
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For the purpose of making the exchange herein provided for, the Secietary
of the Treasury is authorized to issue at par Treasury notes in coupon or
registered form as he may prescribe in denominations of one hundred dollars,
or any multiple thercof, bearing interest at the rate of three per centum per
annum, payable quarterly, such Treasury notes to be payable not more than
one year from the date of their issue in gold coin of the present standard
value, and to be exempt as to principal and interest from the payment of all
taxes and duties of the United States except as provided by this Act, as well
as from taxes in any form by or under State, municipal, or local authorities.
And for the same purpose, the Secretary is authorized and empowered to
issue United States gold bonds at par, bearing three per centum interest
payable thirty years from date of issue, such bonds to be of the same general
tenor and effect and to be issued under the same general terms and condi-
tions as the United States three per centum bonds without the circulation
privilege now issued and outstanding,

Upon application of any Federal reserve bank, approved by the Federal
Reserve Board, the Secretary may issue at par such three per centum bonds
in exchange for the one-year gold notes herein provided for (Sec. 18, page 41).

Check Clearing.—Any Federal reserve bank may receive from any of its
member banks, and from the United States, deposits of current funds in
lawful money, national-bank notes, Federal reserve notes, or checks, and
drafts, payable upon presentation, and also, for collection, maturing notes
and bills; or, solely for purposes of exchange or of collection, may receive
from other Federal reserve banks deposits of current funds in lawful money,
national-bank notes, or checks upon other Federal reserve banks, and checks
and drafts, payable upon presentation within its district, and maturing
notes and bills payable within its district; or, solely for the purposes of
exchange or of collection, may receive from any nonmember bank or trust
company deposits of current funds in lawful money, national-bank notes,
Federal reserve notes, checks and drafts payable upon presentation, or
maturing notes and bills: Provided, Such nonmember bank or trust company
maintains with the Federal reserve bank of its district 2 balance sufficient
to offset the items in transit held for its account by the Federal reserve
bank: Provided, further, That nothing in this or any other section of this act
shall be construed as prohibiting & member or nonmember bank from making
reasonable charges, to be determined and regulated by the Federal Reserve
Board, but in no case to exceed 10 cents per $100 or fraction thereof, based
on the total of checks and drafts prescnted at any one time, for collection or
payment of checks and drafts and remission therefor by exchange or other-
wise; but no such charges shall be made against the Federal reserve banks
(Sec. 13, page 25).

Every Federal reserve bank shall receive on deposit at par from member
banks or from Federal reserve banks checks and drafts drawn upon any of
its depositors, and when remitted by a Federal reserve bank, checks and
drafis drawn by any depositor in any other Federal reserve bank or member
bank upon funds to the credit of said depositor in said reserve bank or
member bank. Nothing herein contained shall be construed as prohibiting
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a member bank from charging its actual expense incurred in collecting and
remitting funds, or for exchange sold to its patrons. The Federal Reserve
Board shall, by rule, fix the charges to be collected by the member banks
from its patrons whose checks are cleared through the Federal reserve bank
and the charge which may be imposed for the service of clearing or collection
rendered by the Federal reserve bank.

The Federal Reserve Board shall make and promulgate from time to time
regulations governing the transfer of funds and charges therefor among
Federal reserve banks and their branches, and may at its diseretion exercise
the functions of a clearing house for such Federal reserve banks, or may
designate a Federal reserve bank to exercise such functions, and may also
require each such bank to exercise the functions of a clearing house for its
member banks (Sec. 16, page 39).

Government Deposits.—The moneys held in the general fund of the Treas-
ury, except the five per centum fund for the redemption of outstanding
national-bank notes and the funds provided in this Act for the redemption of
Federal reserve notes may, upon the direction of the Secretary of the
Treasury, be deposited in Federal reserve banks, which banks, when required
by the Sceretary of the Treasury, shall act as fiseal agents of the United
States, and the revenues of the Government or any part thereof may be
deposited in such banks, and disbursements may be made by checks drawn
against such deposits.

No public funds of the Philippine Islands, or of the postal savings, or any
Government funds, shall be deposited in the continental United States in
any bank not belonging to the system established by this Act: Provided,
however, That nothing in this Act shall be construed to deny the right of the
Secretary of the Treasury to use member banks as depositories.

The Federal reserve banks are hereby authorized to act as depositories
for and fiscal agents of any National Agricultural Credit Corporation or
Federal Intermediate Credit Bank (Sec. 15, page 33).

RESERVES OF THE FEDERAL RESERVE BANKS

Every Federal reserve bank shall maintain reserves in gold or lawful
money of not less than thirty-five per centum against its deposits and
reserves in gold of not less than forty per centum against its Federal reserve
notes in actual circulation (Sec. 16, page 35).

The Federal Reserve Board shall have authority to suspend for a period
not exceeding thirty days, and from time to time to renew such suspension
for periods not exceeding fifteen days, any reserve requirements specified
in this Act (Sec. 11, page 20, see also page 191).

RESERVES OF MEMBER BANKS

Demand deposits within the meaning of this Aet shall comprise all
deposits payable within thirty days, and time deposits shall comprise all
deposits payable after thirty days, all savings accounts and eertificates of
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deposit which are subject to not less than thirty days’ notice before pay-
ment, and all postal savings deposits.

Every bank, banking association, or trust company which is or which
becomes & member of any Federal reserve bank shall establish and maintain
reserve balances with its Federal reserve bank as follows:

(a) If not in a reserve or central reserve city, as now or hercafter defined,
it shall hold and maintain with the Federal reserve bank of its district an
actual net balance equal to not less than seven per centum of the aggregate
amount of its demand deposits and three per centum of its time deposits.

(b) If in a reserve city, as now or hereafter defined, it shall hold and
maintain with the Federal reserve bank of its district an actual net balance
cqual to not less than ten per centum of the aggregate amount of its demand
deposits and three per centum of its time deposits: Provided, however,
That if located in the outlying districts of o reserve city or in territory added
to such a city by the extension of its corporate charter, it may, upon the
affirmative vote of five members of the Federal Reserve Board, hold and
maintain the reserve balances specified in paragraph (a) hereof.

(¢} If in a central reserve city, as now or hereafter defined, it shall hold
and maintain with the Federal reserve bank of its district an actual net bal-
ance equal to not less than thirteen per centum of the aggregate amount of
its demand deposits and three per centum of its time deposits: Provided,
however, That if located in the outlying districts of a central reserve city or
in territory added to such eity by the extension of its corporate charter, it
may, upon the affirmative vote of five members of the Federal Reserve
Board, hold and maintain the reserve balances specified in paragraphs (a)
or (b) thereof.

No member bank shall keep on deposit with any State bank or trust
company which is not a member bank a sum in excess of ten per centum of
its own paid-up capital and surplus. No member bank shall act as the
medium or agent of a nonmember bank in applying for or receiving discounts
from a Federal reserve bank under the provisions of this Act, except by
permission of the Federal Reserve Board.

The required balance carried by a member bank with a Federal reserve
bank may, under the regulations and subject to such penalties as may be
prescribed by the Federal Reserve Board, be checked against and with-
drawn by such member bank for the purpose of meeting existing liabilities:
Provided, however, That no bank shall at any time make new loans or shall
pay any dividends unless and until the total balance required by law isfully
restored.

In estimating the balances required by this Act, the net difference of
amounts due to and from other banks shall be taken as the basis for ascer-
taining the deposits against which required balances with Federal reserve
banks shall be determined.

National banks, or banks organized under local laws, located in Alaska
or in a dependency or insular possession or any part of the United States
outside the continental United States may remain nonmember banks, and
shall in that event maintain reserves and comply with all the conditions
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now provided by law regulating them; or said banks may, with the congent
of the Reserve Board, become member banks of any one of the reserve
districts, and shall in that event take stock, maintain reserves, and be subject
to all the other provisions of this Act (See. 19, page 43).

BANK EXAMINATIONS

Section fifty-two hundered and forty, United States Revised Statutes, is
amended to read as follows:

The Comptroller of the Curreney, with the approval of the Secretary of
the Treasury, shall appoint examiners who shall examine every member
bank at least twice in each calendar year and oftener if considered necessary:
Provided, however, That the Federal Reserve Board may authorize examina-
tion by the State authorities to be accepted in the case of State banks and
trust companies and may at any time direct the holding of a special examina-
tion of State banks or trust companies that are stockholders in any Federal
reserve bank. The examiner making the examination of any national bank,
or of any other member bank, shall have power to make a thorough examina-
tion of all the affairs of the bank, and in doing so he shall have power to
administer oaths and to examine any of the officers and agents thereof
under oath and shall make 2 full and detailed report of the condition of said
bank to the Comptroller of the Currency.

The Federal Reserve Board, upon the recommendation of the Comptroller
of the Currency, shall fix the salaries of all bank examiners and make report
thereof to Congress. The expense of the examinations hercin provided
for shall be assessed by the Comptroller of the Currency upon the banks
examined in proportion to assets or resources held by the banks upon the
dates of examination of the various banka.

In addition to the examinations made and condueted by the Comptroller
of the Currency, every Federal rescrve bank may, with the approval of the
Federal reserve agent or the Federal Reserve Board, provide for special
examination of member banks within its district. The expense of such
examinations shall be borne by the bank examined. Such examinations
shall be so conducted as to inform the Federal reserve bank of the condition
of its member banks and of the lines of eredit which are being extended by
them. Every Federal reserve bank shall at all times furnish to the Federal
Reserve Board such information as may be demanded concerning the condi-
tion of any member bank within the district of the said Federal reserve bank.

No bank shall be subject to any visitatorial powers other than such as are
authorized by law, or vested in the courts of justice or such as ghall be or
shall have been exercised or directed by Congress, or by either House thercof
or by any committee of Congress or of either House duly authorized.

The Federal Reserve Board shall, at least onee each year, order an exami-
nation of each Federal reserve bank, and upon joint application of ten mem-
ber banks the Federal Reserve Board shall order a special examination and
report of the condition of any Federal reserve bank (Sec. 21, page 45).
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DIVISION OF EARNINGS

After all necessary expenscs of a Federal reserve bank have been paid or
provided for, the stockholders shall be entitled to receive an annual dividend
of six per centum on the paid-in eapital stock, which dividend shall be
cumulative. After the aforesaid dividend claims have been fully met, the
net carnings shall be paid to the United States as a franchise tax except
that the whole of such nct earnings shall be paid into a surplus fund until it
shall amount to one hundred per centum of the subscribed capital stock of
such bank, and that thercafter ten per centum of such net earnings shall be
paid into the surplus.

The net earnings derived by the United States from Federal reserve banks
shall, in the diseretion of the Secretary, be used to supplement the gold rescrve
held against outstanding United States notes, or shall be applied to the
reduction of the outstanding bonded indebtedness of the United States under
regulations to be prescribed by the Secretary of the Treasury. Should a
Federal reserve bank be dissolved or go into liquidation, any surplus remain-
ing, after the payment of all debts, dividend requirements as hereinbefore
provided, and the par value of the stock, shall be paid to and become the
property of the United States and shall be similarly applied.

Federal reserve banks, including the capital stock and surplus therein,
and the income derived therefrom shall be exempt from Federal, State, and
local taxation, except taxes upon real estate (Sec. 7, page 12).

FEDERAL RESERVE BOARD

A Federal Rescrve Board is hereby created which shall consist of eight
members, including the Secrctary of the Treasury and the Comptroller of
the Currency, who shall be members ex officio, and six members appointed
by the President of the United States, by and with the advice and consent
of the Senate. In selecting the six appointive members of the Federal
Reserve Board, not more than one of whom shall be selected from any one
Federal reserve district, the President shall have due regard to a fair repre-
sentation of the finaneial, agricultural, industrial and commerecial interests,
and geographical divisions of the country. The six members of the Federal
Reserve Board appointed by the President and confirmed as aforesaid
shall devote their entire time to the business of the Federal Reserve Board
and shall each receive an annual salary of $12,000, payable monthly, together
with actual necessary traveling expenses, and the Comptroller of the Cur-
rency, as ex officio member of the Federal Reserve Board, shall, in addition
to the salary now paid him as Comptrolier of the Currency, receive the sum
of $7,000 annually for his services as a member of said board.

The Secretary of the Treasury and the Comptroller of the Currency shall
be ineligible during the time they are in office, and for two years thereafter
to lold any office, position, or employment in any mecmber bank. The
appointive members of the Federal Reserve Board shall be ineliglble during
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the time they are in office and for two years thercafter to hold any office,
position, or employment in any member bank, cxcept that this restriction
shall not apply to a member who has served the full term for which he was
appointed. Of the six members thus appointed by the President one shall
be designated by the President to serve for two, one for four, one for six,
one for eight and the balance of the members for ten years, and thereafter
each member so appointed shall serve for a term of ten years, unless sooner
removed for cause by the President. Of the six persons thus appointed,
one shall be designated by the President as governor and one as vice governor
of the Federal Reserve Board. The governor of the Federal Reserve Board,
subject to its supervision, shall be the active exccutive officer. The Seere-
tary of the Treasury may assign offices in the Department of the Treasury
for the use of the Federal Rescrve Board. Each member of the Federal
Reserve Board shall within fifteen days after notice of appointment make
and subscribe to the oath of office.

The Federal Reserve Board shall have power to levy semiannually upon
the Federal reserve banks, in proportion to their capital stock and surplus
an assessment sufficient to pay its estimated expenses and the salaries
of its members and employees for the half vear succeeding the levying of
such assessment, together with any deficit carried forward from the preceding
half year.

The Secretary of the Treasury shall be ex officio chairman of the Federal
Reserve Board. No member of the Federal Reserve Board shall be an officer
or director of any bank, banking institution, trust company, or Federal
reserve bank nor hold stock in any bank, banking institution, or trust
company; and before entering upon his duties as a member of the Federal
Reserve Board he shall certify under oath to the Secretary of the Treasury
that he has complied with this requirement. Whenever a vacancy shall
occur, other than by expiration of term, among the six members of the
Federal Reserve Board appointed by the President, as above provided, a
successor shall be appointed by the President, with the advice and consent
of the Senate, to fill such vacancy, and when appointed he shall hold office
for the unexpired term of the member whose place he is selected to fill.

The President shall have power to fill all vacancies that may happen
on the Federal Reserve Board during the recess of the Senate by granting
commissions which shall expire with the next session of the Senate.

Nothing in this Act contained shall be construed as taking away any
powers heretofore vested by law in the Secretary of the Treasury which
relate to the supervision, management, and control of the Treasury Depart-
ment and bureaus under such department, and wherever any power vested
by this Act in the Federal Reserve Board or the Federal reserve agent
appears to eonflict with the powers of the Secretary of the Treasury, such
powers shall be exercised subject to the supervision and control of the
Secretary.

The Federal Reserve Board shall annually make a full report of its opera-
tions to the Speaker of the House of Representatives, who shall cause the
same to be printed for the information of the Congress (Sec. 10, page 17).
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POWERS OF THE FEDERAL RESERVE BOARD

The Federal Reserve Board shall be authorized and empowered :

(a) To examine at its discretion the accounts, books and affairs of each
Federal reserve bank and of each member bank and to require such state-
ments and reports as it may deem necessary. The said board shall publish
once each week a statement showing the condition of each Federal reserve
bank and a consolidated statement for all Federal reserve banks. Such
statements shall show in detail the assets and linbilities of the Federal reserve
banks, single and combined, and shall furnish full information regarding
the character of the money held as reserve and the amount, nature and
maturities of the paper and other investments owned or held by Federal
rescrve banks,

(b) To permit, or, on the affirmative vote of at least five members of the
Reserve Board to require Federal reserve banks to rediscount the discounted
paper of other Federal reserve banks at rates of interest to be fixed by the
Federal Reserve Board.

(¢) To suspend for n period not exceeding thirty days, and from time to
time to renew such suspension for periods not exceeding fifteen days, any
reserve requirements specified in this Act: Provided, That it shall establish a
graduated tax upon the amounts by which the reserve requirements of this
Act may be permitted to fall below the level hereinafter specified: And
provided further, That when the gold reserve held against Federal reserve
notes falls below forty per centum, the Federal Reserve Board shall establish
a graduated tax of not more than one per centum per annum upon such
deficiency until the reserves fall to thirty-two and one-half per eentum, and
when said reserve falls below thirty-two and one-half per centum, a tax at
the rate increasingly of not less than one and one-half per centum per annum
upon each two and one-half per centum or fraction thereof that such reserve
falls below thirty-two and one-half per centum. The tax shall be paid by
the reserve bank, but the reserve bank shall add an amount equal to said
tax to the rates of interest and discount fixed by the Federal Reserve Board.

(d) To supervisé and regulate through the bureau under the charge of
the Comptroller of the Currency the issue and retirement of Federal reserve
notes, and to prescribe rules and regulations under which such notes may be
delivered by the Comptroller to the Federal reserve agents applying therefor.

(e) To add to the number of cities classified as reserve and central reserve
cities under existing law in which national banking associations are subject
to the reserve requirements set forth in section twenty of this Act; or to
reclassify existing reserve and central reserve cities or to terminate their
designation as such.

(f) To suspend or remove any officer or director of any Federal reserve
bank, the cause of such removal to be forthwith communicated in writing by
the Federal Reserve Board to the removed officer or director and to said
bank.

(g) To require the writing off of doubtful or worthless assets upon the
books and balance sheets of Federal reserve banks.
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(k) To suspend, for the violation of any of the provisions of this Act,
the operations of any Federal reserve bank, to take possession thereof,
administer the same during the period of suspension, and, when deemed
advisable, to liquidate or reorganize such bank.

(i) To require bonds of Federal reserve agents, to make regulntions
for the safeguarding of all collateral, bonds, Federal reserve notes,
money or property of any kind deposited in the hands of such agents, and
said board shall perform the duties, functions, or services specified in this
Act, and make all rules and regulations necessary to enable said board
effectively to perform the same.

(7) To exercise general supervision over said Federal reserve banks.

(k) 'To grant by special permit to national banks applying therefor, when
not in contravention of State or local law, the right to nct as trustee, execu-
tor, administrator, registrar of stocks and bonds, gunrdian of estates,
assignee, receiver, committee of estates of lunatics, or in any other fiduciary
capacity in which State banks, trust companies, or other corporations which
come into competition with national banks are permitted to act under the
laws of the State in which the national bank is located.

(1) To employ such attorneys, experts, assistants, clerks, or other em-
ployees aa may be deemed necessary to conduct the business of the board.
All salaries and fees shall be fixed in advance by said board and shall be
paid in the same manner as the salaries of the members of said board. All
such attomneys, experts, assistants, clerks, and other employces shall be
appointed without regard to the provisions of the Act of January sixteenth,
eightecn hundred and eighty-three (volume twenty-two, United States
Statutes at Large, page four hundred and three), and amendments thereto,
or any rule or regulation made in pursuance thercof: Provided, That nothing
herein shall prevent the President from placing said employees in the classi-
fied service.

(m) Upon the affirmative vote of not less than five of its members, the
Federal Reserve Board shall have power to permit Federal reserve banks to
discount for any member banks notes, drafts, or bills of exchange bearing
the signature or endorsement of any one borrower in excess of the amount
permitted by section 9 and section 13 of this Act, but in no case to exceed 20
per centum of the member bank’s capital and surplus: Provided, however,
That all such notes, drafts, or bills of exchange discounted for any member
bank in excess of the amount permitted under such sections shall be secured
by not less than a like face amount of bonds or notes of the United States
issued since April 24, 1917, for which the borrower shall in good faith prior
to January 1, 1921, have paid or agreed to pay not less than the full face
amount thereof, or certificates of indebtedness of the United States: Pro-
vided further, That the provisions of this subsection (m) shall not be operative
after October 31, 1921 (Sec. 11, page, 20).

The discount and rediscount and the purchase and sale by any Federal
reserve bank of any bills receivable and of domestic and foreign bills of
exchange, and of acceptances authorized by this Act, shall be subject to such
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restrietions, limitations, and regulations as may be imposed by the Federal
Reserve Board (See. 13, page 29).

The Federal Reserve Board may, by regulation, limit to a pereentago
of the assets of the Federal reserve bank the amount of notes, drafts, accept-
ances, or bills having 2 maturity in excess of three months, but not exceeding
six months, exclusive of days of grace, which may be discounted by such
banks, and the amount of notes, drafts, bills, or acceptances having a maturity
in excess of six months, but not exceeding nine months, which may be redis-
counted by such bank (Sec. 13(a), page 31).

The Federal Rescrve Board may permit or require any Federal reserve
bank to establish branch banks within the Federal reserve district in which
it is located or within the district of any Federal reserve bank which may
have been suspended. Such branches, subject to such rules and regulations
as the Federal Reserve Board may prescribe, shall be operated under the
supervision of a board of dircctors to consist of not more than seven nor less
than three directors, of whom a majority of one shall be appointed by the
Federal reserve bank of the district, and the remaining directors by the
Federal Reserve Board. Directors of branch banks shall hold office during
the pleasure of the Federal Reserve Board (Sec. 3, page 5).

The discount rates established from time to time by the Federal reserve
banks for each class of paper shall be subject to review and determination
of the Federal Reserve Board (Sec. 14, page 32).

Thé Board shall have the right, acting through the Federal reserve agent,
to grant in whole or in part, or to reject centirely the application of any
Federal reserve bank for Federal reserve notes (Sec. 16, page 36).

GOLD DEPOSITS WITH UNITED STATES TREASURY

The Secretary of the Treasury is hereby authorized and directed to
receive deposits of gold coin or of gold certificates with the Treasurer or any
assistant treasurer of the United States when tendered by any Federal
reserve bank or Federal reserve agent for credit to its or his account with
the Federal Reserve Board. The Secretary shall preseribe by regulation the
form of receipt to be issued by the Treasurer or Assistant Treasurer to the
Federal reserve bank or Federal reserve agent making the deposit, and a
duplieate of such receipt shall be delivered to the Federal Reserve Board by
the Treasurer at Washington upon proper advices from any assistant treas-
urer that such deposit has been made. Deposits so made shall be held sub-
ject to the orders of the Federal Reserve Board and shall be payable in gold
coin or gold certificates on the order of the Federal Reserve Board to any
Federal reserve bank or Federal reserve agent at the Treasury or at the
Subtreasury of the United States nearest the place of business of such Fed-
cral reserve bank or such Federal reserve agent: Provided, however, That any
expense incurred in shipping gold to or from the Treasury or subtreasuries
in order to make such payments, or as a result of making such payments,
shall be paid by the Federal Reserve Board and assessed against the Federal
reserve banks. The order used by the Federal Reserve Board in making
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such payments shall be signed by the governor or vice governor, or such other
officers or memboers as the board may by regulation preseribe.  The form of
such order shall be approved by the Secretary of the Treasury.

The expenses necessarily incurred in carrying out these provisions, includ-
ing the cost of the certificates or receipts issued for deposits received, and
all expenses incident to the handling of such deposits shall be paid by the
Tederal Reserve Board and included in its assessments against the several
Federal reserve banks.

Gold deposits standing to the eredit of any Federal rescrve bank with the
Federal Reserve Board shall, at the option of said bank, be counted as part
of the lawful reserve which it is required to maintain against outstanding
Federal reserve notes, or as a part of the reserve it is required to maintain
against deposits (Sec. 16, page 39).

FEDERAL ADVISORY COUNCIL

There is hereby created a Federal Advisory Council, which shall consist of
ns many members as there are Federal reserve districts. Each Federal
reserve bank by its board of directors shall annually sclect from its own
Federal reserve district one member of said council, who shall reccive such
compensation and allowances as may be fixed by his board of dircctors
subject to the approval of the Federal Reserve Board. The meetings of
said advisory council shall be held at Washington, District of Columbia, at
lcast four times each year, and oftener if called by the Federal Rescrve
Board. The council may in addition to the meetings above provided for
hold such other meetings in Washington, District of Columbia, or elsewhere,
as it may deem necessary, may sclect its own officers and adopt its own
methods of procedure, and & majority of its members shall constitute o
quorum for the transaction of business. Vacancics in the council shall
be filled by the respective reserve banks, and members selected to fill vacan-
cies shall serve for the unexpired term.

The Federal Advisory Council shall have power, by itself or through its
officers, (1) to confer directly with the Federal Reserve Board on general
business condi_tions; (2) to make oral or written representations concerning
matters within the jurisdiction of said board; (3) to call for information and
to make recommendations in regard to discount rates, rediscount business,
note issues, reserve conditions in the various districts, the purchase and sale
of gold or securitics by reserve banks, open-market operations by said banks,
and the general affairs of the reserve banking system (Sec. 12, page 24).

POWER OF MEMBER BANKS TO ACCEPT

Any member bank may accept drafts or bills of exchange drawn upon it
having not more than six months’ sight to run, exclusive of days of grace,
which grow out of transactions invelving the importation or exportation of
goods; or which grow out of transactions involving the domestic shipment
of goods provided shipping documents conveying or securing title are
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attached at the time of acceptance; or which are secured at the time of
acceptance by a warehouse receipt or other such documeat conveying or
securing title covering readily marketable staples. No member bank shall
accept, whether in a foreign or domestic transaction, for any one person,
company, firm, or corporation to an amount equal at any time in the
aggregate to more than ten per centum of its paid-up and unimpaired capital
stock and surplus, unless the bank is secured either by attached documents
or by some other actual security growing out of the same transaction as
the acceptance; and no bank shall accept such bills to an amount equal
at any time in the agpregate to more than one-half of its paid-up and unim-
paired capital stock and surplus: Provided, however, That the Federal
Reserve Board, under such general regulations as it may preseribe, which
shall apply to all banks alike regardless of the amount of capital stock and
surplus, may authorize any member bank to accept such bills to an amount
not exceeding at any time in the aggregate one hundred per centum of
its paid-up and unimpaired capital stock and surplus: Provided further,
That the aggregate of acceptances growing out of domestic transactions shall
in no event exceed fifty per centum of such capital stock and surplus (Sec.
13, page 27).

Any member bank may accept drafts or bills of exchange drawn upon it
having not more than three months’ sight to run, exclusive of days of grace,
drawn under regulations to be prescribed by the Federal Reserve Board by
banks or bankers in foreign countries or dependencies or insular possessions
of the United States for the purpose of furnishing dollar exchange as required
by the usages of trade in the respective countries, dependencies, or insular
possessions. Such drafts or bills may be acquired by Federal reserve banks
in such amounts and subject to such regulations, restrictions, and limitations
as may be preseribed by the Federal Reserve Board: Provided, however, That
no member bank shall accept such drafts or bills of exchange referred to
in this paragraph for any onc bank to an amount exceeding in the aggregate
ten per centum of the paid-up and unimpaired capital and surplus of the
accepting bank unless the draft or bill of exchange is accompanied by
documents conveying or securing title or by some other adequate security:
Provided further, That no member bank shall accept such drafts or bills in
an amount exceeding at any time the aggregate of one-half of its paid-up
and unimpaired capital and surplus (Sec. 13, page 29).

RIGHT OF NATIONAL BANKS TO GRANT LOANS ON FARM LAND
TO ESTABLISH BRANCHES ABROAD, AND TO INVEST
IN FOREIGN BANKING CORPORATIONS

Any national banking association not situated in a central reserve city
may make loans secured by improved and unencumbered farm land situated
within its Federal reserve district or within a radius of one hundred miles of
the place in which such bank is located, irrespective of district lines, and may
also make loans secured by improved and unencumbered real estate located
within one hundred miles of the place in which such bank is located, irre-
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spective of district lines; but no loan made upon the security of such farm
land shall be made for a longer time than five years, and no loan made
upon the sceurity of such real estate as distinguished from farm land shall
be made for a longer time than one year nor shall the amount of any such
loan, whether upon such farm land or upon such real estate, exceed fifty
per centum of the actual value of the property offered as security.  Any such
bank may make such loans, whether secured by such farm land or such real
estate, in an aggregate sum equal to twenty-five per centum of its capital
and surplus or to one-third of its time deposits and such banks may continue
hereafter as heretofore to receive time deposits and to pay interest on the
same.

The Federal Reserve Board shall have power from time to time to add to
the list of cities in which national banks shall not be permitted to make
loans secured upon real estate in the manner described in this section
(Sec. 24, page 49).

TOREIGN BRANCHES OF NATIONAL BANKS

Any national banking association possessing a eapital and surplus of
$1,000,000 or more may file application with the Federal Reserve Board
for permission to exercise, upon such conditions and under such regunlations
as may be prescribed by the said board, cither or both of the following
powers:

First. To establish branches in foreign countries or dependencies or
insular possessions of the United States for the furtherance of the forcign
commerce of the United States, and to act if required to do so as fiscal agents
of the United States.

Second. To invest an amount not exceeding in the aggregate ten per
centum of its paid-in capital stock and surplus in the stock of one or more
banks or corporations chartered or incorporated under the laws of the United
States or of any State thereof, and principally engaged in international or
foreign banking, or banking in a dependency or insular possession of the
United States either directly or through the agency, ownership, or control
of local institutions in foreign countrics, or in such dependencies or insular
possessions (Sec. 25, page 50).

BANKING CORPORATIONS TO DO FOREIGN BANKING
BUSINESS

Corporations to be organized for the purpose of engaging in international
or foreign banking or other international or forcign financial operations, or
in banking or other financial operations in a dependency or insular possession
of the United States, cither directly or through the agency, ownership, or
control of local institutions in foreign countries, or in such dependencies
or insular possessions as provided by this section, and to aet wlen required
by the Secretary of the Treasury as fiscal agents of the United States, may
be formed by any number of natural persons, not less in any case than
five (Sec. 25(a), page 52 et seq., known as the Edge Act).
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SECRETARY OF TIHE TREASURY TO MAINTAIN PARITY OF
ALL FORMS OF MONEY ISSUED OR COINED BY THE
UNITED STATES

All provisions of law inconsistent with or superseded by any of the
provisions of this Act are to that extent and to that extent only hereby re-
pealed: Provided, Nothing in this Act contained shall be construed to repeal
the parity provision or provisions contained in an Act approved March
fourteenth, nineteen hundred, entitled “ An Act to define and fix the standard
of value, to maintain the parity of all forms of money issued or coined by
the United States, to refund the public debt, and for other purposes,”
and the Secretary of the Treasury may, for the purpose of maintaining such
parity and to strengthen the gold reserve, borrow gold on the security of
United States bonds authorized by section two of the Act last referred to or
for one-year gold notes bearing intcrest at a rate of not to exceed three per
centum per annum, or sell the same if necessary to obtain gold. When the
funds of the Treasury on hand justify, he may purchase and retire such
outstanding bonds and notes (Sec. 26, page 62).

INTERLOCKING BANK DIRECTORATES

Clayton Antitrust Act, approved October 15, 1914, as amended
by the Kern amendment, approved May 15, 1916, as amended
by the Act approved May 26, 1920.

Skc. 8. That from and after {wo ycars from the date of the approval of
this Act no person shall at the same time be a director or other officer or
employee of more than one bank, banking association, or trust company
organized or operating under the laws of the United States, either of which
has deposits, capital, surplus, and undivided profits aggregating more than
$5,000,000; and no private banker or person who is a director in any bank
or trust company organized and operating under the laws of a State, having
deposits, capital, surplus, and undivided profits aggregating more than
$5,000,000, shall be eligible to be a director in any bank or banking associa-
tion organized or operating under the laws of the United States. The
eligibility of a director, officer, or employee under the foregoing provisions
shall be determined by the average amount of deposits, capital, surplus,
and undivided profits as shown in the official statements of such bank,
‘banking association, or trust company filed as provided by law during the
fiseal year next preceding the date set for the annual election of directors,
and when a director, officer, or employee has been clected or selected in
accordance with the provisions of this Act it shall be lawful for him to eon-
tinue as such for one year thereafter under said election or employment.

1 Amended by Sec. 25 of Federal Reserve Act, as amended Sept. 7, 1916; and amended
by Act approved Dec. 24, 1019, amending the Federal Reserve Act, as to corporations
engaged in foreign banking and financial operations.
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No bank, banking association, or trust company organized or operating
under the laws of the United States, in any city or incorporated town or
village of more than two hundred thousand inhabitants, as shown by the
last preceding decennial census of the United States, shall have as a director
or other officer or employee any private banker or any dircctor or other officer
or employee of any other bank, banking association, or trust company
located in the same place: Provided, That nothing in this scction shall apply
to mutual savings banks not having a capital stock represented by shares:
Provided further, That a dircctor or other officer or employee of such bank,
banking association, or trust company may be a director or other officer
or employee of not more than one other bank or trust company organized
under the laws of the United States or any State where the entire capital
stock is owned by stockholders in the other: And provided further, That
nothing contained in this section shall forbid a director of class A of a Federal
veserve bank, as defined in the Federal Reserve Act, from being an officer
or director, or both an officer and director, in one member bank: And
provided further, That nothing in this Act shall prohibit any privatebankeror
any officer, director, or employee of any member bank or class A dircetor of
a Federal reserve bank, who shall first procure the consent of the Federal
Reserve Board, which board is hereby authorized, at its discretion, to grant,
withhold, or revoke such consent, from being an officer, dircctor, or cmployee
of not more than two other banks, banking associntions, or trust companics,
whether organized under the laws of the United States or any State, if such
other bank, banking association, or trust company is not in substantial
competition with such banker or member bank.

The consent of the Federal Reserve Board may be procured before the
person applying therefor has been elected as a class A director of a Federal
reserve bank or as a director of any member bank.

When any person elected or chosen as a director or officer or selected as an
cmployee of any bank or other corporation subject to the provisions of this
Act is eligible at the time of his election or selection to act for such bank or
other corporation in such capacity his eligibility to act in such capacity
ghall not be affected and shall not become or be deemed amenable to any
of the provisions hereof by reason of any change in the affairs of such bank
or other corporation from whatsoever cause, whether specifically excepted
by any of the provisions hereof or not, until the expiration of one year
from the date of his election or employment.

ABOLITION OF SUBTREASURIES
APPROPRIATION ACT, ArPROVED May 29, 1020

Section 3595 of the Revised Statutes of the United States, as amended,
providing for the appointment of an Assistant Treasurer of the United States
at Boston, New York, Philadelphia, Baltimore, New Orleans, Saint Louis,
San Francisco, Cincinnati, and Chieago, and all laws or parts of laws 80
far as they authorize the establishment or maintenance of offices of such
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Assistant Treasurers or of Subtreasuries of the United States are hereby
repealed from and after July 1, 1921; and the Secrctary of the Treasury is
authorized and dirccted to discontinue from and after such date or at such
earlier date or dates as he may deem advisable, such subtreasuries and the
exercise of all duties and functions by such assistant treasurers or their
offices. The office of each assistant treasurer speccified above and the
services of any officers or other employees assigned to duty at his office
shall terminate upon the discontinuance of the functions of that office by
the Secretary of the Treasury.

The Secretary of the Treasury is hereby authorized, in his discretion, to
transfer any or all of the duties and functions performed or authorized to
to be performed by the assistant freasurers above enumerated, or their
offices, to the Treasurer of the United States or the mints or assay offices of
the United States, under such rules and regulations as he may prescribe, or
to utilize any of the Federal reserve banks acting as depositaries or fiscal
agents of the United States, for the purpose of performing any or allof such
duties and functions, notwithstanding the limitations of section 15 of the
Federal Reserve Act, as amended, or any other provisions of law: Provided,
That if any moneys or bullion, constituting part of the trust funds or other
special funds heretofore required by law to be kept in Treasury offices, shall
be deposited witli any Federal reserve bank, then such moneys or bullion
shall by sueh bank be kept separate and distinct from the assets, funds, and
securities of the Federal reserve bank and to be held in the joint custody of
the Federal reserve agent and the Federal reserve bank: Provided further,
That nothing in this section shall be construed to deny the right of the
Secretary of the Treasury to use member banks as depositaries as heretofore
authorized by law.

The Sceretary of the Treasury is hereby authorized to assign any or all
the rooms, vaults, equipment, and safes or space in the buildings used by the
subtreasuries to any Federal reserve bank acting as fiseal agent of the

United States.
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APPENDIX B
REGULATIONS OF THE FEDERAL RESERVE BOARD

REGULATION A, SERIES OF 1924
(Superseding Regulation A of 1923)

DISCOUNTS UNDER SECTIONS 13 AND 13a

ARTICLE A
Notes, DRaFTS, AND BiLLs or-Excrance

SECTION I. GENERAL STATUTORY PROVISIONS

Any Federal reserve bank may discount for any of its member banks any
note, draft, or bill of exchange: Provided—

(a) It has a definite maturity at the time of discount of not more than
90 days, exclusive of days of grace; except that (1) if drawn or issued for af
agricultural purpose or based on livestock, it may have a maturity at the
time of discount of not more than nine months, exclusive of days of grace,
and (2) certain bills of exchange payable at sight or on demand are cligible
though they have no definite maturity (see Section V11, below);

(b) It has been issued or drawn for an agricultural, industrial, or commer-
cial purpose, or the proceeds have been used or are to be used for such a
purpose, or it is a note, draft, or bill of exchange of a factor issued as such
making advances exelusively to producers of staple agricultural products in
their raw state;

() It was not issued for earrying or trading in stocks, bonds, or other
investment sccurities, except bonds and motes of the Government of the
United States or unless it is seeured by bonds or notes of the War Finnnce
Corporation;

(d) The aggregnte of notes, drafts, and bills bearing the signature or
indorscment of any one borrower, whether a person, company, firm, or coI-
poration, discounted for any one member bank, whether State or N ational,
shall at no time exceed 10 per cent of the unimpaired capital and surplus
of such bank; but this restriction shall not apply to the discount of bills
of exchange drawn in good faith against actually existing values;

(¢) It is indorsed by a member bank; and

(f) It conforms to all applicable provisions of this regulation.

No Federal reserve bank may discount for any member State bank or
trust company any of the notes, drafts, or bills of exchange of any one
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borrower who is liable for borrowed money to such State bank or trust com-
pany in an amount greater than that which could be borrowed lawfully from
such State bank or trust company under the terms of section 5200 of the
United States Revised Statutes, as amended, were it a national banking
association.

Any Federal reserve bank may make advances to its member banks on
their promissory notes for a period not exceeding 15 days, provided that
they are secured by notes, drafts, bills of exchange, or bankers’ acceptances
which are eligible for discount or for purchase by Federal reserve banks, or
by the deposit or pledge of bonds or notes of the United States, or bonds or
notes of the War Finance Corporation,

SECTION II. GENERAL CHARACTER OF NOTES, DRAFTS, AND BILLS OF EXCHANGE
ELIGIBLE

The Federal Reserve Board, exercising its statutory right to define the
character of a note, draft, or bill of exchange eligible for discount at a
Federal reserve bank has determined that—

(2) It must be a negotiable note, draft, or bill of exchange which has been
issued or drawn, or the proceeds of which have been used or are to be used
in the first instance, in producing, purchasing, carrying, or marketing goods!
in one or more of the steps of the process of production, manufacture, or
distribution, or for the purpose of carrying or trading in bonds or notes of
the United States or of the War Finance Corporation, and the name of a
party to such transaction must appear upon it as maker, drawer, acceptor,
or indorser: Provided, however, That if the purpose is the carrying or trading
in bonds or notes of the War Finance Corporation, such note, draft, or bill
of exchange must be secured by same.

(b) It must not be a note, draft, or bill of exchange the proceeds of which
have been or are to be advanced or loaned to some other borrower, except
as to paper described below under Sections VI(b) and VIIL

(c) It must not be a note, draft, or bill of exchange the proceeds of whicl;
have been used or are to be used for permanent or fixed investments of any
kind, such as Iand, buildings, or machinery, or for any other eapital purpose,

(d) It must not be a note, draft, or bill of exchange the proceeds of whieh
have been used or are to be used for investments of a purely speculative
charaeter.

(e) It may be secured by the pledge of goods or collatgml of any nature,
including paper which is ineligible for discount, provided it (the note, draft,

or bill of exchange) is otherwise eligible.
SECTION III. APPLICATIONS FOR DISCOUNT

Every application for the discount of notes, drafts, or bills of e:fchange
must contain a certificate of the member bank, in form to be prescx_‘nbed by
the Federal reserve bank, that, to the best of its knowledge and belief, such

1 When used in this regulation the word “goods ' shall be construed to include goods, wares,
merchandise, or agricultural products, including livestock,
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notes, drafts, or bills of exchange have been issued or drawn, or the proceeds
thereof have been or are to be used, for such a purpose as to render them eli-
gible for discount under the terms of this regulation, and, in the case ofa
member State bank 6r trust company, every application must contain a
certificate or guaranty to the cffect that the borrower is not liable, and will
not be permitted to become liable during the time his paper is held by the
Federal reserve bank, to such bank or trust company for borrowed money
in an amount greater than that which could be borrowed lawfully from such
State bank or trust company under the terms of section 5200 of the United
States Revised Statutes, as amended, were it a national banking association.

SECTION IV. PROMISSORY NOTES

(a) Definition.—A promissory note, within the meaning of this regula-
tion, is defined as an unconditional promise, in writing, signed by the maker,
to pay, in the United States, at a fixed or determinable future time, a sum
certain in dollars to order or to bearer.

(b) Evidence of Eligibility and Requirement of Statement.—A Federal
reserve bank must be satisfied by reference to the note or otherwise that it is
eligible for discount. The member bank shall certify in its application
whether the note offered for discount has been discounted for a depositor
other than a bank or for a nondepositor and, if discounted for a bank,
whether for a member or a nonmember bank. The member bank must
also certify whether a financial statement of the borrower is on file with it.

A recent financial statement of the borrower must be on filc with the
member bank in all cases, unless the note was discounted by a membcer
bank for a depositor (other than a bank) or for another member bank, and—

(1) It is secured by a warehouse, terminal, or other similar receipt covering
goods in storage, by a valid prior lien on livestoek which is being marketed
or fattened for market, or by bonds or notes of the United States; or

(2) The aggregate of obligations of the borrower discounted and offered
for discount at the Federal reserve bank by the member bank is less than
a sum equal to 10 per cent of the paid-in capital of the member bank and is
less than $5,000.

Whenever the borrower has closcly affiliated or subsidiary corporations
or firms, the borrower’s financial statement shall be accompanicd by separate
financial statements of such affiliated or subsidiary corporations or firms,
unless the statement of the borrower elearly indicates that such note is both
eligible from a legal standpoint and acceptable from a credit standpoint:
Provided, however, That the Fedcral reserve bank to which such note is
offered for rediscount may waive this requirement until May 1, 1925, in
any case where such borrower and the affiliated or subsidiary corporations
or firms have not issued separate financial statements prior thereto.

A Federal reserve bank shall use its discretion in taking the steps necessary
to satisfy itsell as to eligibility. Compliance of a note with Section II ()
may be evidenced by a statement of the borrower showing a reasonable
excess of quick assets over current liabilities. A Federal reserve bank may,
in all cases, require the financial statement of the borrower to be filed with it.
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SECTION V. DRAFTS, BILLS OF EXCHANGE, AND TRADE ACCEPTANCES

(a) Definition.—A draft or bill of exchange, within the meaning of this
regulation, is defined as an unconditional order in writing, addressed by
one person to another, signed by the person giving it, requiring the person
to whom it is addressed to pay in the United States, at & fixed or determin-
able future time, a sum certain in dollars to the order of a specified person;
and a trade aeceeptance is defined as a draft or bill of exchange, drawn by the
seller on the purchaser of goods sold,! and accepted by such purchaser.

(b) Evidence of Eligibility and Requirement of Statements.—A Federal
reserve bank shall take such steps as it deems necessary to satisfy itself
as to the eligibility of the draft, bill, or trade acceptance offered for discount
and may require a recent financial statement of one or more parties to the
instrument. The draft, bill, or trade acceptance should be drawn so as to
evidence the character of the underlying transaction, but if it is not so drawn
evidence of eligibility may consist of a stamp or certificate affixed by the
acceptor or drawer in a form satisfactory to the Federal reserve bank.

SECTION VI. AGRICULTURAL PAPER

(a) Definition.—Agricultural paper, within the meaning of this regula-
tion, is defined as a negotiable note, draft, or bill of exchange issued or
drawn, or the proceeds of which have been or are to be used, for agricultural
purposes, including the production of agricultural products, the marketing
of agricultural products by the growers thereof, or the carrying of agricul-
tural products by the growers thereof pending orderly marketing, and the
breeding, raising, fattening, or marketing of livestock, and which has a
maturity at the time of discount of not more than nine months, exclusive of
days of grace.

(b) Paper of Cooperative Marketing Associations.—Under the express
terms of section 13a, notes, drafts, bills of exchange, or acceptances issued
or drawn by cooperative marketing associations composed of producers of
agricultural products are deemed to have been issued or drawn for an
agricultural purpose, if the proceeds thereof have been or are to be—

(1) Advanced by such association to any members thereof for an agri-
cultural purpose, or

(2) Used by such association in making payments to any members
thercof on account of agricultural products delivered by such members to
the association, or

(3) Used by such association to meet expenditures incurred or to be
incurred by the association in conncction with the grading, processing,
packing, preparation for market, or marketing of any agricultural product
handled by such association for any of its members.

These are not the only classes of paper of such associations which are
eligible for discount, however, and any other paper of such associations

1 A consignment of goods or a conditional sale of goods can not be considered *'goods sold’”

within the meaning of this clause. The purchase price of goods plus the cost of labor in
effecting their installstion may be included in the amount for which the trade acceptance is

drawn.
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which complies with the applicable requirements of this regulation may be
discounted on the same terms and conditions as the paper of any other
person or corporation. '

Paper of cooperative marketing associations the proceeds of which lm_\'c
been or are to be used (1) to defray the expenses of organizing such associa-
tions, or (2) for the acquisition of warehouses, for the purchase or improve-
ment of real estate, or for any other permanent or fixed investment of
any kind, are not eligible for discount, even though such warehouses or other
property are to be used exelusively in connection with the ordinary opera-
tions of the association.

(c) Eligibility.—To be cligible for discount, agricultural paper, whether a
note, draft, bill of exchange, or trade acceptance, must comply with t.hc
respective sections of this regulation which would apply to it if its matunty
were 90 days or less.

(d) Discounts for Federal Intermediate Credit Banks.—Any Federal
reserve bank may discount agricultural paper for any Federal intermediate
credit bank; but no Federal reserve bank shall discount for any Federal
intermediate credit bank any such paper which bears the indorsement of
any nonmember State bank or trust company which is cligible for member-
ship in the Federal reserve system under the terms of section 9 of the Federal
reserve act as amended. In discounting such paper each Federal reserve
bank shall give preference to the demands of its own member banks and
shall have due regard to the probable future needs of its own member hanks;
and no Federal reserve bank shall discount paper for any Federal inter-
mediate credit bank when its own reserves amount to less than 50 per ccr-\t-
of its own aggregate liabilities for deposits and Federal reserve notesin
actual circulation. The aggregate amount of paper discounted by all Federal
reserve banks for any one Federal intermediate credit bank shall at no time
exceed an amount equal to the paid-up and unimpaired capital and surplus
of such Federal intermediate credit bank.

(¢) Limitations.—The Federal Reserve Board prescribes no limitation on
the aggregate amount of notes, drafts, bills of exchange, and acceptances
with maturities in excess of three months but not exceeding six months,
exclusive of days of grace, which may be discounted by any Federal reserve
bank; but the aggregate amount of notes, drafts, bills of exchange, and
acceptances with maturities in excess of six months, but not exceeding nine
months, which may be discounted by any Federal reserve bank shall not
exceed 10 per cent of its total assets.

SECTION VII. SIGHT DRAFTS SECURED BY BILLS OF LADING

A Federal reserve bank may discount for any of its member banks bills
of exchange payable at sight or on demand which—

{a) Are drawn to finance the domestic shipment of nonperishable, readily
marketable, staple agricultural products, and

(b) Are secured by bills of lading or other shipping documents conveying
or securing title to such staples.
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All such bills of exchange shall be forwarded promptly for collection, and
demand for payment shall be made promptly, unless the drawer instructs
that they be held until arrival of car, in which event they must be presented
for payment within a reasonable time after notice of arrival of such staples
at their destination has been received. In no event shall any such bill be
held by or for the account of a Federal reserve bank for a period in excess
of 90 days.

In discounting such bills Federal reserve banks may compute the interest
.to be deducted on the basis of the estimated life of each bill and adjust the
amount thus deducted after payment of such bills to conform to the actual
life thereof.

BECTION VIII. FACTORS’ PAPER

Notes, drafts, and bills of exchange of factors issued as suclt for the
purpose of making advances exclusively to producers of staple agricultural
products in their raw state are eligible for discount with maturities not in
excess of 90 days, exclusive of days of grace, irrespective of the requirements
of Sections IT (a) and IT (b).

ArTICLE B
BANKERS' ACCEPTANCES!
SECTION IX. DEFINITION

A banker’s acceptance within the meaning of this regulation is defined
as a draft or bill of exchange, whether payable in the United States or abroad
and whether payable in dollars or some other money, of which the acceptor
is a bank or trust company, or a firm, person, company, or corporation
engaged generally in the business of granting bankers’ acceptance credits.

SECTION X. ELIGIBILITY

A Federal reserve bank may discount any such bill bearing the indorsement
of a member bank and having a maturity at the time of discount not greater
than that prescribed by Section XTI (a), which has been drawn under a eredit
opened for the purpose of conducting or settling accounts resulting from a
transaction or transactions involving any one of the following:

(1) The shipment of goods between the United States and any foreign
country, or between the United States and any of its dependencies or insular
possessions, or between forcign countries, or between dependencies or
insular possessions and foreign countries;

(2) The shipment of goods within the United States, provided shipping
documents conveying sccurity title are attached at the time of acceptance;
or

1 For regulations governing the acceptance by member banks of drafts and bills of exchange
drawn on them, see Regulation C, p. 208.
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(3) The storage of readily marketable staples,! provided that the bill is
secured at the time of acceptance by a warchouse, terminal, or other similar
receipt, conveying security title to such staples, issued by o party independ-
ent of the customer, and provided further that the acceptor remains secured
throughout the life of the acceptance. In the event that the goods must
be withdrawn from storage prior to the maturity of the acceptance or the
retirement of the credit, n trust receipt or other similar document covering
the goods may be substituted in lieu of the original document, provided that
such substitution is conditioned upon a reasonably prompt liquidation of
the credit. In order to insure compliance with this condition it should be
required, when the original document is released, either (a) that the proceeds
of the goods will be applied within a specified time toward a liquidation of
the acceptance credit or (b) that a new document, similar to the original
one, will be resubstituted within a specified time.

Provided, that acceptances for any one customer in excess of 10 per cent of
the eapital and surplus of the accepting bank must remain actually secured
throughout the life of the acceptance, and in the case of the acceptances of
member banks this security must eonsist of shipping documents, warchouse
receipts or other such documents, or some other actual sccurity growing
out of the same transactions as the acceptance, such as documentary drafts,
trade acceptances, terminal receipts, or trust receipts which have been issued
under such circumstances, and which cover goods of such a character, as
to insure at all times a continuance of an effective and lawful lien in favor
of the accepting bank, other trust receipts not being considered such actual
security if they permit the customer to have access to or control over the
goods.

A Federal reserve bank may also discount any bill drawn by a bank or
banker in a foreign country or dependency or insular possession of the
United States for the purpose of furnishing dollar exchange as provided in
Regulation C, provided that it has a maturity at the time of discount of
not more than three months, exclusive of days of grace.

SECTION XI. MATURITIES

(a) Legal Requirements.—No such acceptance is eligible for discount
which has a maturity at the time of discount in excess of 90 days' sight,
exclusive of days of grace, except that acceptances drawn for agricultural
purposes and secured at the time of acceptance by warchouse receipts or
other such documents conveying or securing title covering readily market-
able staples may be discounted with maturities at the time of discount of
not more than six months’ sight, exclusive of days of grace.

(b) General Conditions as to Maturity of Domestic Acceptances.—
Although a Federal reserve bank may legally discount an acceptance having

1 A readily marketable staple within the meaning of these regulations may be defined a3
an article of commerce, agriculture, or industry of such uses ns to make it the subject of
constant dealings in ready markets with such frequent quotations of pricc as to make (a)
the price easily and definitely aseortainable and (b) the staple itself ensy to realize upon by
sale at any time.
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a maturity at the time of discount not greater than that preseribed under
(@), it may decline to discount any acceptance the maturity of which is in
excess of the usual or customary period of credit required to finance the
underlying transaction or which is in excess of that period reasonably
necessary to finance such transaction. Since the purpose of permitting the
acceptance of drafts secured by warehouse receipts or other such documents
is to permit of the temporary holding of readily marketable staples in storage
pending a reasonably prompt sale, shipment, or distribution, no such
acceptance should have a maturity in excess of the time ordinarily necessary
to effect a reasonably prompt sale, shipment, or distribution into the process
of manufacture or consumption,

SECTION XII. EVIDENCE OF ELIGIBILITY

A Federal reserve bank must be satisfied, either by reference to the
acceptance itself or otherwise, that the acecptance is eligible for discount
under the terms of the law and the provisions of this regulation. The
bill itself should be drawn so as to evidence the character of the underlying
transaction, but if it is not so drawn evidence of eligibility may consist of a
stamp or eertificate affixed by the acceptor in form satisfactory to the
Federal reserve bank.

REGULATION B, SERIES OF 1924
(Superseding Regulation B of 1923)

OPEN MARKET PURCHASES OF BILLS OF EXCHANGE,
TRADE ACCEPTANCES, AND BANKERS’ ACCEPT-
ANCES UNDER SECTION 14

SECTION I. GENERAL STATUTORY PROVISIONS

Section 14 of the Federal reserve act provides that, under rules and
regulations to be prescribed by the Federal Reserve Board, I'ederal reserve
banks may purchase and sell in the open market, at home or abroad, from
or to domestic or foreign banks, firms, eorporations, or individuals, .bills of
exchange of the kinds and maturitics made eligible by the act for discount
and bankers’ acceptances, with or without the indorsement of a member
bank.

SECTION II. GENERAL CHARACTER OF BILLS AND ACCEPTANCES ELIGIBLE

The Federal Reserve Board, exercising its statutory right to regulate the
purchase of bills of exchange and acceptances, prescribes that—

{(a) Any banker’s acceptance or bill of exchange which is eligible for
discount under the terms of Regulation A is eligible for purchase by Federal
reserve banks in the open market, with or without the indorsement of a
member bank, if—

(1) It has been accepted by the drawee prior to purchase; or
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(2) It is accompanied or secured by shipping documents or by ware-
house, terminal, or other similar receipts conveying security title; or
(3) It bears a satisfactory bank indorsement;

(b) A banker’s acceptance growing out of a transaction involving the
importation or exportation of goods may be purchased if it has a maturity
not in excess of six months, exclusive of days of grace, provided that it
conforms in other respects to the applicable requirements of Regulation A;
and

(¢) A banker's ncceptance growing out of 2 tramsaction involving the
storage within the United States of goods actually under contract for sale
and not yet delivered or paid for may be purchased, provided that the
acceptor is secured by the pledge of such goods, and provided further, that
the acceptance conforms in other respects to the applicable requirements of
Regulation A,

SECTION III. STATEMENTS

A bill of exchange, unless indorsed by a member bank, is not cligible
for purchase until a satisfactory statement has been furnished of the financial
condition of one or more of the parties thereto.

A banker’s acceptance, unless accepted or indorsed by a member bank,
is not eligible for purchase until the acceptor has furnished a satisfactory
statement of its financial condition in form to be approved by the Federal
reserve bank and has agreed in writing with a Federal reserve bank to inform
it upon request concerning the transaction underlying the acceptance.

REGULATION C, SERIES OF 1924
(Superseding Regulation C of 1923)

ACCEPTANCE BY MEMBER BANKS OF DRAFTS AND
BILLS OF EXCHANGE!

ARTiCLE A

ACCEPTANCE OF DRAFTS or BILLS OF EXCHANGE DRAWN AcAINsST DOMESTIC
oR Forriey SHIPMENTS oF Goobps or SECURED BY WAREHOUSE
Recerets CoviErING READILY MARKETABLE STAPLES

SBECTION 1. BTATUTORY PROVISIONS

Under the provisions of the sixth paragraph of section 13 of the Federal
reserve act, as amended, any member bank may accept drafts or bills of
exchange drawn upon it, having not more than six months’ sight to rum,
cxclusive of days of grace, which grow out of transactions involving the

1 For regulations governiog the redisconnt of hankers’ acceptances by Federal reserve
banks, see Regulation A, page 200,
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importation or exportation of goods; or which grow out of transactions
involving the domestic shipment of goods, provided shipping documents
conveying or sccuring title are attached at the time of acceptance; or which
are seeured at the time of acceptance by a warehouse receipt or other such
document conveying or securing title covering readily marketable staples.?
This paragraph limits the amount which any bank shall accept for any one
person, company, firm, or corporation, whether in a foreign or domestic
transaction, to an amount not exceeding at any time, in the aggregate, more
than 10 per cent of its paid-up and unimpaired capital stock and surplus.
This limit, however, does not apply in any case where the accepting bank
remains secured either by attached documents or by some other actual
sccurity growing out of the same transaction as the acceptance. A trust
receipt which permits the customer to have access to or control over the
goods will not be considered by Federal reserve banks to be “actual security
within the meaning of section 13, A bill of lading draft, however, is “actual
security ” even after the documents have been released, provided that the
draft is accepted by the drawee upon or before the surrender of the docu-
ments. The law also provides that any bank may accept such bills up to
an amount not exceeding at any time, in the aggregate, more than one-half
of its paid-up and unimpaired capital stock and surplus; or, with the ap-
proval of the Federal Reserve Board, up to an amount not exceeding at
any time, in the aggregate, more than 100 per cent of its paid-up and
unimpaired capital stock and surplus. In no event, however, shall the
aggregate amount of acceptances growing out of domestic transactions
exceed 50 per cent of such capital stock and surplus.

SECTION IIL. REGULATIONS

(1) Under the provisions of the law referred to above the Federal Reserve
Board has determined that any member bank, having an unimpaired surplus
cqual to at least 20 per cent of its paid-up capital, which desires to accept
drafts or bills of exchange drawn for the purposes described above, up to
un amount not exceeding at any time, in the aggregate, 100 per cent of its
paid-up and unimpaired capital stock and surplus, may file an application
for that purpose with the Federal Reserve Board. Such applieation must
be forwarded through the Federal reserve bank of the district in which the
applying bank is located.

(2) The Federal reserve bank shall report to the Federal Reserve Board
upon the standing of the applying bank, stating whether the business and
banking conditions prevailing in its district warrant the granting of such
application. ’

(3) The approval of any such application may be rescinded upon 90 days’
notice to the bank affected.

1A readily marketable staple within the meaning of these regulations may be defined as an
article of commerce, agriculture, or industry of such uses as to make it the subject of con-
stant dealings in ready markets with such frequent quotations of price as to make (a) the
price ensily and definitely ascertainahle, and (b) the staple itself easy to realize upon by sale
at any time,
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ArTicLE B

ACCEPTANCE OF DrAFTs or BILLs oF Excnasce Drawy ror Tue Punrose
oF CREATING DoLLAr EXCHANGE

SECTION 1I. STATUTORY PROVISIONS

Scction 13 of the Federal reserve act also provides that any member bank
may accept drafts or bills of exchange drawn upon it having not more than
three months’ sight to run, exclusive of days of grace, drawn, under regula-
tions to be prescribed by the Federal Reserve Board, by banks or bankers in
foreign countries or dependencies or insular possessions of the United States
for the purpose of furnishing dollar exchange as required by the usages of
trade in the respective countries, dependencies, or insular possessions.

No member bank shall accept such drafts or bills of cxchange for any
one bank to an amount exceeding in the aggregate 10 per cent of the paid-up
and unimpaired capital and surplus of the accepting bank unless the draft
or bill of exchange is accompanied by documents conveying or sccuring title
or by some other adequate security. No member bank shall aceept such
drafts or bills in an amount excceding at any time in the aggregate onc-half
of its paid-up and unimpaired capital and surplus. This 50 per cent limit
is separate and distinct from and not included in the limits placed upon the
acceptance of drafts and bills of exchange as described under Article A of
this regulation.

SECTION 1V. REGULATIONS

Any member bank desiring to accept drafts drawn by banks or hankers
in foreign countries or dependencics or insular possessions of the United
States for the purpose of furnishing dollar exchange shall first make an appli-
cation to the Fedcral Reserve Board setting forth the usages of trade in the
respective countries, dependencies, or insular possessions in which such
banks or bankers are Jocated.

If the Federal Reserve Board should determine that the usages of trade
in such countries, dependencies, or possessions require the granting of the
acceptance facilities applied for, it will notify the applying bank of its
approval and will also publish in the Federal Reserve Bulletin the name or
names of those countries, dependencies, or possessions in which banks or
bankers are authorized to draw on member banks whose applications have
been approved for the purpose of furnishing dollar exchange.

The Federal Reserve Board reserves the right to modify or on 90 days’
notice to revoke its approval either as to any particular member bank or as
to any foreign country or dependency or insular possession of the United
States in which it has authorized banks or bankers to draw on member banks
for the purpose of furnishing dollar exchange.
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REGULATION D, SERIES OF 1924

(Superseding Regulation D of 1923)

RESERVES OF MEMBER BANKS

SECTION 1. BTATUTORY PROVISIONS
Section 19 of the Federal reserve act provides, in part, as follows:

BANK RESERVES

Sec. 19. Demand deposits within the meaning of this act shall comprise
all deposits payable within thirty days, and time deposits shall comprise all
deposits payable after thirty days, all savings accounts and certificates of
deposit which are subject to not less than thirty days’ notice before payment,
and all postal savings deposits,

Every bank, banking association, or trust company which is or which
becomes a member of any Federal reserve bank shall establish and maintain
reserve balances with its Federal reserve bank as follows:

(@) If not in a reserve or central reserve city, as now or hereafter defined, it
shall hold and maintain with the Federal reserve bank of its district an actual
net balance equal to not less than seven per centum of the aggregate amount
of its demand deposits and three per centum of its time deposits.

(b) If in a reserve city, as now or hereafter defined, it shall hold and main-
tain with the Federal reserve bank of its distriet an actual net balance equal
to not less than ten per centum of the aggregate amount of its demand deposits
and three per centum of its time deposits: Provided, however, That if located
in the outlying districts of a reserve city or in territory added to such a city
by the extension of its corporate charter, it may, upon the affirmative vote of
five members of the Federal Reserve Board, hold and maintain the reserve
balances specified in paragraph (a) hereof.

(¢} If in a central reserve city, as now or hereafter defined, it shall hold
and maintain with the Federal reserve bank of its district an actual net
balance equal to not less than thirteen per centum of the aggregate amount of
its demand deposits and three per centum of its time deposits: Provided,
however, That if located in the outlying districts of a central reserve city or in
territory added to such city by the extension of its corporate charter, it may,
upon the affirmative vote of five members of the Federal Reserve Board,
hold ond maintain the reserve balances specified in paragraphs. (a) or ()

thereof.
* x * * * »* *

The required balance carricd by a member bank with a Federal reserve
bank may, under the regulations and subject to such penalties as may be
prescribed by the Federal Reserve Board, be checked against and withdrawn
by such member bank for the purpose of mecting existing liabilities: Provided,
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however, That no bank shall at any time make new loans or shall pay any
dividends unless and until the total balance required by law is fully restored.

In estimating the balances required by this act, the net difference of
amounts due to and from other banks shall be taken as the basis for ascer-
taining the deposits against which required balances with Federal rescrve
banks shall be determined.

The various Liberty bond acts (act of April 24, 1917, sce. 7; sct of Sep-
tember 24, 1917, sec. 8; act of April 4, 191§, sec. 8) provide, in part, as
follows:

That the provisions . . . with reference to the reserves required to be
kept by national banking associations and other member banks of the
TFederal Reserve Systemn, shall not apply to deposits of public moneys by the
United States in designated depositaries.

SECTION II. DEFINITIONS

(a) Demand Deposits.—The term *“demand deposits” shall include all
deposits which are payable within 30 days except ‘“‘savings accounts,”
“time certificates of deposit,” and “postal savings deposils,” as defined
below.

(b) Time Deposits.—The term “time deposits’ shall include all ““time
deposits, open accounts,” all “savings accounts,” all “time certificates of
deposit,” and all “postal savings deposits,’” as defined below.

(c) Time Deposits, Open Accounts.—The term “time deposiis, open
accounts’ shall mean deposits not evidenced by certificates of deposit or
savings pass books, in respect to which a written contract is entered into
with the depositor at the time the deposit is made that neither the whole
nor any part of such deposit may be withdrawn, by check or otherwise,
except on a given date, not less than 30 days after the date of the deposit,
or on written notice which must be given by the depositor a certain specified
number of days in advance, in no case less than 30 days.

(d) Savings Accounts.—The term ““saving accounts’ shall mean those
deposits in respect to which—

(1) The pass book, certificate, or other similar form of receipt must
be presented to the bank whenever a withdrawal is made,

(2) The depositor may at any time be required by the bank to give
notice of an intended withdrawal not less than 30 days before a with-
drawal iz made, and

(3) The bank’s printed regulations, accepted by the depositor at the
time the account is opened, include the above requirecments.

(¢) Time Certificates of Deposit.—A ‘““time certificate of deposit” is
defined as an instrument evidencing the deposit with a bank, either with or
without interest, 6f a certain sum specified on the face of the certificate
payable in whole or in part to the depositor or on his order—

(1) On a certain date, specified on the certificate, not less ithan 30 days
after the date of the deposit, or ’

(2) Aiter the lapse of a certain specified time subsequent to the date of
the certificate, in no ease less than 30 days, or
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(3) Upon written notice, which the bank may at its option require to
be given a certain specified number of days, not less than 30 days, before
the date of repayment, and

(4) In all cascs only upon presentation of the certificate at each with-
drawal for proper indorsement or surrender. '

(f) Postal Savings Deposits.—The term “postal savings deposits’” shall
mean deposits of postal savings funds in banks under the terms of the postal
savings act, approved June 25, 1910, as amended.

(g) Government Deposits.—The term “Government deposits” shall
mean deposits of public moneys by the United States in designated
depositaries.!

SECTION 11I. COMPUTATION OF RESERVES

(@) Amounts of Reserves to Be Maintained.—Every member bank of the
Federal reserve system is required by law to maintain on deposit with the
Federal reserve bank of its district an actual net balance equal to 3 per cent
of its time deposits plus—

Scven per cent of its demand deposits if not in a reserve or central reserve
city.

Ten per eent of its demand deposits if in a reserve city, except that if
located in an outlying district of a reserve city or in territory added to such
city by the extension of the city’s corporate limits such bank may, upon the
affirmative vote of five members of the Federal Reserve Board, be permitted
to maintain 7 per cent reserves against its demand deposits.

Thirteen per cent of its demand deposits if located in a central reserve city,
except that if located in an outlying district of a central reserve city or in
territory added to such city by the extension of the city’s corporate limits,
such bank may, upon the affirmative vote of five members of the Federal
Reserve Board, be permitted to maintain 7 per eent or 10 per cent reserves
against its demand deposits. .

No reserves are required to be maintained against Government deposits
as defined above. )

(b) Deductions Allowed in Computing Reserves,.—Member banks in
determining the amount against which reserves must be carried may deduct:

(1) From gross demand deposits, all Government deposits as defined
above.

! Deposits made by United States postmasters of Government funds, othell: than postal
savings deposits, received by them in their official capacity, constitute Gover.nmf.‘nt
deposits” within the meaning of this regulation and, when made in designated deposxtan‘es,
are exempt from the rescrve requirements of section 19. The following classes of deposits,
however, are not *“‘Government deposits” within such meaning and are not exempt from
reserve requirements: )

(1) Deposits of Philippine funds made by the Philippine Government and ,v':umcd under
the title, *Treasurer of the Philippine Islands currency reserve fund accouat.

{2) Deposits of Porto Rican funds made by the Porto Rican Government. .

(3) Deposits of Indian funds under the control of the Department of the Interior.

(4) Deposits of States, counties, or municipalities. )

(5) Deposits of the United States Shipping Board and the Emergency Fleet Corporation.
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{2) From the amount of balances duec fo other hanks, the amount of
halances duc from other banks (exeept Federal reserve banks and foreign
banks), including in the amount due from banks, out of town itemns placed in
the mail and charged to the account of correspondent banks, items with a
Federal reserve bank in process of eollection, checks drawn on banks located
in the same city, and exchanges for clearing houses.

(c) Availability of Checks as Reserve.—Checks forwarded to a Federal
reserve bank for collection or credit can not be counted as part of the
minimum reserve balanee to be carried by a member bank with its Federal
reserve bank until such time as may be specified in the appropriate time
schedule referred to in Section 1V of Regulation J. If a member bank draw
against ehecks before such time, the draft will be charged ngainst its reserve
balance if such balance be sufficient in amount to pay it; but any resulting
impairment of reserve balances will be subject to all the penalties provided
by the act.

SECTION IV. PENALITIES FOR DEFICIENCIES IN RESERVES

(a) Basic Penalty.—Inasmuch as it is essential that the law in respect to
the maintenance by member banks of the required minimun reserve balance
shall be strictly complied with, the Federal Reserve Board, under authority
vested in it by section 19 of the Federal reserve act, herehy preseribes a basic
penalty for deficicncies in reserves according to the following rules:

(1) Deficiencies in reserve balances of member banks in central reserve
and reserve cities will be computed on the basis of average daily net deposit
balances covering a weekly period of seven days. Deficiencies in reserve
balances of other member banks will be computed on the basis of average
daily net deposit balances eovering a semimonthly period.

(2) Penalties for deficiencies in reserves will be nssessed monthly on the
basis of average daily deficiencies during each of the reserve computation
periods ending in the preceding month.

(3) A basic rate of 2 per cent per annum above the Federal reserve bank
discount rate on 90-day commercial paper will be assessed as a penalty on
deficiencies in reserves of member banks.

(b) Progressive Penalty,.—The Federal Reserve Board will also prescribe.
for any Federal reserve district, upon the application of the Federal reserve
bank of that district, an additional progressive penalty for continued defi-
ciencies in reserves, in accordance with the following rules:

(1) When a member bank in a central reserve or reserve city has had an
average deficiency in reserves for six consecutive weekly periods, a pro-
gressive penalty, increasing at the rate of one-fourth of 1 per cent for each
week thereafter during which the average reserve balance is deficient, will be
assessed on weekly deficiencies until the required reserve has been restored
and maintained for four consecutive weckly periods, provided that the
maximum penalty charged will not exceed 10 per cent.

(2) When 2 member bank outside of a central reserve or reserve city has
had an average deficiency in reserves for three consecutive semimonthly
periods, a progressive penalty, increasing at the rate of one-half of 1 per
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cent for each half month thereafter during which the average reserve balance
is deficient, will be assessed on semimonthly deficiencies until the required
reserve has been restored and maintained for two consecutive semimonthly
periods, provided that the maximum penalty charged will not exceed 10
per cent.

SECTION V. LOANS AND DIVIDENDS WHILE RESERVES ARE DEFIGIENT

It is unlawful for any member bank the reserves of which are at any time
deficient to make any new loans or pay any dividends unless and until the
total reserves required by law are fully restored, and the payment of
penalties for deficiencies in reserves does not exempt member banks from
this prohibition of law. As provided above, penalties for deficiencies in
reserves are computed on the basis of the average reserve balances for weekly
or semimonthly periods; but this prohibition of law applies whenever the
reserves are deficient for one day or more, regardless of whether or not the
average reserve balances for the weekly or semimonthly period are deficient.

REGULATION E, SERIES OF 1924
(Superseding Regulation E of 1923)

PURCHASE OF WARRANTS

SECTION I. STATUTORY REQUIREMENTS

Section 14 of the Federal reserve act reads in part as follows:

Every Federal reserve bank shall have power—

(b) To buy and sell, at home or abroad, bonds and notes of the United
States, and bills, notes, revenue bonds, and warrants with & maturity from
date of purchase of not exceeding six months, issued in anticipation of the
collection of taxes or in anticipation of the receipt of assured revenues by any
State, county, district, political subdivision, or municipality in the conti-
nental United States, including irrigation, drainage and reclamation dis-
tricts, such purchases to be made in accordance with rules and regulations
prescribed by the Federal Reserve Board.

SECTION II. DEFINITIONS

Within the meaning of this regulation—

The term ““warrant’’ shall be construed to mean “bills, notes, revenue
bonds, and warrants with a maturity from date of purchase of not exceeding
six months.”

The term “municipality” shall be construed to mean “‘State, county,
district, political subdivision, or municipality in the continental United
States, including irrigation, drainage, and reclamation distriets.”

The term “net funded indebtedness” shall be construed to mean the legal
gross indebtedness of the municipality (including the amount of any school
district or other bonds which depend for their redemption upon taxes levied
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upon property within the municipality) less the aggregate of the following
items:

(1) The amount of outstanding bonds or other debt obligations made
payable from current revenucs;

(2) The amount of outstanding bonds issued for the purpose of providing
the inhabitants of a municipality with public utilities, such as waterworks,
docks, clectrie plants, transportation facilitics, ete.: Provided, That cvidence
is submitted showing that the income from such utilities is sufficient for
maintenance, for payment of interest on such bonds, and for the accumula-
tion of a sinking fund sufficient for their redemption at maturity;

(3) The amount of outstanding improvement bonds, issued under laws
whieh provide for the levying of special assessments against abutting prop-
erty in amounts sufficient to insure the payment of interest on the bonds
and the redemption thereof at maturity: Prorided, That sueh bonds are
direct obligations of the municipality and included in the gross indebtedness
of the municipality; and

(4) The total of all sinking funds accumulated for the redemption of the
gross indebtedness of the municipality, except sinking funds applicable to
bonds described in (1), (2), and (3) above.

SECTION III. CLASS OF WARRANTS ELIGIBLE FOR PURCHASE

Any Federal reserve bank may purchase warrants issued by a municipality
in anticipation of the collection of taxes or in anticipation of thie receipt of
assured revenues, provided—

(a) They are the general obligations of the entire municipality; it being
intended to exclude as ineligible for purchase all such obligations as are
payable from “local benefit” and “special assessment” taxes when the
municipality at large is not directly or ultimately linble;

(b) They are issued in anticipation of taxes or revenues which are due
and payable on or before the date of maturity of such warrants; but the
Federal Reserve Board may waive this condition in specific cases. For the
purposes of this regulation, taxes shall be considered as due and payable on
the last day on which they may be paid without penalty;

(c) They are issued by a municipality—

(1) Which has been in existence for a period of 10 years;

(2) Which for a period of 10 years previous to the purchase has not
defaulted for longer than 15 days in the payment of any part of cither
principal or interest of any funded debt authorized to be contracted by it;

(3) Whose net funded indebtedness does not exceed 10 per centum of
the valuation of its taxable property, to be ascertained by the last preced-
ing valuation of property for the assessment of taxes.

BECTION IV. “EXISTENCE” AND “NONDEFAULT”

Warrants will be construed to comply with that part of Scction III (¢)
relative to term of existence and nondefault, under the following conditions:
(1) Warrants issued by or in behalf of any municipality which was, subse-
quent to the issuance of such warrants, consolidated with or merged into an
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existing political division which meets the requirements of these regulations,
will be deemed to be the warrants of such political division: Provided, That
such warrants were assumed by such political division under statutes and
appropriate proceedings the effect of which is to make such warrants general
obligations of such assuming political division and payable, either directly
or ultimately, without limitation to a special fund from the proceeds of taxes
levied upon all the taxable real and personal property within its territorial
limits,

(2) Warrants issued by or in behalf of any municipality which was, sub-~
sequent to the issuance of such warrants, wholly succeeded by a newly organ-
ized political division whose term of existence, added to that of such original
political division or of any other political division so succeeded, is equal to
a period of 10 years will be deemed to be warrants of such succeeding polit-
ical division: Provided, That during such period none of such political divi-
sions shall have defaulted for a period exceeding 15 days in the payment of
any part of either principal or interest of any funded debt authorized to be
contracted by it: And provided further, That such warrants were assumed
by such new political division under statutes and appropriate procecedings
the effect of which is to make such warrants general obligations of such
assuming political division and payable, either directly or ultimately, with-
out limitation to a special fund from the proceeds of taxes levied upon all
the taxable real and personal property within its territorial limits.

(3) Warrants issued by or in behalf of any municipality which, prior to
such issuance, became the successor of one or more, or. was formed by the
consolidation or merger of two or more, preexisting political divisions, the
term of existence of one or more of which, added to that of such succeeding
or consolidated political division, is equal to a period of 10 years, will be
deemed to be warrants of a political division which has been in existence for
a period of 10 years. Provided, That during such period none of such
original, succeeding, or consolidated political divisions shall have defaulted
for a period exceeding 15 days in the payment of any part of either prin-
cipal or interest of any funded debt authorized to be contracted by it.

SECTION V. LIMITATIONS

{a) Except with the approval of the Federal Reserve Board, no Federal
reserve bank shall purchase and hold an amount in excess of 25 per cent of
the total amount of warrants outstanding at any time and issued in conform-
ity with provisions of section 14(b), above quoted, and actually sold by a
municipality.

(b) Except with the approval of the Federal Reserve Board, the aggre-
gate amount invested by any Federal reserve bank in warrants of
all kinds shall not exceed at the time of purchase a sum equal to 10 per
cent of the deposits kept by its member banks with such Federal reserve
bank.

{c) Except with the approval of the Federal Reserve Board, the maxi-
mum amount which may be invested at the time of purchase by any Federal
reserve bank in warrants of any single munieipality shall be limited to the
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following percentages of the deposits kept in such F cderal reserve bank by
its member banks: )
Five per cent of such deposits in warrants of a municipality of 50,000
population or over; )
Three per cent of such deposits in warrants of a municipality of over

30,000 population, but less than 50,000;

One per cent of such deposits in warrants of a municipality of over

10,000 population, but less than 30,000.

(d) Any Federal reserve bank may purchase from any of its member ba.nks
warrants of any municipality, indorsed by such member bank, with waiver
of demand, notice, and protest if such warrants comply with Sections 111
and V (b) of these regulations, except that where a period of 10 years 18
mentioned in III {c) hereof a period of 5 years shall be substituted for the
purposes of this clause.

SECTION VI. WARRANTS OF SMALL MUNICIPALITIES

Warrants of a municipality of 10,000 population or less shall be pur-
chased only with the specinl approval of the Federal Reserve Board.

The population of a municipality shall be determined by the last Tederal
or State census. Where it can not be exactly determined the Federal
Reserve Board will make special rulings.

SECTION VII. OPINION OF COUNSEL

Opinion of recognized counsel on municipal issucs or of the regularly
appointed counsel of the municipality as to the legality of the issuc shall be
secured and approved in each case by counsel for the Federal reserve bank.

REGULATION F, SERIES OF 1024
(Superseding Regulation F of 1923)

TRUST POWERS OF NATIONAL BANKS

SECTION I. STATUTUORY PROVISIONS

The Federal reserve act as amended by the act of September 20, 1918,
provides in part:

Sec.11.  The Federal Reserve Board shall be authorized and empowered:

(k) To grant by special permit to national banks applying therefor, when
not in contravention of State or local law, the right to act as trustee, execu-
tor, administrator, registrar of stocks and bonds, guardian of estates,
assignee, receiver, committee of estates of lunatics, or in any other fiduciary
capacity in which State banks, trust companics, or other corporations which
come into competition with national banks are permitted to act under the
laws of the State in which the national bank is located.
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Whenever the laws of such State authorize or permit the exercise of any
or all of the foregoing powers by State banks, trust companies, or other
corporations which compete with national banks, the granting to and the
exercise of such powers by national banks shall not be deemed to be in
contravention of State or local law within the meaning of this act.

National banks exercising any or all of the powers enumerated in this
subsection shall segregate all assets held in any fiduciary capacity from the
general assets of the bank and shall keep a separate set of books and records
showing in proper detail all transactions engaged in under authority of this
subsection. Such books and records shall be open to inspection by the State
authorities to the same extent as the books and reeords of corporations
organized under State law which exercise fiduciary powers, but nothing in
this act shall be construed as authorizing the State authorities to examine
the books, records, and assets of the national bank which are not held in
trust under authority of this subsection.

No national bank shall receive in its trust department deposits of current
funds subject to check or the deposit of checks, drafts, bills of exchange, or
other items for collection or exchange purposes. Funds deposited or held
in trust by the bank awaiting investment shall be carried in a separate
account and shall not be used by the bank in the conduct of its business
unless it shall first set aside in the trust department United States bonds or
other securities approved by the Federal Reserve Board.

In the event of the failure of such bank the owners of the funds held in
trust for investment shall have a lien on the bonds or other securities so set
apart in addition to their claim against the estate of the bank. )

Whenever the laws of a State require corporations acting in a fiduciary
capacity, to deposit securities with the State authorities for the protection
of private or court trusts, national banks so acting shall be required to
make similar deposits and securities so deposited shall be held for the
protection of private or court trusts, as provided by the State law.

National banks in such cases shall not be required to execute the bond
usually required of individuals if State corporations under similar eircum-
stances are exempt from this requirement.

National banks shall have power to execute such bond when so required
by the laws of the State.

In any case in which the laws of a State require that a corporation acting
as trustee, executor, ndministrator, or in any capacity specified in this
section, shall take an oath or make an affidavit, the president, vice president,
cashier, or trust officer of such national bank may take the necessary oath
or execute the necessary affidavit.

It shall be unlawful for any national banking association to lend any
officer, director, or employec any funds held in trust under the powers con-
ferred by this section. Any officer, director, or employee making such loan,
or to whom such loan is made, may be fined not more than $5,000, or impris-~
oned not more than five years, or may be both fined and imprisoned, in the

discretion of the court.
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In passing upon applications for permission to excreise the powers enum-
erated in this subsection, the Federal Reserve Board may take into consider-
ation the amount of capital and surplus of the applying bank, whether or
not such capital and surplus is sufficient under the circumstanees of the case,
the needs of the community to be served, and any other facts and circum-
stances that seem to it proper, and may grant or refuse the application
accordingly: Prorided, That no permit shall be issued to any national bank-
ing association having a eapital and surplus less than the capital and surplus
required by State law of State banks, trust companies, and corporations
exercising such powers.

SECTION 1I. APPLICATIONS

A national bank desiring to exercise any or all of the powers authorized
by section 11 (%) of the Federal reserve nct, as amended by the act of
September 26, 1918, shall make applieation to the Federal Reserve Board,
on a form approved by said board, for a special permit authorizing it to
excrcise such powers. In the case of an original application—that is, where
the applying bank has never been granted the right to exercise any’ of the
powers authorized by section 11 (k)—the application should be made on
F.R.B. Form 61. In the casc of a supplemental application—that is, where
the applying bank has alrcady been granted the right to exercise one or more
of the powers authorized by section 11 (k)—the application should be made
on F. R. B. Form 61-b. Both forms are made a part of this regulation and

may be obtained from the Federal Reserve Board or any Federal reserve
bank.

SECTIOX III., SEPARATE DEPARTMENTS

Every national bank permitted to act under this scction shall establish
a separate trust department, and shall place such department under the

management of an officer or officers, whose duties shall be prescribed by the
board of directors of the bank.

SECTION IV. CUSTODY OF TRUST SECURITIES AND INVESTMENTS

The securitics and investments held in each trust shall be kept separate
and distinct from the securities owned by the bank and separate and dis-
tinct one from another. Trust securities and investments shall be placed
in the joint custody of two or more officers or other employces designated by

the board of directors of the bank and all such officers and employees shall
be bonded.

SECTION V. DEPOSIT OF FUNDS AWAITING INVESTMENT OR DISTRIBUTION

Tunds received or held in the trust department of a national bank await-
ing investment or distribution may be deposited in the commercial depart-
ment of the bank to the credit of the trust department, provided that the
bank first delivers to the trust department, as collateral security, United
States bonds, or other readily marketable securities owned by the bank,
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which collateral sceurity shall at all times be at least equal in market value
to the amount of the funds so deposited.!

SECTION VI. INVESTMENT OF TRUST FUNDS

(a) Private Trusts.—Funds held in trust must be invested in strict
accordanee with the terms of the will, deed, or other instrument creating the
trust. Where the instrument creating the trust contains provisions author-
izing the bank, its officers, or its directors to cxercise their discretion in
the matter of investments, funds held in trust may be invested only in
those classes of securities which are approved by the directors of the bank.
Where the instrument creating the trust does not specify the character or
class of investments to be made and does not expressly vest in the bank, its
officers, or its directors a discretion in the matter of investments, funds held
in trust shall be invested in any securities in which corporate or individual
fiduciaries in the State in which the bank is located may lawfully invest.

(b) Court Trusts.—Except as hereinafter provided, a national bank acting
as executor, administrator, or in any other fiduciary capacity, under appoint-
ment by a court of competent jurisdiction, shall make all investments under
an order of that court, and copies of all such orders shall be filed and pre-
served with the records of the trust department of the bank. If the court
by general order vests a diseretion in the national bank to invest funds held
in trust, or if under the laws of the State in which the bank is located corpor-
ate fiduciaries appointed by the court are permitted to exercise such discre-
tion, the national bank so appointed may invest such funds in any securities
in which corporate or individual fiduciaries in the State in which the bank is

located may lawfully invest.

SECTION VII. BOOKS AND ACCOUNTS

All books and records of the trust department shall be kept separate and
distinet from other books and records of the bank. All accounts opened
shall be 50 kept as to enable the national bank at any time to furnish infor-
mation or reports required by the Federal or State authoritie‘s, and such
books and records shall be open to the inspection of such authorities.

SECTION VIII. EXAMINATIONS

Examiners appointed by the Comptroller of the Currency or designated by
the Federal Reserve Board will be instructed to make thorough and com-
plete audits of the cash, securities, accounts, and investments of the trust
department of the bank at the same time that examination is made of the

banking department.

1 The act requires that the bank shall set aside in the trust departme!lt "Un'it_ed States
bonds or other securities approved by the Federal Rescrve Board.” This provision of. t.he
regulations is intended as a general approval by the Federal Reserve Board of all securities
which comply with the requirements thereof and specifie approval by the chcr':\l' Tteserve
Board is unnccessary as to such sccurities. The Board will not approve any securities which

do not comply with these requirements.
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SECTION IX. CONFORMITY WITH STATE LAWS

Nothing in these regulations shall be construed to give » national bank
exercising the powers permitted under the provisions of section 11 (k) of the
Tederal reserve act, us amended, any rights or privileges in contravention of
the laws of the State in which the bank is located within the meaning of that
act.

SECTION X. REVOCATION OF PERMITS

The Federal Reserve Board reserves the right to revoke permits granted
under the provisions of section 11(k), as amended, in any case where in the
opinion of the board a bank has willfully violated the provisions of the
Federal reserve act or of these regulations or the laws of any State relating
to the operations of such bank when acting in any of the capacities permitted
under the provisions of section 11(k), as amended.

SECTION XI. CHANGES IN REGULATIONS

These regulations are subject to ehange by the Federal Rescrve Board;
provided, however, that no such change shall prejudice any obligation under-
taken in good faith under regulations in effect at the time the obligation was
assumed.

REGULATION G, SERIES OF 1024
(Superseding Regulation G of 1923)

LOANS ON FARM LAND AND OTHER REAL ESTATE

Section 24 of the Federal reserve act provides in part that—

Any national banking association not situated in a central reserve city may
make loans secured by improved and unencumbered farm land situated
within its Federal reserve district or within a radius of one hundred miles of
the place in which such bank is located, irrespective of district lines, and
may also make loans securcd by improved and unencumbered real estate
located within one hundred miles of the place in which such bank is located,
irrespective of district lines; but no loan made upon the security of such farm
land shall be made for a longer time than five years, and no loan made upott
the security of such real estate as distinguished from farm land shall be made
for a longer time than ome year nor shall the amount of any such loan,
whether upon such farm land or upon such real estate, exceed fifty per
centum of the aectual value of the property offered as sccurity. Any such
bank may make such loans, whether secured by such farm land or such real
estate, in an aggregate sum equal to twenty-five per centum of its capital
and surplus or to one-tlird of its time deposits and such banks may continu¢
hereafter as heretofore to receive time deposits and to pay interest on the
same.
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National banks not located in central reserve cities may, therefore, legally
make loans secured by improved and unencumbered farm land or other real
estate as provided by this section.

Certain conditions and restrictions must, however, be observed—

{a) There must be no prior lien on the land; that is, the lending bank must
hold an absolute first mortgage or deed of trust.

(b) The amount of the loan must not exceed 50 per cent of the actual value
of the land by which it is secured.

(c) The maximum amount of loans which a national bank may make on
real estate, whether on farm land or on other real estate as distinguished
from farm land, is limited under the terms of the act to an amount not in
excess of one-third of its time deposits at the time of the making of the loan,
and not in excess of one-third of its average time deposits during the preced-
ing calendar year: Provided, however, That if one-third of such time deposits
as of the date of making the loan or one-third of the average time deposits
for the preceding calendar year is less than one-fourth of the capital and
surplus of the bank as of the date of making the loan, the bank in such event
shall have authority to make loans upon real estate under the terms of the
act to the extent of one-fourth of the bank’s capital and surplus as of that
date.

(@) Farm land to be eligible as security for a loan by a national bank must
be situated within the Federal reserve district in which such bank is located
or within a radius of 100 miles of such bank irrespective of district lines.

(e) Real estate as distinguished from farm land to be eligible as security for
a loan by a national bank must be located within a radius of 100 miles of
such bank irrespective of district lines.

(f) The right of a national bank to “make loans”” under section 24 includes
the right to purchase or discount loans already made as well as the right to
make such loans in the first instance: Provided, however, That no loan secured
by farm land shall have a maturity of more than five years from the date on
which it was purchased or made by the national bank and that no loan
secured by other real estate shall have a maturity of more than one year from
such date.

(#) Though no national bank is authorized under the provisions of section
24 to make a loan on the sccurity of real estate, other than farm land, for a
period exceeding one year, nevertheless, at the end of the year, the maturing
note may be renewed or extended for another year, and in order to obviate
the necessity of making a new mortgage or deed of trust for each renewal
the original mortgage or deed of trust may be so drawn in the first instance
as to cover possible future rencwals of the original note. Under no circum-
stances, however, must the bank obligate itself in advance to make such a
renewal. It must in all cases preserve the right to require payment at the
end of the year and to foreclose the mortgage should that action become
necessary. The same principles apply to loans of longer maturities secured
by farm lands.

(k) In order that real cstate loans held by a bank may be readily classified,
a statement signed by the officers making a loan and having knowledge of the
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facts upon which it is based must be attached to each note sceured by a
first mortgage on the land by which the loan is sccured, certifying in detail
as of the date of the loan that all of the requircments of law have been duly

observed.
REGULATION H, SERIES OF 1924
(Superseding Regulation H of 1923)

MEMBERSHIP OF STATE BANKS AND TRUST
COMPANIES

SECTION 1. BANKS ELIGIBLE FOR MEMBERSHIP

1. Incorporation.—In order to be eligible for membership in a Federal
reserve bank, a State bank or trust company must have been incorporated
under a special or general law of the State or district in which it is located.

2. Capital Stock.—Under the terms of section 9 of the Federal reserve
act as amended, no applying bank can be admitted to membership in a
Federal reserve bank unless—

(a) It possesses a paid-up, unimpaired capital sufficient to entitle it to
become a national banking association in the place where it is situated,
under the provisions of the national bank aet, or

{b) It posscsses a paid-up, unimpaired capital of at least 60 per cent of such
amount, and, under penalty of loss of membership, complies with the rules
and regulations herein preseribed by the Federal Reserve Board fixing the
time within which and the method by which the unimpaired capital of such
bank shall be increased out of net income to equal the capital required
under (a).

In order to become a member of the Federal reserve system, therefore,
any State bank or trust company must have a minimum paid-up capital
stock at the time it becomes a member, as follows:

Minimum | Minimum
capital if | capital if
It Jocated in @ city or town with a population of— admitted | admitted
under under
clause (a) | clause ()

Not exceeding 3,000 inhabitants....... .......ocutueivnnnnnnn. $ 25,000 | § 15,000
Excceding 3,000 but not exceeding 6,000 inhabitants.............| 50,000 30,000
Exceeding 6,000 but not exceeding 50,000 inhabitants......... -..| 100,000 60,000
Exceeding 50,000 inhabitants.......ouvirvierneneennannnnnnns 200,000 120,000

Any bank admitted to membership under elause (b) must zlso, as a
condition of membership, the violation of which will subject it to expulsion
from the Federal reserve system, inercase its paid-up and unimpaired capital
within five years after the approval of its application by the Federal Reserve
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Board to the amount required under (a). Tor the purpose of providing for
such increase, every such bank shall set aside cach year in a fund exclusively
applicable to such capital increase not less than 50 per cent of its net carnings
for the preceding year prior to the payment of dividends, and if such net
carnings exceed 12 per cent of the paid-up capital of such bank, then all
net earnings in excess of 6 per cent of the paid-up capital shall be carried to
such fund, until such fund is large enough to provide for the necessary
increase in capital, Whenever such fund shall be large enough to provide
for the necessary increase in capital, or at such other time as the Federal
Reserve Board may require, such fund or as much thereof as may be neces-
sary shall be converted into capital by a stock dividend or used in any other
manner permitted by State law to increase the capital of such bank to the
amount required under (a): Provided, however, That such bank may be
excused in whole or in part from compliance with the terms of this paragraph
if it increases its capital through the sale of additional stock: Provided,
Jurther, That nothing herein contained shall be construed as requiring any
such bank to violate any provision of State law, and in any case in which
the requirements of this paragraph are inconsistent with the requirements
of State law the requirements of this paragraph may be waived and the
subject covered by a special condition of membership to be prescribed by the
Federal Reserve Board.

SECTION II. APPLICATION FOR MEMBERSHIP

Any cligible State bank or trust company may make application on
¥. R. B. Form 83a, made a part of this regulation, to the Federal Reserve
Board for an amount of capital stock in the Federal reserve bank of its
district equal to 6 per cent of the paid-up capital stock and surplus of such
State bank or trust company. This application must be forwarded direct
to the Federal reserve agent of the district in which the applying bank or
trust company is located and must be accompanied by Exhibits I, II, and III,
referred to on page 1 of the application blank.

SECTION I1II, APPROVAL OF APPFLICATION

In passing upon an application the Federal Reserve Boad will consider
especially—

(1) The financinl condition of the applying bank or trust company and
the general character of its management;

(2) Whether the corporate powers exercised by the applying bank or
trust company are consistent with the purposes of the Federal reserve act;
and

(3) Whether the laws of the State or dlstnct in which the applying bank
or trust company is located contain provisions likely to prevent proper
compliance with the provisions of the Federal reserve act and the regulations
of the Federal Reserve Board made in conformity therewith. )

If, in the judgment of the Federal Reserve Board, an applying bank or
trust company conforms to all the requirements of the Federa.l reserve act
and these regulations, and is otherwise qualified for membership, the board
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will issuc a certificate of approval subject to such conditions as it may decm
necessary. When the conditions imposed by the hoard have been ?(-cc])tm]
by the applying bank or trust company the board will issue a certificate of
approval, whereupon the applying bank or trust company shall make a
payment to the Federal reserve bank of its district of one-half of the amount
of its subscription, 4.c., 3 per cent of the amount of its paid-up capital and
surplus, and upon receipt of this payment the appropriate certificate of stock
will be issued by the Federal reserve bank. The remaining half of its sub-
scription shall be subject to call when deemed necessary by the Federal
Reserve Board.

SECTION IV. CONDITIONS OF MEMBERSHIT

Pursuant to the authority contained in the first paragraph of section 9
of the Federal reserve act, which provides that the Federal Reserve Board
may permit applying banks to become members of the Federal reserve
system “subject to such condilions as il may prescribe,” the Federal Reserve
Board will prescribe the following conditions of membership for each
bank or trust company hereafter applying for admission to the Federal
reserve system, in addition to such other conditions as the board may con-
sider necessary or advisable in the particular case—

(1) Except with the permission of the Federal Reserve Board, such bank
or trust company shall not cause or permit any change to be made in the
genernl character of its assets or in the scope of the functions exercised by
it at the time of admission to membership, such as will tend to nficet matert-
ally the standard maintained at the time of its admission to the Federal
reserve system and required as a condition of membership.

(2) Such bank or trust company shall at all times conduct jts business
and exercise its powers with due regard to the safety of its customers.

(3) Such bank or trust company shall not reduce its eapital stock except
with the permission of the Federal Reserve Board.

(4) Such bank or trust company shall not, except after applying for and
receiving the permission of the Federal Reserve Board, establish any branch,
agency, or additional office.

(5) Such bank or trust company, except after applying for and receiving
the permission of the Federal Reserve Board, shall not consolidate with or
absorb or purchase the assets of any other bank or branch bank for the pur-
pose of operating such bank or branch bank as a braneh of the applying bank;
nor directly or indirectly, through affiliated corporations or otherwise,
acquire an interest in another bank in excess of 20 per cent of the eapital
stock of such other bank; nor directly or indircetly promote the establis_h-
ment of any new bank for the purpose of acquiring such an interest in it;
nor make any arrangement to acquire such an interest. .

(6) Such bank or trust company shall reduce to, and maintain within,
the limits preseribed by the laws of the State in which it is located, any
loan which may be in excess of such limits. _

(7) Such bank or trust company shall reduce to an amount equal to 10
per cent of its eapital and surplus all balances in excess thereof, if any,
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which are carried with banks or trust companies which are not members of
the Federal reserve system, and shall at all times maintain such balances
within such limits,

(8) Such bank or trust company may accept drafts and bills of exchange
drawn upon it of any character permitted by the laws of the State of its incor-
poration; but the aggregate amount of all acceptances outstanding at any
one time shall not exceed the limitations imposed by section 13 of the Federal
reserve act, that is, the aggregate amount of acceptances outstanding at
any one time which are drawn for the purpose of furnishing dollar exchange
in countries specified by the Federal Reserve Board shall not exceed 50 per
cent of its capital and surplus, and the aggregate amount of all other accept-
ances, whether domestic or foreign, outstanding at any one time shall not
exceed 50 per cent of its capital and surplus, except that the Federal Reserve
Board, upon the application of such bank or trust company, may increasec
this limit from 50 per cent to 100 per cent of its capital and surplus: Provided,
however, That in no event shall the aggregate amount of domestic acceptances
outstanding at any one time exceed 50 per cent of the capital and surplus
of such bank or trust company.

(9) The board of directors of said bank or trust company shall adopt a
resolution authorizing the interchange of reports and information between
the Federal reserve bank of the district in which such bank or trust company
is located and the banking authorities of the State in which such bank is
located.

Each bank or trust company applying for membership hercafter will be
required to agree to the above conditions and any other conditions which the
board may preseribe, prior to the admission of such bank or trust company

to the Federal reserve system.

SECTION V. PERMISSION NECESSARY PRIOR TO MAEING CHANGES IN ASSETS
OR SCOPE OF FUNCTIONS

Each bank or trust company hereafter admitted to the Federal reserve
system and each bank or trust company which has heretofore been admitted
subject to condition No. 1 of Section IV or subject to any simi.lm.' condition
shall, through the Federal reserve agent, request the pcrmission of _the
Federal Reserve Board prior to taking any action which may result in a
change in the general character of its assets or in the scope of the.functlons
exercised by it at the time of admission to membership, such as -w1.ll tend to
affect materially the standard maintained at the time of its admls.slon to the
Federnl reserve system and required as a condition of membership.

The board considers that among the actions which may result in changes
of the kind referred to in this section are the establishment of branches,
agencies or additional offices and consolidations or mergers with, or purchases
of the assets of other banks or branch banks,

SECTION VI. PRINCIPLES GOVERNING ESTABLISHMENT OF BRANCIES

In passing upon applications by State banks and tru.st companies fqr
permission to establish branches, agencies or additional offices, under condi-
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tion No. 4 of Section 1V, or under any similar condition which may have
been prescribed by the Federal Reserve Board and agreed to by any bank or
trust company heretofore admitted to the Federal reserve system, the
Federal Reserve Board will observe the following principles—

(1) The Federal Reserve Board will as a general principle restrict the
establishment of branches, agencies or additional offices by such banks or
trust companies to the city of location of the parent bank and the territorial
area within the State contiguous thereto, as said territory has been defined
in the board’s resolution of November 7, 1023, excepting in instances where
the State banking authorities have certified and the board finds that public
necessity and advantage render a departure from the principle necessary
or desirable.

(2) The Federal Reserve Board as a general principle will not consider
an application by such bank or trust company for a permit to cstablish.n
branch, agency or additional office, unless the authoritics of the State in
which such bank is located regularly make simultaneous examinations of
the head office and all branches, agencies or additional offices of sueh bank,
nor unless the examinations made by the State authorities are, in the judg-
ment of the Federal Reserve Board, of such charaeter in every respect a3
to furnish the Federal Reserve Board with sufficient information as to the
condition of such bank and the character of its management to enable the
Federal Reserve Board fully to protect the interests of the public.

(3) The Federal Reserve Board as a general principle will require ea'ch
bank or trust company which establishes or maintains branches, agencies
or additional offices to maintain for itself and such branches, agencics 0T
additional offices an ndequate ratio of capital to total liabilities and an ade-
quate percentage of its total investments in the form of paper or securities
eligible for discount or purchase by Federal reserve banks. )

(4) The Federal Reserve Board will not consider any application to estab-
lish a branch, agency or additional office until the State banking authorities
have approved the establishment of such branch, agency or additional office;
and the directors or executive committee and the Federnl reserve agent of
the Federal reserve bank of the district in which such bank or trust company
is located have made a report upon the financial condition of the applying
bank or trust company, the general eharaeter of its management, what effect
the establishment of such branch, agency or additional office would have
upon other banks or branehes in the locality in which it is to be established,
and whether, in their opinion, it would be in the interest of the public in such
locality, together with their recommendation as to whether or not the appl:
cation should be granted.

(5) When permission is granted for the establishment of such branch
agency or additional office same shall be established and opened for businest
within six months after such permission is granted. If such branch, agenc}

! The term “‘contiguous territory” is defined in the board's resolution of Nov. 7, 1923, t¢
mean: “The territory of a city er town whose corporate Jimits nt somo point coincide wit!
the corporate limits of the city or town in which the parent bank is located.”
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or additional office is not cstablished within such time the permit shall
become void, unless the time is extended by the board for good cause.

(6) The Federal Rescrve Board reserves the right to cancel any permit
which it may grant hereafter to establish any branch, agency or additional
office whenever it shall appear, after hearing, that such branch, ageney or
additional office is being operated in & manner contrary to the interest of the
publie in the locality in which it is established.

SECTION VIL. POWERS AND RESTRICTIONS

Every State bank or trust company while a member of the Federal reserve
system-—

(1) Shall retain its full eharter and statutory rights as a State bank or
trust company, subject to the provisions of the Federal reserve act, to the
regulations of the Federal Reserve Board, and to the conditions prescribed
by the Federal Reserve Board and agreed to by such State bank or trust
ecompany prior to its admission:

(2) Shall maintain such improvements and changes in its banking prae-
tice as may have been specifically required of it by the Federal Reserve Board
as a condition of its admission and shall not lower the standard of banking
then required of it;

(3) Shall enjoy all the privileges and observe all those requirements of the
Federal reserve act and of the regulations of the Federal Reserve Board made
in econformity therewith which are applicable to State banks and trust com-
panies which have become member banks; and

(4) Shall comply at all times with any and all conditions of membership
preseribed by the Federal Reserve Board at the time of the admission of
such member bank to the Federal reserve system.

SECTION VIII. EXAMINATIONS AND REPORTS

Every State bank or trust company, while 8 member of the Federal
reserve system, shall be subject to examinations made by direction of the
Federal Reserve Board or of the Federal reserve bank by examiners selected
or approved by the Federal Reserve Board.

In order to avoid duplication, examinations of State banks and trust
companies made by State authorities will be accepted in lieu of examinations
by examiners selected or approved by the board wherever these are satis-
factory to the directors of the Federal reserve bank, and examiners from
the staff of the board or of the Federal reserve banks will, whenever desirable,
be designated by the board to act with the examination staff of the State in
order that uniformity in the standard of examination may be assured.

Every State bank or trust company, while a member of the Federal
reserve system, shall be required to make in each year not less than three
reports of condition on F. R. B. Form 105. Such reports shall be made to
the Federal reserve bank of its district on call of such bank, on dates to be
fixed by the Federal Reserve Board. They shall also make semiannual
reports of earnings and dividends on F. R. B. Form 107, As dividends may
be declared from time to time, each State bank or trust company member
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shall also furnish to the Federal reserve bank of its district & special notifica-
tion of dividend declared on F. R. B. Form 107a. R. F. B. Forms 105, 107
and 107a are made a part of this regulation.

REGULATION I, SERIES OF 1924
(Superseding Regulation I of 1923)

INCREASE OR DECREASE OF CAPITAL STOCK OF
FEDERAL RESERVE BANKS AND CANCELLA-
TION OF OLD AND ISSUE OF NEW STOCK
CERTIFICATES

SECTION I. INCREASE OF CAPITAL STOCK

(a) New National Banks.—Each new national bank, while in process of
organization (including cach nonmember State bank converting into a
national bank,! while in process of such conversion) shall file with the Federal
reserve bank of its district on application to the Federal Reserve Board on
F. R. B. Form 30 (or as to a nonmember State bank converting into a
national bank, on F. R. B. Form 30a), made a part of this regulation, for
an amount of capital stock of the Federal reserve bank of its district equal
to 6 per cent of the paid-up capital stock and surplus of such new national
bank. Such application shall be forwarded promptly to the Federal
Reserve Board, and if it is found to be in proper form the Federal Reserve
Board will grant its approval effective if and when the Comptroller of the
Currency issues to such bank his certificate of authority to commence
business. If its application is approved, the applying bank shall thereupon
make a payment to the Federal reserve bank of its district of one-half of the
amount of its subscription, i.e., 3 per cent of the amount of its paid-up
capital and surplus; and upon receipt of this payment the Federal reserve
bank will issue & receipt therefor, place the amount in a suspense account,
and notify the Federal Reserve Board that it has been received. When
the Comptroller of the Currency issues to such applying bank his certificate
of authority to commence business the Federal reserve bank shall issue a
stock certificate to the applying bank, and the capital stock of the Federal
reserve bank represented by such certificate shall be considered as issued as
of the date upon which the Comptroller of the Currency issues his certificate

! Whenever any State member bank is converted into a national bank under Sec. 5154 of
the Revised Statutes, as amended by Sec. 8 of the Federal reserve act, it may continue to
hold as a national bank ita shares of Federal reserve bank stock previously held as & State
bank, and need not file any application for Federal reserve bank stock, unless the aggregate
amount of its capital and surplus is increased, in which event it should file an application
for additional stock, as provided in Section I (¢). The certificate of stock issued in the old
name of the member bank, however, should be surrendered and canceled, and a new certifi-

cate should be issued in lien thereof, in the new name of the member bank, as provided in
Section III.
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of authority to commencebusiness. The remaining half of the subscription of
the applying bank shall be subject to eall when deemed necessary by the
Federal Reserve Board.

(b) State Banks Becoming Members.—Any State bank or trust com-
pany desiring to become a8 member of the Federal reserve system shall
make application as provided in Regulation H, and when such application
has been approved by the Federal Reserve Board and all requirements
of Regulation H have been complied with the Federal reserve bank shall
issue an appropriate certificate of stock as provided in Regulation H.

(¢) Increase of Capital or Surplus by Member Banks.—Whenever any
member bank shall increase the aggregate amount of its paid-up capital
stock and surplus, it shall file with the Federal reserve bank of which it is a
member an application on F. R. B. Form 56, made a part of this regulation,
for an additional amount of the capital stock of the Federal reserve bank of
its district equal to 6 per cent of such increase. After such application has
been approved by the Federal reserve agent and by the Federal Reserve
Board, the applying member bank shall pay to the Federal reserve bank of its
district one-half of the amount of its additional subscription, and when this
amount has been paid the appropriate certificate of stock shall be issued by
the Federal reserve bank. The remaining half of such additional subserip-
tion shall be subject to call when deemed necessary by the Federal Reserve
Board.

(d) Consolidation of Member Banks.—Whenever two or more mem-
ber banks consolidate and such consolidation results in the consolidated bank
acquiring by operation of law! the Federal reserve bank stock owned by the
other consolidating bank or banks, and which also results in the consolidated
bank having an aggregate capital and surplus in excess of the aggregate
capital and surplus of the consolidating member banks, such cgnsoli-
dated bank shall file an application for additional stock, as provided in
Section I (c).

(¢) Certifying Increases of Federal Reserve Bank Stock.—Whenever
the capital stock of any Federal reserve bank slall be increased the board of
directors of such Federal reserve bank shall certify such increase to the Comp-

1 Section & of the Federal reserve act provides that “'Shares of the capital stock of Federal
reserve banks owned by member banks shall not be transferred or hypothecated.” This
provision prevents s transfer of Federal reserve bank stock by purchase, but does not pre-
vent a transfer by operation of law. When there is a merger of member banks involving the
liquidation of one of such banks and the purchasing of the assets of the liquidating bank by
the bank continuing in cxistence, it is hecessary for the liquidating bank to surrender its
Federnl reserve bank stock and for tht purchasing bank to apply for new stock. On the
other hand, if member banks consolidate, under & statute which does not require the liqui-
dation of any of the consolidating banks, and the assets and obligations of the consolidated
banks are transferred to the consolidated bank by operation of law, the consolidated bank
becomes the owner of the Federal reserve bank stock of the consolidating banks as soon as
the consolidation takes effect and such stock technically need not be surrendered. The
certificates of stock issued in the names of the consolidating banks, however, should be
surrendered and canceled, and a new certificate should be issued in lieu thereof in the new
name of the consolidated bank, as provided in Section III. A consolidation of national

bunks under tbe act of Congress entitled “An Act to provide for the consolidation of national
banking ussocintions,” approved November 7, 1918, mects ali of these conditions.
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troller of the Currency on F. R. B. Form 58, which is made a part of this
regulation. Such certifications shall be made quarterly ns of the last days
of December, March, June, and Scptember of cach year. A duplicate copy
of éach certificate shall be forwarded to the Federal Reserve Board.

SECTION 1f. DECREASE OF CAPITAL STOCK

(a) Reduction of Capital by Member Bank.—Whenever a member bank
reduces the amount of its paid-up capital stock and, in the case of reduction
of the paid-up capital of a national bank, such reduction has been approved
by the Comptroller of the Curreney and by the Federal Reserve Board in
accordance with the provisions of section 28 of the Federal reserve act, it
shall file with the Federal reserve bank of which it is a member an applica-
tion for the surrender and cancellation of stock on F. R. B. Form 60, which
is made a part of this regulation. When this application has been approved
by the Federal reserve agent and the Federal Reserve Board, the Fedcral
reserve bank shall accept and eancel the stock which the applying bank is
entitled to surrender and shall refund to the member bank the proportionate
amount due sueh bank on account of the stock canceled.

(b) Insolvency of Member Bank.—Whenever a member bank shall be
declared insolvent and a receiver appointed by the proper authorities; such
receiver shall, within six months from the date of his appointment, file
with the Federal reserve bank of which the insolvent bank is o member an
application on F. R. B, Form 87, which is made a part of this regulation, for
the surrender and eancellation of the stock held by such insolvent member
bank, and for the refund of all balances due to it. If the receiver shall fail
to make such application within the time specified, the Federal reserve agent
shall report the facts to the Federal Reserve Board with a recommendation
as to the action to be taken, whereupon the Federal Reserve Board will
f:ither issue an order to cancel such stock or, if the circumstances warrant
it, grant the receiver additional time in which to file such an application.
Upon approval of such an application by the Federal reserve agent and the
Federal Reserve Board, or upon the issuance of such an order by the Federal
Re.serve Board, the Federal reserve bank shall ecancel such stock and shall
adjust accounts between the member bank and the Federal reserve bank by
applying to any indebtedness of the insolvent member bank to such Federal
reserve bank all cash-paid subscriptions made by it on the stock canceled
with one-half of 1 per cent per month from the period of lnst dividend, if
earned, not to exceed the book value thereof, and the balance, if any, shall
be paid to the duly authorized receiver of such insolvent member bank.

{¢) Voluntary Liquidation of Member Bank.——Whenever o member bank
goes into voluntary liquidation and a liquidating agent is appointed, sucb
agent shall, within six months from the date of his appointment, file with the
I*.‘ederal reserve bank of which the liquidating bank is & member an applica-
tion on F. R. B. Form 86, if a national bank, and on ¥. R. B. Form 143, if &
State bank, which forms are made a part of this regulation, for the surrender
and cance_llation of the stock held by it and for the refund of all balanees due
to such liquidating member bank. If the liquidating agent shall fail to
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make such application within the time specified, the Federal reserve agent
shall report the facts to the Federal Reserve Board with a recommendation
as to the action to be taken, whereupon the Federal Reserve Board will cither
issue an order to caneel such stock, or, if the circumstances warrant it, grant
the liquidating agent additional time in which to file such an application.
Upon approval of such an application by the Federal reserve agent and the
Federal Reserve Board, or upon the issuance of such an order by the Federal
Reserve Board, the Federal reserve bank shall eancel such stock and shall
adjust accounts between the liquidating member bank and the Federal
reserve bank by applying to the indebtedness of the liquidating member bank
to such TFederal reserve bank all cash-paid subscriptions made by it on the
stock eanceled with one-half of 1 per cent per month from the period of last
dividend, if earned, not to exceed the book value thereof, and the balance,
if any, shall be paid to the duly authorized liquidating agent of such liquidat-
ing member bank. .

(d) Consolidation of Member Banks.—Whenever there is a consolidation
of two or more member banks which results in the consolidated bank acquir-
ing by operation of law (sce note 11 on p. 231) the Federal reserve bank stock
owned by the other consolidating banks, and which also results in the con-
solidated bank having a paid-up capital less than the aggregate paid-up
capital of the consolidating member banks, the consolidated bank shall file
with the Federal reserve bank of which it is a member an application for the
surrender and cancellation of stock on F. R. B. Form 60a, which is made a
part of this regulation. Upon the approval of this application by the Fed-
cral reserve agent and the Federal Reserve Board, the Federal reserve bank
shall accept and cancel the stock which the applying bank is entitled to
surrender, and shall refund to the applying bank the proportionate amount
due such bank on account of the stock canceled.

(e) Certifying Reductions of Federal Reserve Bank Stock.—All reductions
of the capital stock of 2 Federal reserve bank shall, in accordance with the
provisions of scction 6 of the Federal reserve act, be certified to the Comp-
troller of the Currency by the board of directors of such Federal rescrve
bank on F. R. B. Form 59, which is made a part of this regulation. Such
certifications shall be made quarterly as of the last days of December, 1\"-Iarch,
June, and September of cach year. A duplicate copy of each certificate
shall be forwarded to the Federal Reserve Board.

SECTION III. CANCELLATION OF OLD AND ISSUE OF NEW STOCE CERTIFICATES

Whenever a member bank changes its name or, by consolidation with
another member bank, acquires by operation of law {see note 11 on p. 231)
the Federal reserve bank stock previously held by such other member bank,
it shall surrender to the Federal rescrve bank the certificate of Federal
reserve bank stock which was issued to it under its old name, or which was
issued to such other member bank, The certificate so surrendered shall be
indorsed by the member bank surrendering it or by the member bank to
which it was originally issued and shall be accompanied by proper proof of
the change of name or consolidation. Upen receipt of such certificate of
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stock so indorsed, together with such proof, the Federal reserve bank shall
cancel the certificate so surrendered and shall issue in licu thereof to and in
the name of the member bank surrendering it a new certificate for the
number of shares represented by the certificate so surrendered, or if the
member bank is entitled to surrender some of the stock which is represented
by the surrendered certificate, and an application for the surrender and
caneellation of such stock is at the same time made in accordance with this
regulation, the new certificate shall be for the number of shares represented
by the surrendered certificate less the number of shares canceled pursuant
to such application. All cases where certificates of stock are surrendered
and new certificates issued in licu thercof and in a different name shall be
reported to the Federal Reserve Board by the Federal reserve agent.

REGULATIOX J, SERIES OF 1924
(Superseding Regulation J of 1920)

CHECK CLEARING AND COLLECTION

SECTION I. STATUTORY PROVISIONS

Scction 16 of the Federal reserve act authorizes the Federal Reserve
Bonrfi to require each Federal reserve bank to exercise the function of o
clearing house for its member banks, and seetion 13 of the Federal reserve
act, as amended by the act approved June 21, 1917, authorizes cach Federal
reserve bank to receive from any nonmember bank or trust company, solely
for the purposes of exchange or of collection, deposits of current funds in
lawful money, national-bank notes, Federal reserve notes, checks and
drafts payable upon presentation, or maturing notes and bills, provided
such nonmember bank or trust company maintains with its Federal reserve

bank a balance sufficient to offsct the items in transit held for its account
by the Federal reserve bank.

BECTION 1I. GENERAL REQUIREMENTS

In pursuance of the authority vested in it under these provisions of law,
the.Federal Reserve Board, desiring to afford both to the public and to the
various banks of the country a direct, expeditious, and economical system
o‘f check collection and settlement of balances, has arranged to have each
Federal reserve bank exercise the functions of a clearing house and collect
chfac_ks for such of its member banks as desire to avail themselves of its
pm.nleg:es m.:d for sueh nonmember State banks and trust companies as may
maintain with tl_le Federal reserve bank balances sufficient to qualify them
under the provisions of scction 13 to send items to Federal reserve banks for
purposes of e_xch:mge or of colleetion. Sueh nonmember State banks and
trust companies will hereinafter be referred to as nonmember clearing banks.
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Each Federal reserve bank shall excrcise the functions of a clearing
house and collect checks under the general terms and conditions hiercinafter
set forth.

SECTION II1. CHECKS RECEIVED FOR COLLECTION

(1) Each Federal reserve bank will receive at par from its member banks
and from nonmember clearing banks in its district, checks! drawn on all
member and nonmember elearing banks, and checks drawn on all other
nonmember buanks which are eollectable at par in funds acceptable to the
Federal reserve bank of the district in which such nonmember banks are
located.

(2) Each Federal reserve bank will receive at par from other Federal
reserve banks, and from all member and nonmember clearing banks in other
Federal reserve districts which are authorized to route direct for the credit of
their respective Federal reserve banks, checks drawn on all member and
nonmember clearing banks of its district, and checks drawn on all other
nonmember banks of its district which are collectable at par in funds accept-
able to the collecting Federal reserve bank.

(3) No Federal reserve bank shall receive on deposit or for collection any
check drawn on any nonmember bank which eannot be collected at par in
funds acceptable to the Federal reserve bank of the distriet in which such
nonmember bank is located.

BECTION IV. TIME SCHEDULE AND AVAILABILITY OF CREDITS

(1) Each Federal reserve bank will publish a time schedule showing the
time at which any item sent to it will be counted as reserve and become
available for withdrawal or other use by the sending bank. For all checks
received, the sending bank will be given immediate credit, or deferred
eredit, in accordance with such time schedule, and as provided below.

(2) For all such checks as are received for immediate credit in accordance
with such time schedule, immediate credit, subject to final payment, will
be given upon the books of the Federal reserve bank at full face value in the
Teserve account or clearing account upon day of receipt, and the proceeds
will at onee be counted as reserve and become available for withdrawal or
other use by the sending bank.

(3) For all such checks as are received for deferred credit in accordance
with such time schedule, deferred credit, subject to final payment, will be
entered upon the banks of the Federal reserve bank at full face value, but
the proceeds will not be counted as reserve nor become available for \\:ith-
firnwal or other use by the sending bank until such time as may be specified
in such time schedule,? at which time credit will be transferred from the

! A check is generally defined as a draft or order upon a bank or banking house, purporting
to be drawn upon a deposit of funds, for the payment at sll events of a certain sum of money
to the order of a certnin person therein named, or to him or his order, or to bearer, and

payable on demand. i
1 For rules for computation of resetves and penalties for deficiencies in reserves, see
Regulation D, Sections I snd IV, pp. 213 and 214.

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



236 FEDERAL RESERVE SYSTEM IN OPERATION

deferred account to the reserve account or clearing account subject to final
payment and will then be counted as reserve and beeome available for
withdrawal or other usc by the sending bank.

SECTION V. TERMS OF COLLECTION

The Federal Reserve Board hereby authorizes the Federal reserve banks
to handle such checks subject to the following terms and conditions; and
each member and nonmember clearing bank which sends checks to any
Tederal reserve bank for deposit or collection shall by such action be deemed
(a) to authorize the Federal reserve banks to handle such checks subject to
the following terms and conditions, (b) to warrant its own authority to give
the Federal reserve banks such authority, and (c) to agree to indemnify any
Federal reserve bank for any loss resulting from the failure of such sending
bank to have such authority. '

(1) A Federal reserve bank will act only as agent of the bank from which it
receives such checks and will assume no Hability except for its own negli-
gence and its guaranty of prior indorsements,.

(2) A Federal reserve bank may present such checks for payment or send
such checks for collection direct to the bank on which they are drawn or at
which they are payable, or in its discretion may forward them to another
agent with authority to present them for payment or send them for collec-
tion direet to the bank on which they are drawn or at which they are payable.

(3) A Federal reserve bank may in its discretion and at its option, either
directly or through an agent, accept either eash or bank drafts in payment of
or in remittance for such checks and shall not be held liable for any loss
resulting from the acceptance of bank drafts in liey of cash, nor for the failure
of the drawee bank or any agent to remit for such checks, nor for the non-
payment of any bank draft accepted in payment or as a remittance from the
drawee bank or any agent.

(4) Checks received by a Federal reserve bank on its member or non-
member clearing banks will ordinarily be forwarded or presented direct
to sueh banks, and such banks will be required to remit or pay therefor at par
in cash or bank draft acceptable to the collecting Federal reserve bank, or at
the option of such Federal reserve bank t{o authorize such Federal reserve
bank to charge their reserve accounts or clearing accounts; provided,
however, that any Federal reserve bank may reserve the right in its cheek
collection circular to charge such items to the reserve aceount or clearing
account of any such bank at any time when in any particular case the
Federal reserve bank deems it necessary to do so.

(8) Checks received by a Federal reserve bank payable in other districts
will be forwarded for collection upon the terms and conditions herein pro-
vided to the Federal reserve bank of the distriet in which such checks are
payable,

(8) The amount of any check for which payment in actually and finally
collected funds is not received shall be charged back to the forwarding
bank, regardless of whether or not the check itself can be returned.
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SECTION VI. OTHER RULES AND REGULATIONS

Each Federal reserve bank shall also promulgate rules and regulations
not inconsistent with the terms of the law or of this regulation, governing
the details of its check clearing and collection operations. Such rules and
regulations shall be set forth by the Federal reserve banks in their letters of
instruction to their member and nonmember clearing banks and shall be
binding upon any member or nonmember clearing bank which sends any
check to such Federal reserve bank for collection or to any other Federal
reserve bank for the acecount of such Federal reserve bank for collection.

REGULATION K, SERIES OF 1924
(Superseding Regulation K of 1923)

BANKING CORPORATIONS AUTHORIZED TO DO FOR-
EIGN BANKING BUSINESS UNDER THE TERMS OF
SECTION 25(a) OF THE FEDERAL RESERVE
ACT

SECTION I. ORGANIZATION

Any number of natural persons, not less in any case than five, may form
a Corporation! under the provisions of section 25(a) for the purpose of engag-
ing in international or foreign banking or other international or foreign
financial operations or in banking or other financial operations in a depend-
eney or insular possession of the United States either directly or through
the agency, ownership, or control of local institutions in foreign countries
or in such dependencies or insular possessions.

SECTION 1I. ARTICLES OF ASSOCIATION

Any persons desiring to organize a corporation for any of the purposes
defined in section 25(a) shall enter into articles of association (see F. R. B.
Form 151 which is suggested as o satisfactory form of articles of association)
}Vhich shall specify in general terms the objects for which the Corporation
is formed, and may contain any other provisions not inconsistent with law
which the Corporation may see fit to adopt for the regulation of its business
and the conduct of its affairs. 'The articles of associntion shall be signed by
cach person intending to participate in the organization of the Corporation
and when signed shall be forwarded to the Federal Reserve Board in whose
office they shall be filed.

BECTION III. ORGANIZATION CERTIFICATE

All of the persons signing the articles of association shall under their hands
make an organization certificate on F. R. B. Form 152, which is made a part
of this regulation, and which shall state specifically:

! Whenever these regulations refer to a corporation spelled with o capital C, they relate to
& corporation organized under section 253(a) of the Federal reserve act.
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First. The name assumed by the Corporation.

Second. The place or places where its operations are to be carried on.

Third. The place in the United States where its home office is to be
located.

Fourth. The amount of its capital stock and the number of shares into
which it shall be divided.

Fifth. The names and places of business or residences of persons execut-
ing the organization certificate and the number of shares to which each has
subseribed.

Gixth. The fact that the certificate is made to enable the persons sub-
scribing the same and all other persons, firms, companies, and eorporations
who or which may thereafter subscribe to or purchase shares of the capital
stock of such Corporation to avail themselves of the advantages of this
section.

The persons signing the organization certificate shall acknowledge the
execution thereof before a judge of some court of record or notary public
who shall certify thereto under the seal of such court or notary. Thercafter
the certificate shall be forwarded to the Federal Reserve Board to be filed
in its office.

SECTION IV, TITLE

Inasmuch as the name of the Corporation is subject to the approval
of the Federal Reserve Board, a preliminary application for that approval
should be filed with the Federal Reserve Board on F. R. B, Form 150,
which is made a part of this regulation. This application should state
fncrely that the organization of a Corporation under the proposed name
i8 contemplated and may request the approval of that name and its reserva-
tion for a period of 30 days. No corporation which issues its own bonds,
debentures, or other such obligations will be permitted to have the word
“bank” as a part of its title. No Corporation which has the word ““Fed-
era}” in its title will be permitted also to have the word ‘‘bank’’ as a part
of its title. So far as possible the title of the Corporation should indicate
the nature or reason of the business contemplated and should in no case
reser{xble the name of any other corporation to the extent that it might result
in misleading or deceiving the public as to its identity, purpose, connections,
or affiliations.

SECTION V. AUTHORITY TO COMMENCE BUSINESS

After the articles of association and organization certificate have been
made and filed with the Federal Reserve Board, and after they have been
app'roved by the Federal Reserve Board and a preliminary permit to begin
business has been issued by the Federal Reserve Board, the association shall
become and be a body corporate, but none of its powers except such as are
incidental and preliminary to its organization shall be exercised until it has
been formally authorized by the Federal Reserve Board by a final permit
generally to commence business.

Before the Federal Reserve Board will issue its final permit to commence
business, the president or cashier, together with at least three of the direc-
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tors, must certify (a) that each director clected is a citizen of the United
States; (b) that a majority of the shares of stock is owned by citizens of the
United States, by corporations the controlling interest in which is owned by
citizens of the United States, chartered under the laws of the United States,
or by firms or companies the controlling interest in which is owned by citizens
of the United States; and (¢) that of the authorized capital stock specified
in the articles of association at least 25 per cent has been paid in in eash and
that cach sharcholder has individually paid in in cash at least 25 per cent of
his stock subscription. Thereafter the cashier shall certify to the payment
of the remaining installments as and when each is paid in, in accordance with
law.
SECTION VI. CAPITAL STOCK

No corporation may be organized under the terms of section 25(a) with
a capital stock of less than $2,000,000. The par value of each share of stock
shall be specified in the articles of association, and no Corporation will be
permitted to issue stock of no par value. If there is more than one class of
stock, the name and amount of cach class and the obligations, rights, and
privileges attaching thereto shall be set forth fully in the articles of associa-
tion. Each class of stock shall be so named as to indicate to the investor
as nearly as possible what is its character and to put him on notice of any
unusual attributes.

SECTION VII, TRANSFERS OF STOCK

Section 25(a) provides in part that—

A majority of the shares of the eapital stock of any such corporation shall
at all times be held and owned by the citizens of the United States, by cor-
porations the controlling interest in which is owned by citizens of the United
States, chartered under the laws of the United States or of a State of the
United States, or by firms or companies the controlling interest in which is
owned by citizens of the United States.

In order to insure compliance at all times with the requirements of this
provision after the organization of the Corporation, shares of stock shall be
issuable and transferable only on the books of the Corporation. Every
application for the issue or transfer of stock shall be accompanied by an
affidavit of the party to whom it is desired to issue or transfer stock, or by
his or its duly authorized agent, stating-—

In the Case of an Individual.—(a) Whether he is or is not a citizen of the
United States and, if a citizen of the United States, whether he is a natural-
born citizen or a citizen by naturalization, and if naturalized, whether he
remains for any purpose in the allegiance of any foreign sovereign or State;
(b) whether there is or is not any arrangement under which he is to hold the
shares or any of the shares which he desires to have issued or transferred to
him, in trust for or in any way under the control of any foreign State or any
fOTCigner, foreign corporation, or any corporation under foreign control; and
if 50, the nature thereof. .

In the Case of a Corporation.—(a) Whether such corporation is or is .not
chartered under the laws of the United States or of a Statc of the United
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States. If it is not, no further declaration is necessary, but if it is, it must
also be stated (b) whether the controlling interest in such corporation is
or is not owned by citizens of the United States, and (¢) whether there is or
is not any arrangement under which such corporation will hold the shares
or any of the shares if issued or transferred to such corporation in trust
for or in any way under the control of any foreign State or any foreigner
or foreign corporation or any corporation under foreign control; and if so,
the nature thereof.

In the Case of a Firm or Company.~-(a) Whether the controlling interest
in such firm or company is or is not owned by citizens of the United Stntes;
and, if 80, (b) whether there is or is not any arrangement under which such
firm or company will hold the shares or any of the shares if issued or trans-
ferred to such firm or company in trust for or in any way under the control
of any foreign State or any foreigner or foreign corporation or any corpora-
tion under foreign control; and if so, the nature thereof.

The Board of directors of the Corporation, whether acting directly or
through an agent, may, before making any issue or transfer of stock, require
such further evidence as in their discretion they may think necessary in
order to determine whether or not the issue or transfer of the stock would
result in a violation of the Iaw. No issue or transfer of stock which would
cause 50 per cent or more of the total amount of stoek issued or outstanding
to be held contrary to the provisions of the law or these regulations shall
be made upon the books of the Corporation. The decision of the board
of directors in each case shall be finnl and conclusive and not subject to any
question by any person, firm, or corporation on any ground whatsoever.

If at any time by reason of the fact that the holder of any shares of the
Corporation ceases to be a citizen of the United States, or, in the opinion of
the board of directors, becomes subject to the control of any foreign State or
foreigner or foreign corporation or corporation under foreign control, 50
per cent or more of the total amount of capital stock issued or outstanding is
hgld contrary to the provisions of the law or these regulations, the board of
directors may, when apprised of that fact, forthwith serve on the holder of
the shares in question a notice in writing requiring such holder within two
months to transfer such shares to a citizen of the United States, or to a firm,
company, or corporation approved by the board of directors as an eligible
stockholder. When such notice has been given by the board of directors
the shares of stock so held shall cease to confer any vote until they have been
transferred as required above and if on the expiration of two months after
such notice the shares shall not have been so transferred, the shares shall
be forfeited to the Corporation.

. The b_oard of directors shall prescribe in the by-laws of the Corporation
approp.nate regulations for the registration of the shares of stock in accord-
ance.mth the terms of the law and these regulations. The by-lawa must also
provide that the certificates of stock issued by the Corporation shall contain
provisions sufficient to put the holder on notice of the terms of the law

and the rcgulations of the Federal Reserve Board defining the limitations
upon the rights of transfer.
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SECTION VL. OPERATIONS IN THE UNITED STATES

No Corporation shall carry on any part of its business in the United States
except such as shall be incidental to its international or foreign business.
Agencies may be established in the United States with the approval of the
Federal Reserve Board for specific purposes, but not generally to carry on
the business of the Corporation.

SECTION IX. INVESTMENTS IN THE STOCK OF OTHER CORPORATIONS

It is contemplated by the law that a Corporation shall conduct its business
abroad either directly or indirectly through the ownership or control of
corporations, and it is accordingly provided that with the consent of the
Federal Rescrve Board a Corporation may invest in the stock, or other
certificates of ownership, of any other corporation organized—

(a) Under the provisions of section 25(a) of the Federal reserve Act;

(b) Under the laws of any foreign country or a colony or dependency
thereof;

{¢) Under the laws of any State, dependency, or insular possession of
the United States;
provided, first, that such other corporation is not engaged in the general
business of buying or selling goods, wares, merchandise, or commodities in
the United States; and second, that it is not transacting any business in
the United States except such as is ineidental to its international or foreign
business,

Except with the approval of the Federal Rescrve Board, no Corporation
shall invest an amount in excess of 15 per cent of its capital and surplus
in the stock of any corporation engaged in the business of banking, or an
amount in excess of 10 per cent of its capital and surplus in the stock of any
other kind of corporation.

No Corporation shall purchase any stock in any other corporation organ-
‘ized under the terms of scction 25(a) or under the laws of any State, which is
in substantial competition therewith, or which holds stock or certificates of
ownership in corporations which are in substantial competition with the
purchasing Corporation. This restriction, however, does not apply to cor-
porations organized under foreign laws.

SECTION X. BRANCIES
No Corporation shall cstablish any branches except with the nppl_'oval 91’
the Federa]l Reservé Board, and in no case shall any branch be established in
the United States. :

BECTION XI. ISSUE OF DEBENTURES, BONDS, AND PROMISSORY NOTES

Approval of the Federal Reserve Board.—No Corporation shall make
any public or private issue of its debentures, bonds, notes, or other such
obligations without the approval of the Federal Rescrve Board, but t.his
Testriction shall not apply to notes issued by the Corporation in borrowing
from banks or bankers for temporary purposes not to exceed one year. tI‘he
approval of the Federal Rescrve Board will be based solely upon the right
of the Corporation to make the issue under the terms of this regulation
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and shall not be understood in any way to imply that the Federal Reserve
Board has approved or passed upon the merits of such obligations as an
investment. The Federal Reserve Board will consider the general character
and scope of the business of the Corporation in determining the amount of
debentures, bonds, notes, or other such obligations of the Corporation which
may be issued by it.

Application.—Every application for the approval of any such issue
by a Corporation shall be accompanied by (1) a statement of the condition
of the Corporation in such form and as of such date as the Federal Reserve
Board may require; (2) a detailed list of the securities by which it is proposed
to secure such issue, stating their maturities, indorsements, guarantics, or
collateral, if any, and in general terms the nature of the transaction or trans-
actions upon which they were based; and {(3) such other data as the Federal
Reserve Board may from time to time require.

Advertisements.—No circular letter, or other document advertising the
issue of the obligations of a Corporation shall state or contain any reference
to the fact that the Federal Reserve Board has granted its approval of the
issue to which the advertisement relates. This requirement will be enforced
strictly in order that there may be no possibility of the public’s misconstru-
ing such a reference to be an approval by the Federal Reserve Board of the
merits or desirability of the obligations as an investment.

SECTION XII. SALE OF FOREIGN SECURITIES

Approval of the Federal Reserve Board.—No Corporation shall offer
for sale any foreign securities with its indorsement or guaranty, except with
the approval of the Federal Reserve Board, but such approval will be based
solely upon the right of the Corporation to make such a sale under the terms
of this regulation and shall not be understood in any way to imply that the
F_edeml Reserve Board has approved or passed upon the merits of such secur-
ities as an investment.

Application.—Every application for the approval of such sale shall be
accompanied by a statement of the character and amount of the sccurities
proposed to be sold, their indorsements, guaranties, or collateral, if any, and
such other data as the Federal Reserve Board may from time to timerequire.

Advertisements.—No circular, letter, or other document advertising:
the sale of foreign securities by a Corporation with its indorsement or
guaranty shall state or contain any reference to the fact that the Federal

Reserve Board has granted its approval of the sale of the securities to which
the advertisement relates.

BECTION XIII. ACCEPTANCES

Kinds.—Any Corporation may accept (1) drafts and bills of exchange
drawn upon it which grow out of transactions involving the importation
or exportation of goods, and (2) drafts and bills of exchange which are
dm_wn by banks or bankers located in foreign countries or dependencies
or insular possessions of the United States for the purpose of furnishing
doll.ar exchange as required by the usages of trade in such countries, depend-
encies, and possessions, provided, however, that, escept with the approval of
the Federal Reserve Roard and subject to such limitations as it may pre-
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scribe, no Corporation shall exercise its power to accept drafts or bills of
exchange if at the time such drafts or bills are presented for acceptance it
has outstanding any debentures, bonds, notes, or other such obligations
issued by it.

Maturity.—Except with the approval of the Federal Reserve Board, no
Corporation shall aceept any draft or bill of exchange which grows out of a
transaction involving the importation or exportation of goods with a maturity
in excess of six months, or shall accept any draft or bill of exchange drawn
for the purpose of furnishing dollar exchange with a maturity in excess of
three months.

Limitations.—(1) Individual drawers: No acceptances shall be made for
the account of any one drawer in an amount aggregating at any time in
excess of 10 per cent of the subscribed capital and surplus of the Corporation,
unless the transaction be fully secured or represents an exportation or
importation of commodities and is guaranteed by a bank or banker of
undoubted solvency. (2) Aggregates: Whenever the aggregate of accept-
ances outstanding at any time (a) exceeds the amount of the subseribed
capital and surplus, 50 per cent of all the acceptances in excess of the amount
shall be fully sccured; or (b) cxceeds twice the amount of the subscribed
capital and surplus, all the acceptances outstanding in excess of such amount
shall be fully secured. (The Corporation shall elect whichever requirement
{a) or (b) calls for the smaller amount of sccured acceptances.) In no event
shall any Corporation have outstanding at any one time acceptances drawn
for the purpose of furnishing dollar exchange in an amount aggregating
more than 50 per cent of its subscribed capital and surplus.

Reserves.—Against all acceptances outstanding which mature in 30
days or less a reserve of at least 15 per cent shail be maintained, and against
all acceptances outstanding which mature in more than 30 days a reserve of
at least 3 per cent shall be maintained. Reserves against acceptances
must be in liquid assets of any or all of the following kinds: (1) Cash; (2)
balances with other banks; (3) bankers’ acceptances; and (4) such securities
ag the Federal Reserve Board may from time to time permit.

SECTION XIV. DEPOSITS

In the United States.—No Corporation shall receive in the United Sta'tes
any deposits except such as are incidental to or for the purpose of carrying
out transactions in foreign countries or dependencies of the United States
where the Corporation has established agencies, branches, cor_rcspondents,
or where it operates through the ownership or control of subsidiary corpora-
tions. Deposits of this character may be made by individuals, firms, banks,
or other corporations, whether foreign or domestic, and may be time deposits
or on demand. .

Outside the United States.—Outside the United States a Corporation
may reeeive deposits of any kind from individuals, ﬁrn.ls, banks, or oth.er
Corporations, provided, however, that if such corporut_xon .lxas any of '1ts
bonds, debentures, or other such obligations outstanding it may receive
abroad only such deposits as are incidental to the conduct of its exchange,

discount, or loan operations.
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Reserves.—Against all deposits received in the United States a rescrve of
not less than 13 per cent must be maintained. This reserve may consist
of cash in vault, a balance with the Federal reserve bank of the district in
which the head office of the Corporation is located, or a balance with any
member bank. Against all deposits received abroad the Corporation shall
maintain such reserves as may be required by local laws and by the dictates
of sound business judgment and banking principles.

SECTION XV. GENERAL LIMITATIONS AND RESTRICTIONS

Liabilities of One Borrower.—The total liabilities to a Corporation of
any person, company, firm, or corporation for money borrowed, including
in the lisbilities of a company or firm the liabilitics of the several members
thereof, shall at no time exceed 10 per cent of the amount of its subscribed
capital and surplus, except with the approval of the Federal Reserve Board:
Provided, however, That the discount of bills of exchange drawn in good
faith against actually existing values and the discount of commercial or
business paper actually owned by the person negotiating the same shall not
be considered as money borrowed within the meaning of this paragraph.
The liability of a customer on account of an acceptance made by the
Corporation for his account is not a liability for money borrowed within the
meaning of this paragraph unless and until he fails to place the Corporation
in funds to cover the payment of the acceptance at maturity or unless the
Corporation itself holds the acceptance.

Aggregate Liabilities of the Corporation.—The aggregate of the Corpora-
tion’s tabilities outstanding on account of aceeptances, average domestic
and foreign deposits, debentures, bonds, notes, guarantics, indorsements,
and other such obligations shall not exceed at any one time ten times
the amount of the Corporation’s subscribed capital and surplus except with
the approval of the Federal Reserve Board. In determining the amount
of the liabilities within the meaning of this paragraph, indorsements of bills
of exchange having not more than six months to run, drawn and accepted
by others than the Corporation, shall not be included.

Operations Abroad.—Except as otherwise provided in the law and these
regulations, a Corporation may exercise abroad not only the powers specifi-
cally set forth in the law but also such incidental powers as may be usual in
the determination of the Federal Reserve Board in connection with the
transaction of the business of banking or other financial operations in the
countries in which it shall transact business. In the exercise of any of these
powers abroad a Corporation must be guided by the laws of the country in
which it is operating and by sound business judgment and banking principles.

SECTION XVI. MANAGEMENT

The directors, officers, or employees of a Corporation shall exercise
their rights and perform their duties as directors, officers, or employees,
with due regard to both the letter and the spirit of the law and these regula-
tions. For the purpose of these regulations the Corporation shall, of course,
be responsible for all acts of omission or commission of any of its directors,
officers, employees, or representatives in the conduct of their official duties.
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The character of the management of a Corporation and its general attitude
towurd the purpose and spirit of the law and these regulations will be
considered by the Iederal Reserve Board in acting upon any application
made under the terms of these regulations.

SECTION XVII. REPORTS AND EXAMINATIONS

Reports.—Each Corporation shall make at least two reports annually
to the Federal Reserve Board at such times and in such form as it may
require,

Examinations.—Each Corporation shall be examined at least once a year
by examiners appointed by the Federal Reserve Board. The cost of
examinations shall be paid by the Corporation examined.

SECTION XVIII. AMENDMENTS TO REGULATIONS

These regulations are subject to amendment by the Federal Reserve
Board from time to time, provided, however, that no such amendment
shall prejudice obligations undertaken in good faith under regulations in
cffect at the time they were assumed.

REGULATION L, SERIES OF 1924
(Superseding Regulation L of 1923)

INTERLOCKING BANK DIRECTORATES UNDER THE
CLAYTON ACT

SECTION 1. DEFINITIONS

Within the meaning of this regulation—-

The term ‘“member bank” shall apply to any national bank and any State
bank or trust company which is & member of the Federal reserve system.

The term “national bank ” shall be construed to apply not only to national
banking associations but also to banks, banking associations, and trust
companies organized or operating under the laws of the United States,
including all banks and trust companies doing business in the District of
Columbin, regardless of the sources of their charters,

The term “resources” shall be construed to mean an amount equal
to the sum of the deposits, capital, surplus, and undivided profits.

The term ““State bank” shall include any bank, banking association, or
trust company incorporated under State law. .

The term “private banker” shall apply to any unincorporated individual
engaging in one or more phases of the banking business as that term is
generally understood and to any member of an unincorporated firm engaging
n such business.

The term “Edge Act” shall mean section 25(a) of the Federal reserve
act, a8 amended December 24, 1919, )

The term “ Edge corporation” shall mean any corporation organized under
the provisions of the Edge Act. .

The term ‘“city of over 200,000 inhabitanis” includes any city, incorpor-
ated town, or village of more than 200,000 inhabitants, as shown by the
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last preceding decennial census of the United States. Any bank located
anywhere within the corporate limits of such city is located in a city of over
200,000 inhabitants within the meaning of the Clayton Act, even though it
is located in a suburb of an outlying district at some distance from the
principal part of the city.

SECTION II. PROHIBITIONS OF CLAYTON ACT

Under section 8 of the Clayton Antitrust Act—

(1) No person who is a director or other officer or employee of a national
bank having resources aggregating more than $5,000,000 can legally serve
at the same time as director, officer, or employce of any other national
bank, regardless of its location.

(2) No person who is a director in a State bank or trust company having
resources aggregating more than $35,000,000 or who is a private banker
having resources aggregating more than $3,000,000 can legally serve at the
same time as director of any national bank, regardless of its location.

(3) No person can legally be a dircctor, officer, or employee of  national
bank located in a city of more than 200,000 inhabitants who is at the same
‘time a private banker in the same city or a director, officer, or employee of
any other bank (State or national) located in the same city, regardless of
the size of such bank.

The eligibility of a director, officer, or employee under the foregoing
provisions is determined by the average amount of deposits, capital, surplus,
and undivided profits as shown in the official statements of such bank,
banking association, or trust company filed as provided by law during the
fiscal year next preceding the date set for the annual election of directors,
and when a director, officer, or employee has been elected or sclected in
accordance with the provisions of the Clayton Act it is lawful for him to
continue as such for one year thereafter under said election or employment.

When any person elected or choscen as a director, officer, or employee of
any bank is eligible at the time of his election or selection to act for such bank
in such capacity his eligibility to act in such capacity is not affected by reason
of any change in the affairs of such bank from whatsoever cause until the
expiration of one year from the date of his election or employment,

SECTION IIl. EXCEPTIONS

The provisions of section 8 of the Clayton Act—

{1) Do not apply to mutual savings banks not having a capital stock
represented by shares. -

(2) Do not prohibit a person from being at the same time a director, officer,
or employee of a national bank and not more than one other national bank,
State bank, or trust company, where the entire capital stock of one is owned
by the stockholders of the other.

(3) Do not prohibit a person from being at the same time a class A director
of a Federal reserve bank and also an officer or director, or both an officer and
a director, in one member bank.

(4) Do not prohibit a person who is serving as director, officer, or employee
of a national bank, even though it has resources aggregating over $5,000,000
from serving at the same time as director, officer, or employee of any number
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of State hanks and trust companies, provided such State institutions arce
not located in the same city of over 200,000 inhabitants as the national
bank and do not have resources aggregating in the case of any one bank
more than $3,000,000.

(5) Do not prohibit a person from serving at the same time as director,
officer, or employce of any number of national banks, provided no two of
them are located in the same city of over 200,000 inhabitants and no one of
them has resources aggregating over $5,000,000.

(6) Do not prohibit a person who is not a director, officer, or employee of
any national bank from serving at the same time as officer, director, or
employce of any number of State banks or trust companies, regardless of
their locations and resources.

(7} Do not prohibit a person who is an officer or employee but not a direc-
tor of a State bank from serving as director, officer, or employee of a national
bank, even though either or both of such banks have resources aggregating
over $5,000,000, provided both banks are not located in the same city of
over 200,000 inhabitants,

(8) Do not prohibit a person who is an officer or employee but not a direc-
tor of a national bank from serving at the same time as director, officer, or
cmployee of a State bank, even though either or both of such banks have
resources aggregating over $5,000,000, provided both banks are not located
in the same city of over 200,000 inhabitants.

(9) Do not apply to persons who have obtained the consent or approval
of the Federal Reserve Board under the provisions of the Kern amendment,
section 25 of the Federal reserve act, or the Edge Act, as hereinafter
provided.

Exceptions Cumulative.—The above exceptions are cumulative.

SECTION IV. PERMISSION OF THE FEDERAL RESERVE BOARD UNDER KERN
AMENDMENT

By the Kern amendment, approved May 15, 1916, as amended May 26,
1920, the Clayton Act was amended so as to authorize the Federal Reserve
Board to permit any private banker or any officer, director, or employee of
any member bank or class A director of a Federal reserve bank to serve as
director, officer, or employee of not more than two other ba‘nllcs, banking
associations, or trust companies coming within the prohibitions of' 1.;he
Clayton Act, provided such other banks are not in substantial competition
with such private banker or member bank. .

Substantial Competition.—If the institutions involved are not in S}lb-
stantial eompetition, the board is authorized, in its discretion., to grant, .\V'lth-
hold, or revoke such consent; but if they are in substantial competition,.
the board has no discretion in the matter and must refuse such f:onsent._

The board has adopted the following statement of general principles for its
guidance in determining whether banks are in substantial competition within
the meaning of the Kern amendment to the Clayton Act: -

“In general, two banks will be deemed to be in substanti.al compem:,xon
if they actually compete for a considersble amount of business, i.e, if a
considerable portion of the business of each is of the same character and in
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doing or seeking such business they actually compete for the same customers
or prospective customers, regardless of whether or not it is probable or
possible that an interlocking directorate between them would result in
injury to the public by making credit less available. If the statcments of
two banks show that each has a considerable amount of the same class of
deposits or loans and it appears from the evidence submitted that they are so
located as to be in a position to serve the same customers conveniently,
the board will presume, in the absence of evidence to the contrary, that they
are in substantial competition. This presumption may be recbutted, how-
ever, by any evidence showing that they are not actually competing for
such business, e.g., that they actually serve different classes of customers,
that the business in question is not actually sought by one bank but is
merely incidental to its other business, or that competition has already been
eliminated through common stock ownership. The existence of substantial
competition, however, may be shown by evidence other than that described
above.”

This is not intended as a precise definition of the term ‘‘substantial
competition,” but merely as a broad statement of the general principles
which will be observed by the Federal Reserve Board in determining whether
banks are in substantial competition. Whether or not substantial competi-
tion exists in any particular case is a question of fact which must be deter-
mined in the light of all the facts and circumstances involved in such case.

Burden of Proof.—Inasmuch as the Federal Reserve Board has no power
to permit a person to serve two or more banks coming within the prohibitions
of the Clayton Act unless the institutions involved are not in substantial
competition, the applicant for such permission has the burden of proving to
the board that such institutions are not in substantial competition.

When Obtained.—Inasmuch as the Kern amendment excepts from the
prohibitions of the Clayton Act only those “who shall first procure the con-
sent of the Federal Reserve Board,” it is a violation of the law to serve two
or more institutions in the prohibited classes before such consent has been
obtained. Such consent should be obtained, therefore, before becoming an
officer, director, or cmployee of more than one bank in the prohibited classes.
Such consent may be procured before the person applying therefor has been
elected as a class A director of a Federal reserve bank or as s director of any
member bank.

Applications for Permission.—-A person wishing to obtain the permission
of the Federal Reserve Board to serve banks coming within the prohibitions
of the Clayton Act should:

(1) Make formal application on F. R. B. Form 94, or, if a private banker,
F. R. B. Form 94d. Each of these forms is made & part of this regulation.

(2) Ol?tain from each of the banks involved a statement on ¥. R. B. Form
94:1! which is made a part of this regulation, showing the character of its
busm-ess, t?gether with a copy of its last published statement of condition,
and, if a ptivate banker, make a statement on F. R. B. Form 94e showing the
character of his or his firm’s business.

(3) Forward all these papers to the Federal reserve agent of his district,
who will attach his recommendation on ¥, R. B. Form 04b, which is made
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a part of this regulation, and forward them in due course to the Federal
Reserve Board.

Approval or Disapproval.—As soon as an application is acted upon by the
board, the applicant will be advised of the action taken.

If the board approves the application, a formal certificate of permission
to serve on the banks involved will be issued to the applicant.

Rehearing.—If the board decides that the banks are in substantial
competition and that it can not approve the application, it will, upon
petition of the applicant, reconsider its decision and afford him every
opportunity to present any additional facts or arguments bearing on the
subject.

Effect of Permits.—Permission once granted is continuing until revoked,
and need not be renewed.

Revocation.—All permits, however, are subject to revocation at any
time in the discretion of the Federal Reserve Board. The issuance of a
permit to any person shall have the effect of revoking any or all permits
which may have been issued previously to that person.

SECTION V. PERMITS UNDER SECTION 25 OF THE FEDERAL
RESERVE ACT

With the approval of the Federal Rescrve Board, any director, officer,
or employee of a member bank which has invested in the stock of any
corporation principally engaged in international or foreign banking or
financial operations or banking in a dependency or insular possession of the
United States, under the provisions of section 25 of the Federal reserve act,
may &erve as director, officer, or employee of any such foreign bank or
financinl corporation.

Applications for Approval.—The approval of the Federal Reser\(e ‘Board
for such interlocking directorates may be obtained through an informal
application in the form of a letter addressed to the Federal Reserve Board
either by the officer, director, or employee involved, or in his behalf l?y one
of the banks which he is serving. Such application should be sent directly
to the Federal Reserve Board.

SECTION VI. PERMITS TO SERVE EDGE CORPORATIONS

With the approval of the Federal Reserve Board—

(1) Any officer, director, or employee of any member bank may serve {‘lt
the same time as dircctor, officer, or employce of any Edge corporation in
whose capital stock the member bank shall have invested. .

(2) Any officer, director, or employee of any Edge corporation may serve
at the same time as officer, director, or employee of any other corporation
in whose eapital stock such Edge corporation shall have invested under the
Provisions of the Edge Act. )

Applications for Approval.—Such approval may be obtained through an
informal application in the form of a letter addressed to the Fedfzral‘Reservc
Board either by the director, officer, or employee involvefl, or in his behalf
by one of the banks or corporations involved. Such applications should be
sent directly to the Federal Reserve Board,
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APPENDIX C
FEDERAL RESERVE BANK DEVELOPMENTS: 1914-1924

1.—EanNING AsseTs oF FEDERAL REserve Banks, 1914-1924

(In thousands of dollars)

Bills discounted
.]31"8 bought Total bills [United States{ Municipal [Total earning
Date Sccured by in open mar- .
on hand gecuritics warrantst asscts
U. 8. govern- ket
b2 A Other Tatal
[ ment oblign-
< .
tions!
1014:
Nov. 27,0 ciievieeiinind]ecnennninn $ 7.383 | § 7883 1...iiinnnnnn $ %12~ T PP veveenad] 8 7.383
Dee. 8l.vviiiveierinndoniniiinn 9,909 0,000 §........ ..., 9,009 1 205 $§ 734 10,848
1915
Jan. 20..... P $§ 13,9358 13,955 {............ $ 13,955 $ 13,180 |......... Ll 8 27,135
Feb.26..cc00vvenennn. P 20,409 20,469 )..oiieiinnns 20,469 17,417 |..... PO 37,886
Mar. 20....cinvvvennvraficnananeinn. 31,683 31,683 |...... e 31,683 21,570 {.....onan 53,262
Apr.30... . viiveiiinn i 36,586 36,586 |.......... .. 36,586 25,469 ... .. 62,055
May 28..0vcvevvvvnnnnna]oniniian, $ 33,051 |¢% 33951} % ..... ... 8 33,951 $ 0,047 $23,.004 { § 63,002
June 28, ... L e 25,9060 25,996 10,370 36,375 7,601 11,509 556,485
July 30. e e e 29,102 29,102 11,623 40,727 7,923 16,107 64,767
Aug. 27....... [P . e 20,275 20,275 13,561 42,839 8,830 25,808 77,485
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Sept. 24, c0iiirvaieae e ..] & 31,373 31,373 $§ 13,058 44,431 $ 9,328 824,045 78,704
30,448 30,448 13,019 44,067 10,505 25,014 70,586
32,704 32,794 16,179 48,073 12,919 27,308 89,200
32,368 32,368 23,013 55,381 15,797 12,220 83,398
$ 26,901 26,901 $ 26,314 53,215 $ 21,372 $20,602 935,189
22,827 22,827 29,054 51,881 20,632 25,403 106,016
Mar, 31....... [ [ . 21,267 21,267 40,408 61,675 40,275 33,015 134,965
APr.28.. . i iiiiane]eee, Geeanne 21,448 21,448 47,585 09,033 49,681 36,933 155,647
May 26........0000.00t [ $ 20,365 20,365 $ 52,708 73,073 $ 55,782 $44,0406 173,801
June 30 [ e 21,188 21,188 71,005 02,283 67,129 22,67% 172,083
July 28 crrrrese Cieeaens 27,5694 27,504 83,454 111,048 56,581 27,220 191,819
Aug. 25......... P enaans 27,032 27,032 82,146 109,178 55,001 27,803 192,042
Sept. 20..... tereteceaans feeeaeans $ 25,053 25,053 $ 80,625 108,578 $ 53,471 $24,028 184,077
Oot. 27, ..o . 21,131 21,131 86,085 107,216 51,904 20,800 180,010
o Nove 24 20,501 20,501 102,002 122,593 50,504 22,1068 195,353
& Pee.20.........000. P . 30,196 30,106 127,497 157,603 55,414 8,075 222,082
1017: .
Jan, 20....... Creereanas ‘e $ 15,711 15,711 $ 07,607 113,408 $ 55,769 $12,249 181,426
Feb.23.........0000viil]ee ‘e 20,266 20,266 123,966 144,232 48,118 17,124 200,474
Mar, 30, .0ivveieninn]eonnnnnanns, 20,106 20,106 84,473 104,570 47,700 15,715 167,004
Apr.27....iiiviiiiiennn Cereeeaes 35,043 35,043 71,400 100,443 117,818 14,009 239,260
May 25........ erreeaas $ 1,900 45,687 47,587 $107,377 154,964 $117.058 $14,0675 287,207
June 20......... [ 25,646 193,5462 219,092 202,270 421,362 70,728 2,446 494,536
July 27.......... 12,670 125,789 138,459 195,097 333,550 76,953 1,409 411,978
Aug. 8l...ciiiiiianaannn 11,867 135,448 147,315 154,001 301,906 77,927 1,230 381,063

1 Figures to Nov. 30, 1917, inclusivo, represent only member banks’ collateral notes sceured by Government war obligations and are exclusive

of customers’ paper similarly sceured, the amount of which, however, was small.
? Includes loans on gold coin and bullion—$21,850,000.
3 Includes bill of lading drafts as follows: Jan. 25, $2,705,000; Feb. 21, $2,824,000; Mar. 29, $2,094,000; Apr. 26, $2,168,000; May 31, $235,000;

June 28, $12,000; July 26, $37,000; Sept. 27, $31,000.
¢ All other carning sssets beginning with Feb., 1924,
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1,—EARNING AssETS oF FepenaL REsErveE Banks, 1914-1924—Continued.

(In thousands of dollars)

Bills discounted
Dato Secured by 3'1;;:;0:?:: Total bills |United .S.mtea Municipal [Total carning
U. S. govern- ket on hand sccurities warrantsd assets
. Other Total
ment oblign-
tionst
1017 .
Sept. 28, i $ 65,023 | § 167,616 | $ 233,530 $176,169 $ 409,708 $ 95,005 $ 224 $ 504,037
209,230 187,864 397,094 177,500 574,084 110,042 233 084,959
405,008 350,790 756,398 205,454 061,852 80,000 1,429 1,052,377
283,421 397,285 680,706 275,366 056,072 107,233 1,005 1,064,310
Jan. 25, ... .. .00 $ 312,520 18 315,142 | $ 627,062 $273,912 $ 901,574 $123,104 $ 4,002 | $1,029,670
Feb. 21 ................ 263,905 245,620 509,534 206,170 805,701 222,657 3.4303 1,031,797
Mar, 28-29.............. ‘301,451 281,777 583,228 304,065 887,203 310,769 3,523 1,201,685
Apr.20...... ... ... ... . 642,429 259,314 901,743 302,844 1,204,587 78.853 3,722 1,286,162
b £15°28: 3 R $ 502,003 [ § 334,364 | $ 897,357 $256,373 $1,153,730 $146,024 $ 736% | $1,301,390
June28. ... ... ..., 434,509 434,666 869,175 216,848 1,086,023 259,066 23s 1,345,112
July 26......... ...l 673,231 628,920 1,302,151 205,274 1,507,425 57,012 1033 1,564,510
Aug. 30, e 896,228 531,967 1,428,195 232,603 1,660,798 56,122 67 1,716,987
Sept. 27....... ..ol $1,221,533 | § 491,897 | $1,713.430 $288,391 $2,001,821 § 78,643 $ 102 | $2,080,560
Oct. 25,00 1,002,417 453,747 1,546,164 398,623 1,944,787 350,311 ‘24 2,205,122
Nov. 20.........0000vt 1.412,511 402,684 1,815,195 375,341 2,190,530 121,790 27 2,312,359
Dee. 27.....vvnnninns 1,400,371 302,567 1,702,938 303,673 2,008,611 311,546 13 2,318,170
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1916:

$1,357,571
1,667,965
1,691,010
1,760,672

$1,802,893
1,573,483
1,616,210
1,609,296

$1,5672,503
1,681,082
1,736,033
1,510,364

$1,457,802
1,572,080
1,441,015
1,465,320

$1,447,9062
1,277,980
1,241,017
1,314,830

$1,220,423
1,203,005
1,102,425
1,141,038

243,557
211,855
195,230
189,740

186,499
244,557
251,392

205,838

300,779
447,465
478,176
684,514

716,465
880,531

1,008,215
1,060,751

~
xi
"
. 5
"

,578,098

£1,601,128
1,879,820
1,886,240
1,050,412

£1,980,302
1,818,040
1,867,602
1,815,134

$1,882,282
2,128,047
2,214,209

2,104,878

$2,174,357
2,453,511
2,419,230
2,535,071

$£2,510,431
2,431,704
2,401,630
2,667,127

82,704,464
2,801,297
2,735,400
2,710,134

$281,202
276,919
248,107
185,822

$183,650
304,558
375,556
363,138

$342,401
304,355
495,505
585,212

£561,313
631,367
451,879
407,247

$118,600
300,185
345,305
321,065

$307,024
208,375
247,703
255,702

$1,882,421
2,156,739
2,134,347
2,136,231

$2,735,670
2,084,878
2,001,109
2,042,318

$2,038,031
2,830,979
2,836,035
2,089,002

$3,012,088
3,000,672
2,083,103
2,974,836

$204,784
182,782
200,935
218,636

203,614

$306,394
352,290
325,380
300, 580

$297,500
206,371
320,014
288,191

$2,402,056
2,354,167
2,482,558
2,448,077

$2,503,088
2,824,156
3,024,741
3,080,495

$3.039,191
3,270,232
3,191,031
3,235,832

83,244,425
3,183,275
3,162,315
3,280,072

$3,300, 588
3,396,043
3,303,717
3,263,027
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1.—EarNiNg AsseTs oF FEperar Reserve Banks, 1914-1924.—Continued.

(In thousands of dollars)

Bills discounted
Date Secured by iﬂ‘::;c‘:’:f:‘: Total bils |United States| Municipal {Total encning
U. 8. govern- o ] et on hand aecuritics warrants nssets
R ther Total
ment obliga-
tions?
1021:
Jan, 31 hareein e aan .| $1,040,367 | $1,416,750 | 82,457,117 $103,700 $2,020,817 $287,150 |......... $2,007,967
Feb.28......... .. 007,965 1,301,545 2,389,510 169,421 2,558,031 282,807 .. ... 2,841,738
Mar. 31..... P, P 971,100 1,262,000 2,233,106 119,340 2,352,440 276,932 Sieenaes 2,620,378
Apr. 30....... PR . 037,052 1,138,010 2,070,568 109,763 2,186,331 267,005 |....... cvaes] 2,453,420
May 3l..iieineeenaiansd] $ 787,244 | 81,120,000 | $1,007,013 $ 75,457 $1,983,370 $200,481 |......... <.o.] $2,249,851
June 80....ccivnininnnnn 637,500 1,113,760 1,751,350 40,223 1,701,573 250,184 veveesedass) 2,050,757
577,774 1,003,838 1,041,612 17,077 1,659,580 244,303 {,..... ...] 1,903,054
545,170 046,759 1,401,935 35,320 1,527,255 230,233 PR e 1,757,488
$ 400,844 | $ 916,100 | $1,413,013 $ 45,012 81,458,055 $227,830 ceaiseanaa.| 81,085,885
462,436 850,501 1,313,027 86,110 1,399,137 102, 521 $ 10 1,501,608
476,360 705,941 1,182,301 72,954 1,255,255 204,544 67 1,459,866
485,233 659,113 1,144,340 145,203 1,289,600 233,528 370 1,523,516
$ 363,586 | $ 475,209 [ & 838,885 $ 74,935 $ 913,820 $293,085 $ 206 $1,207,111
284,614 427,963 712,577 93,458 800,033 407,889 242 1,214,166
Mar.31............. P 260,781 410,686 680,467 105,270 785,737 433,506 102 1,241,345
Apr.20........ e 185,743 324,361 510,104 00,677 600,781 587,080 |..... weeveesf 1,187,861
May3l....ovovnnnnnnn. 08 171,100 | $ 300,38& | $ 471,490 $L18,182 $ 580,072 $603,4190 {....... e 81,103,091
Juned0..........c.0han 167,241 294,177 461,418 161,112 622,530 555,460 |......... oo 1,177,005
July 31........... Ceesean 132,390 273,788 406,178 140,111 546,280 536,669 3 1,082,961
Aug. 3l..ciininivienann 120,113 271,335 397,448 180,176 577,624 507,131 21 1,084,776
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$ 162,780 { § 300,916 { § 463,690 | $244,373 | § 708,071 | $i82,076 $ 15 | $1,190,762

. 269,042 307,393 576,435 238,165 834,600 362,639 24 1,197,263

Nov. 29........ PN 315,280 334,816 650,006 250,226 909,322 304,161 2 1,213,807

Dec. 30......... Ceeeeas 331,790 285,990 617,780 272,122 889,002 436,155 39 1,326,096
1023:

Jan. 31...... e $§ 377,482 | 8 219,769 | $ 597,251 | $188.566 | § 785.817 | $353,735 [............ $1,139,552

Feb, 28....... e 336,039 239,721 595,760 207,678 803,438 363,074 §............ 1,166,512

Mar. 31....... e FU 372,768 326,146 698,914 263,358 062,272 250,360 11 1,212,673

Apr. 30....... e e 386,070 338,914 724,093 271,573 096,560 185,305 {.......... o187

May 3., civiennnenn, $ 406,824 | $ 363,010 | $ 770,734 | $258,680 | §1,020,414 | $101,064 $ 55 | $1,221,433

June 30.. 407,356 420,503 836,949 205, 600 1,042,549 101,503 63 1,144,117

301,937 433,000 25,936 183,006 1,009,032 08,083 10 1,107,125

412,318 452,241 864,562 171,607 1,036,169 101,995 20 1,138,184

$ 401,186 | 8 482,367 | § 883,553 | $173,258 | $1,056,811 { § 66,285 $ 317 | 1,153,413

425,650 458,150 543,800 204,698 1,088,408 01,837 317 1,180,652

406,533 390,821 803,351 300,207 1,103,561 104,169 154 1,207,884

353,685 369,383 723,008 354,637 1,077,705 133,566 51 1,211,322

$ 207,078 | $ 264,282 | $ 532,260 ! $286,041 | $ 818,301 | $126,371 $ 10 | § 044,082

257,215 271,748 528,063 267,880 796,843 165,463 100 962,406

228,049 288,036 517,885 228,247 746,132 262,867 51 1,009,050

161,164 286,021 447,185 124,485 571,670 301,660 51 873,381

$ 164,140 |5 277,217 ] 8 441,366 ] $ 79,549 1§ 520,915 | $352,857 $ 551 |8 874,323

June 30.......ovian., 115,580 218,374 333,054 36,524 370,478 431,085 1,301 802,801

July 31....ciiieeennnnnn. 89,424 203,623 203,047 23,469 316,516 522,897 1,250 840,063

Aug. 30...oiiiiiiinnn. 83,480 101,188 274,668 58,103 332,771 542,211 1,750 870,732

213 T 11 J I $ 111,501 ¢ 164,608 | § 270,190 | $131,576 | & 407,775 | %$576,108 $1,005 | § 085,878

[« 2T 3 P 118,502 145,549 264,141 200,114 404,255 584,205 3,557 1,052,017

Nov. 29......... 112,604 129,330 242,024 313,572 555,506 583,738 2,550 1,141,884

Dec. 3l.c.uviaernrnnns 186,840 127,288 314,128 387,100 701,288 540,160 8,050 1,249,438
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2.—REsEnrvEs, DErosiTs, AND NoTE CIRcULATION oF FEDERAL REskrve Baxks, 1914-1024
(Amounts in thousands of dollars)

Rescrves Deposits Total
i F. R.
F. . deposit R Reserve | bank note
Dato notes in and Required Execse percent- | ciroulation
, . . F. R, reserve reserve
Govern- | Mcembers circulation ago ~—net
Gold Total ment | reserve! Net? note liability
liability
1914:
Nov. 27.. 227.840|8 262,470)........]. ..ot 240,208(8 2,700/% 251,965|$ 88,324l$ 174,146 104.2
Dec. 31, 241,321 26G7,800). ... . ] 256,018 10,608 266,626 93,850 174,049 100.5
1915:
Janm, 20...... $ 251,306(8 272,188[........ 0 . 0ot 272,005|$  14,500|$ 286,505/8 101,033|8 171,155 95.0
Feb, 26...... 269,753 208,838, ..., e 282,248 22,057 305,205 107,970 190,868 97.9
Mar. 26..... 273,137 206,235, ... . ot 282,644 33,767 316,411 112,433 183,802 93.6
Apr. 30 . 280, 543 307,061). ... i 285,304 46,444 331,808 118,453 188,600 92.5
Moy 28...... $ 208,331|8 330,320/........ ] ...l 284,615(% 57,847|% 342,402/ 122,754|$ 207,566 00.5
Juno 25...... 324,183 372,031 .. ... ol 303,038 72,489 375,627 135,059 236,072 09.1
July 30...... 347,383 360,475, ... ... ]l 209,105 85,127 384,232 138,738 230,737 96.2
Aug. 27...... 359,165 70,043]. ... L ] 309,999 95,233 405,232 146,593 232,450 03.5
Sept. 24..... $ 405,404|% 428,324(8 15,000{.......... 337,532{8 115,602|% 453,104(% 164,401}% 263,023 04.5
Cot. 29...... 433,236 470,294] 15,000}.......... 350,021 146,025 496,(HG 180,817 289,377 91.8
Nov. 26 492,163 520,.375{ 15,000[.......... 398,899 165,304 564,203 205,736 323,639 23.8
Dee. 30...... 542,413 555,038] 15,000{.......... 394,245 189,026 583,271 213, 596 342,342 95.3
1916:
Jon. 28...... $ 0655,241{% &70,737(% 27,760).......... 441,663|$ 170,224]% 620,.887|% 226,272|8 344.465 91.9
Feb. 23, 526,213 543,801F 32.501].......... 435,793 171,368 607,161 221,075 322,816 89.6
Mar. 31..... 514,521 524,459] 38,460[.......... 415,328 163,066 608,394 221,091 303,308 86.2 | § 964
Apr. 28...... 487,029 499,040! 40,660i.......... 439,013 163,094 G02,107 218,802 280, 148 82.9 1,669

Digitized for FRASER
http://fraser.stlouisfed.org/

Federal Reserve Bank of St. Louis

9¢e

NOILVHAdO NI WHLSAS TAYASHY TVvIIATL



May 26...... $ &515,235[8 537,227
June 30...... 542,744 570,192
July 28...... 527,530 544,125
Aug. 25... ... 536,221 548, 486
Sept. 29.....|%8 584,7G7|§ 502,578
Oct. 27...... 017,481 627,457
Nov. 24..... 701,501 719,475
Dee. 20...... 736,236 753,774
1017:

Jan. 26G...... $ 7901,245% 808,824
Feb.23...... 803,324 818,573
Mar. 30...,., 938,046 047,328
Apr. 27...... 045,141 075,481
May 25......18 977,371(%1,014,263
June 20...... 1,204,512 1,334,352
July 27......]1 1,362,263 1,414,052
Aug. 31...... 1,353,408| 1,406,108
Sept. 28..... $1,408,470($1,457,550
Oct. 26...... 1,503,436| 1,552,042
Nov. 30.....| 1,621,725 1,678,211
Deo. 28...... 1,671,133} 1,720,768
$1,726,507|%1,782,750

1,772,395) 1,832,524

1,815,704( 1,874,063

1,827,000| 1,890,945

$ 44,131
101,152
56,542, ...... ...
50,000..........

$38,085.......... ]
20,082(..........
26,319 .. ...
28,8374..........

$ 25,0078 O087,841|8
13,407 629,475
20,567 711,117
09,689 719,785

& 76,11418 813.326/8
154,358] 1,069,804] 1

132,221 1,264,323} 1

108,213} 1,453,160] 1

$135,691{81,480,743|$1
58,165] 1,459,720; 1
104,086} 1,4900,400{ 1
130,668| 1,497,416| 1

300,966} 1,033,460| 1.
143,032 1,135,456] 1,232,200,
133,926

504,299
538,241
535,548
530,866

520,360
348,703
620,128
650, 665

688, 508
677,036
706,905
743,532

721,171
201,800

$ 71,280{$1,136,030($1,193,880
1 318,708
220,062 1,489,370 1,595,512
,457,004

$

L3

$
$

$

1
1

$

1
1
1
1

159,389
152,244
152, 590
156,345

106,538
214,622
240,448
275,353

259,768
303,171
357,610
420, 509

454,402
508,753,
534,015
587,915

700,212
847,500

,0566,083
+240,488

, 234,034
314,581
452,838
,526,232

$ 663,688
690,485
688,138
687,211

§ 725,808
763,325
860, 57
026,018

$ (048,276

08@, 207
1,064,515
1,164,011

$1,175,573
1,770,553
1,766,215
1,721,841

$1,804,008
2,166,304
2,652,495
2,704,482

$2,727,812
2,777,208
2,088,205
3,082,535

248,341

$ 263,801
277,804
313,224
337,874

§ 344.88H
358,231
390,461
428,441

$ 434,170
645,131
044,876
632,040

§ 697,040
800,581
981,222

1,008,893

$1,010,481
1,037,751

1,118,513

1,155,199

$ 240,260/$
249,282
248,478

$

$

$

$

266,967
320,910
295,647
300, 145

328,687
349,563

406,251

415,000,

163,939
460,342
556,867
547,040

380,003
680,221
769,176
774,068

759.614
752,361
694,089
711,875

766,278
794,773
755, 560
735,746

81.

83.

83

89,

83

86.
74.

81

77.

63

63.

65.
GG.

G1.

® o

Lanae

.Occ':;\ca

PR

sad

PERERCR'S

1,732
1,721
1,692
1,690

3,033
1,031
1,028

1 Figures not reported separately until Jan., 1917,

¢ Figures shown in this column represent net deposits up to and including Feb. 28, 1021, and total deposits thereafter.

Note.~—VFigures of cash reserves, Federal reserve note circulation, exeesa reserves, and reserve percentages for dates prior to June, 1917, have
been calculated on a basis comparable with figures published subsequent to the passage of the June 21, 1917, amendment to the Federul reserve
act, which provides that gold with Federal reserve ngents may be counted as part of the bank’s required reserves.
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2.—ResErves, DErosiTs, AND NoTe CIRCULATIONS OF FEDERAL RESERVE BaAnks, 1914-1924—Continued.
(Amounts in thousands of dollars)

Reserves Deposita Total
F.R deposit F. It
o posi . Reserve | bank note
Date notes in and Required Excess pereent- | cireulation
Govern- | Members' circulation] F.R. ICsErve TCBCTVO age —net
Gold Total Net? note B pet
ment reservel SN, . linbility
liability
May 31......[81,9017,826(81,075,709/$166, 101|$1,440,413/$t,586,G08|81,600,908|$3,187,57G/%1,105,700{% 780,002 062.0 [ § 8,324
1,040,021 2,006,100 84,535! 1,557,587) 1,520,819] 1,722,216) 3,252,035} 1,224,323 781,876 61.7 10,390
1,974,200f 2,020,320] 233,040 1,435,196 1,022,870 1,870,835 3,493,705 1,31¢,339 712,090 58.1 11,084
2,013,704 2,066,902] 104,729( 1,478,630 1,572,808 2,002,708 3,665,606 1,387,507 679,365, 56.4 20,687
Sept. 27.....|$2,020,813(82,072,176/8101,023($1,535,400/81,067,109/%2,340,326/$4,016,435|81,523,218(% 548,038 &1.6 | § 35,819
Oct. 25......] 2,045,132 2,008,160] 278,218] 1,083,400( 1,723,002 2,507,012 4,231,814| 1,606,531 401,038 40.6 58,84
Nov. 20.....] 2,065,213] 2,120,371 207,157| 1,488,803 1,668,283 2,568,676] 4,236,959 1,611,369 509, 002 50.0 86,003
Dec. 27......| 2,000,274| 2,146,210) €3,367] 1,587,318] 1,552,802 2,685,244| 4,238,136 1,617,610 528,609 30.6 117,122
1019:
Jan. 31......{%2,112,106(82,170,64G;$ 61,025!81,6903,132/$1,650,457(82,450,720(84,110,180{81,561,102|$ 618,544 63.0 | $129,445
Feb. 28...... 2,122,9008] 2,188,723} 210,547] 1,620,972 1,790,739] 2,472,307] 4.269,040/ 1,617,781 570,042 51.3 131,042
Mar, 28.....] 2,142,305} 2,210,524} 168,147 1,631,167] 1,741,425 2,521,776} 4,203,201] 1,618,209 602,315 51.9 143,510
Apr. 25...... 2,169,216( 2,240,152] 01,726/ 1,004,320y 1,752,094| 2,549,552| 4,301,646] 1,633,054 607,098 52,1 158,848
May 20......[$2,187,743(%$2,255,106{$141,479(|81,656,118]$1,830,920/82,519,292(84,350,212{81,648,530|% 606,567 51.8 | $168,427
June 27......}| 2,147,784] 2,21G,256] 73,614| 1,713,030| 1,750,694] 2,409,180 4,249,874| 1,612,415 603,841 52.1 177,185
July 25...... 2,005,151] 2,161,023 116,038 1,718,396] 1,796,561} 2,504,497] 4,301,058| 1,630,595 530,428 50.2 193,840
Aug. 29......] 2,006,788 2,135,076; &4,494} 1,729,950] 1,620,797 2,580,629| 4,210,426 1,602,081 533,295 50.7 | 219,515
Sept. 26...../$2,177,854{82,187,505!% G1,276{81,731,413|%1,634,074/82,655,354]%4,289,428(%$1,G634,068|8 553,437 51.0 | $239,451
Oct. 31......] 2,138,000} 2,205,592 100,465 1,833,481| 1,850,518| 2,752,876 4.603,304] 1,748,831 456,761 47.9 254,933
Nov, 28..... 2,003,041f 2,159,6066] 08,157 1,844,434 1,889,399] 2,852,277 4,741,676 1,802,200 357,466 45.56 256,793
Dec. 26......| 2,078,432] 2,135,536 72,357] 1,780,874| 1,704,470} 3,057,040 4.762,1106] 1,819,023 315,913 44.8 261,039
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1020:

Jan. 30...... $2,012,650/82,073,933(8 72,074
Feb. 27......| 1,966,836 2,083,215( 133,013
Mar. 26...,.] 1,934,755[ 2,057,155( 27,711
Apr. 30...... 1,936,720 2,070,765 37,592
May 28......1%1,053,103|$2,092,496|% 36,433
June 25..... ;] 1,969,373 2,108,605 14,189
July 30...... 1,977,704 2,128,640 12,167
Aug. 27...... 1,071,825 2,137,827 43,510
Scpt. 24.....|$1,080,835(82, 151, 501{$ 46,403
Oct. 20...... 2,003,320| 2,168,038] 18,751
Nov. 26.....} 2,023,946 2,195,310] 15,000
Dee. 30...... 2,059,333] 2,249,163 27,639
10211

Jan, 31...... $2,103,660($2,319,755]% 28,627
Feb.28....,.. 2,148,085 2,363,475) 50,828
Mar. 31..... 2,221,569] 2,436,741 01,617
Apr. 30...... 2,322,683} 2,605,612 31,664
May 31...... $2,408,0581$2,571,570{% 39,080
June 30.,....! 2,467,650 2,0627,494) 43,446
July 31..,...] 2,543,039 2,697,032] 32,680
Aug. 31...... 2,641,061} 2,787,920; -46,809
Sept. 30..... $2,728,372(%2,879,331{$ 08,540

2,791,272 2,934,960| 43,086

2,840,447| 2,089,142] 45,913

2,874,995 3,010,252] 95,051

$2,008,958$3.062,705|8 82,810,

2,046,739 3,079,784 53,759

2,074,784| 3,105,030] 87,588

2,006,425| 3,128,306) 51,081

1,871,961
1,867,125
1,859,844

$1,852,916,
1,831,916
1,808,156
1,818,502

$1,500,677
1,805,661
1,711,774
1,748,970

$1,721,895
1,705,253
1,658,625
1,666,500

$1,601,634
1,603,845
1,625,123
1,618,901

$1,581,032
1,858,627
1,670,362
1,753,217

$1,677,837
1,710,249
1,708,761
1,754,844

1,884,576
1,772,904
1,812,732

$1,638, 464
1,674,503
1,623,641
1,604,100

$1,650,663
1,670,010
1,781,394
1,732,214

$1,670,624
1,675,217
1,683,048
1,690,754

$1,704,807
1,732,898
1,742,830
1,876,082

$1,790,085
1,799,401
1,834,811
1,849,442

$1,850,712|81,806,496($2,850,944

3,019,984
3,048,039,
3,074,555

$3,107,021
3,116,718
3,120,138
3,203,637

,326, 638
44,086

$3,083,155
3,018,554
2,004,048
2,844,011

$2,751,869
2,648,086
2,549,626
2,481,460

$2,482,427
2,421,426
2,366,006
2,409,392

$2,179,052
2,196,058
2,194,743
2,169,420

4,057,440
4,004,560
4,820,943
4,887,287

$4,001,461
4,838,041
4,817,383
4,921,504

$4,038,460
5,025,856
4,049,179
4,048,876

$1.733,818
4,718,561
4,689,342
4,576,225

31,422,403
4,323,303
4,232,674
4,172,220

%4,187,234
4,154,324
4,108,836
4,285,474

$3,969,737
3,005,459
4,020,554
4,018,802

$1,772,650
1,867,504
1,839,731
1,864,278

$1,870,862
1,849,465
1,842,001
1,882,708

$1,810,994
1,803,925
1,786,517
1,743,879

$1,085,466
1,045,560
1,608,917
1,584,348

$1,408,361
1,508,214

1,520,081
1,515,073

$ 301,283
215,621
217,424
206,487

-»

221,634
259,140
286, 540
245,119

$ 259,134
241,423
296,521
319,822

«»

508,761
559,550
650,221
761,733

§ 886,113

981,934
1,088,115
1,203,572

$1,289,678
1,350,875
1,432,750
1,389,867

§1,564,344
1,571,570
1,584,958
1,613,233

$230, 530
237,131
201,392
177,881

$179,185
185,601
192,168
200,793

$214,180
214,961
214.610
216,960

$200,159
187,633
169,885
154,044

L]

143,700
132,568
125,046
109,861

$100,378
85,515
75,862
83,600

$ 82,811
80,717
80,575
77,135
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2.—REesErves, Derostts, AND NoTE CIrRcULATION OF FEDERAT RESERVE Banks, 1014-1924—Continued,
(Amounts in thousands of dollars)

Reserves Deposits T““{‘ F. R.
F. R. deposit . Reserve [ bank noto
Date notes in and Required Excess pereent- | circulation
Govern- | Members’ circulation L. R reserve Teserve age —net
Gold Total mert vol Net? note linbili

© reserve liability iability

Moy 31...... $3,007,621$3.130,497/% 54,205/81,782,004|81,870,153{8$2,141,184{8¢,011,337%1,511,027/$1,619,470 78.0 | § 70,553
June 40.. 8,021,767( 3,144,542( 33,003{ 1,820,377; 1,883,329{ 2,152,062| ¢£,036,291| 1,520,350 1,624,102 77.9 67,351
July 31......| 3,047,940 3,178,652{ 58,583} 1,760,824] 1,846,582 2,132,145) 3,078,727 1,499,162 1,679,400 79.9 01,052
Aug. 31...... 3.061,049| 3,195,558 48,446] 1,803,022 1,874.688] 2,155,515 4,030,203] 1,518,347} 1,677,211 79.3 53,636
Sept. 30..... $3,077,210(83,207,494[8 14,5111$1,857,260(81,807,182/§2,268,652($+t,1065,834(%1,571,475{81,636,019 77.0 | § 44,005
Oct. 31...... 3,079,966) 3,217,882 34,355! 1,812,570] 1,875,4306| 2.308,777) 4,177,213] 1,577,113} 1,610,760 77.0 34,8061
Nov. 29.....] 3,072,858| 3,202,810 33,440{ 1,807,631) 1,8G0,223/ 2,329,814 4,190,037 1,583,004 1,018,806 76.4° 2 ,8G8
Dee, 30...... 3,047,393| 3,176,872 10,756] 1,033,888] 1,973,532] 2,395,789( 4,369,321 1,019,052] 1,527,820 72.7 2,770

1923:

Joan, 31 ..... $3,075,810(83,227,132|8 46,014($1,913,465(81,9091,062(%$2,203,701{$1,104,763{31,578,354{$1,618,778 76.9 1§ 3,10
Feb. 28...... 3,072,813{ 3,201,600/ 43,401} 1,887,552 1,952,317] 2,246,043] 4,199,260 1,582,086] 1,610,514 76.2 2,045
Mar. 31..... 3.0539,392( 3,167,446 79,354 1,862,0676] 1,061,651] 2,247,257) 4,208,008) 1,585,480 1,581,066 75.3 2,431
Apr. 30...... 3,082,282] 3,179,666] 40,290} 1,864,750 1,026,109] 2,235,435 4,161,544] 1,568,311} 1,611,355 76.4 2,286
May 31...... $3,112,1061%$3,201,333]$ 28,130{%1,809,810;$1,964, 128|$2,215,820/84,209,057!81,585,775(81,615,558 76.0 | & 1,724
June 30...... 3,095,217| 3,194,0665; 33,544] 1,851,038 1,914,043 2,253,033] 4,167,076 1,571,128] 1,623,537 76.7 1,425
July 31...... 3,100,814 3,190,932 35,811| 1,878,367] 1,036.938] 2,177,743| 4,114,681 1,549,026{ 1,641,006 7.6 1,570
Aug. 31...... 3,105,903| 3,188,541] 46,5517 1,844,718 1,911,730 2,226,998| 4,138,728| 1,559,005 1,628,636 7.0 520
Sept. 30..... $3,112,717|%3,189,598{% 50,304/$1,839,142(%1,012,460($2,267.620;$4,150,080(%$1,57G,409(81,613,189 76.3 | ¢ 485
Oet, 31...... 3,111,078 3,191,145 40,334 1,895,265 1,958,660 2,224,865 4,183,525 1,575,475] 1,615,670 76.3 523
Nov. 30..... 3,101,158] 3,185,277) 32,501} 1,864,794] 1,919,214| 2,252,492| 4,171,706] 1,572,722] 1,612,355 76.4 498
Deec. 31...... 3.080,032| 3,168,034] 38,074} 1,898,315) 1,9359,5791 2,246.673] 4,206,252} 1,584,522] 1,584,412 75.3 471

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

09¢

NOILVIHJO NI ICHLSAS FAYASHY TVHAATL



1924:
Jan, 31...... $3,142,575(%$3,261,161{$ 37,552|%1,050,702|$2,010,322($2,026,469)$¢,036,791{81,514,201}81,746,960 80.8 | 8 435
Feb. 29...... 3,119,652] 3,220,804; 43,005 1,000,149 1,964,451] 2,042,665 4,007,216] 1,504,624f 1,716,180 80.4 402
Mar. 31...... 3,094,088/ 3,103,887 09,581; 1,885,237( 2,006,372 2,002,785 4,009,157} 1,503,344 1,600,543 70.7 383
Apr. 30...... 3,120,389 3,222,000 32,503 1,044,952] 2,005,381| 1,926,013 3,931,394 1,472,289] 1,750,320 82.0 343
May 31...... $3,112,629{83,205,513|% 47,477(%1,906,093|81,974,507|$1,011,440[$3,880,247|81,455,750]81,749,754 82.5 1 8 319
June 30...,.. 3,128,176] 3,238,803 43,251 1,944,005 2,010,317| 1,860,023| 3,871,240( 1,447,080, 1,790,823 83.7
July 31..... .} 3.143,0065| 3,247,113} 45,464| 2,000,821] 2,168,124} 1,763,047( 3,032,071 1,464,.420( 1,782,603 82.6
Aug. 30...... 3,089,127( 3,168,536 36,133 2,059,517 2,128,220] 1,763,659 3,801,879 1,450,341 1,718,195 81.4
Sept 30..... $3,046,723($3,133,210/$ 56,254)82,110,040($2,197,101|81,745,395$3,042,496($1,467,142(§1,666,008 70.5
Oct. 31.....| 3,036,705 3,117,825 20,076] 2,138,452) 2,194,827 1,709,104) 3,093,931 1,487,833] 1,629,902 78.1
Nov.29.....] 3,025,316; 3,110,009 3G,603| 2,142,820] 2,208,728} 1,874,833| 4,083,561} 1,522,088 1,687,021 76.2
Dee. 31..... 2,036,533] 3,047,054 51,107 2,220,436 2,310,668| 1,862,062 4,172,730{ 1,553,557| 1,493,497 73.0

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

0 XIANAdIV

19¢



APPENDIX D

WEEKLY CONDITION STATEMENT OF FEDERAL
RESERVE BANKS
RESOURCES AND LIABILITIES oF THE TWELVE FEDERAL RESERVE
Baxks CoMBINED
(In thousands of dollars)

;Scpt. 24, 1924’

Sept. 17, 1924 Sept. 26, 1023

Resources
Gold with Federal reserve agents............. $2,031,406 | $2,038,632 | $2,081,065
Gold redemption fund with U. 8. Treasury..... 34,686 30,638 53,328
Gold held exclusively against Federal | $2,066,002 | $2,075,270 | $2,115,293
TEBEIVE MOLES. ... vvusrnacnrnnonsansns
Gold scttlement fund with Federal Reserve
Board,....ovvveiiiririiisitetiiaaiiniia- $ 603,448 | & 611,301 | § 641,647
Gold and gold certificates held by banks....... 309,623 304,910 359,604
Total gold reserves...................... $3,069,163 | $3,081,403 { 83,116,604
Reserves other than gold............. .. ..., $ 86,8328 83,010{8% 76,004
Total reserves.......oovvuniieninnnna. $3,156,015 | $3,165,412 | 83,192,698
Non-reserve cash..,...oivviiveriviinnnen... § 43,191} 8§ 44,543 | 8 74,248
Bills discounted:
See. by U. 8. government obligations. . 89,515 83,601 402,141
Other bills discounted............... 170,318 174,366 450,867
Total bills discounted................... $ 259,863 | 8 257,067 | § 862,008
Bills bought in open market.................. $ 01,901{8 99,2128 172,124
U. 8. government securities:
Bonds....... et e e e 37,061 35,051 21,462
Treasury Hotes. . ......ovevrsunrun... . 397,753 397,863 66,275
Certificates of indebtedness. ........... . 139,782 184,015 4,148
Total U. S. government securities.........| § 574,506 | $§ 618,729 | § 01,880
All other earning assets........... e 3 1.905 |'$ 8,050 | § 317
Total earning assets. . $ 028,355 ( 8 082,858 | $I,126,334
5 per cent Redemption fund—Federal reserve
bank notes...... L I $ 28
Uncollected items............... ... ... 598,345 | 8 775,017 616,211
Bank premises......,... e 60,026 59,672 55,023
AlL other resources........o.ooevvnnenovonon. 26,211 26,464 13,717
Total resources......... i, $1,812,143 | $5,051,866 | $5,078,259
Federal tL-ia'ln'lih'es . ,
ederal reserve notes in actual circulation.. ..., 29,85 2 30
Federal Reserve bank notes in circulntign—-net. fl 729,850 | 31,734,606 | 82, 47'292
Dg\p{osxtg: - P I
Member bank—Reserve account
Government......o..ouvenan..,., z'lfg:ggé 2'261'223 l'sg(li:;gg
Other deposits....o.ooveonvnnnun. et 28,625 29,583 22,004
Total deposits................iiLLl. $2,105,882 [ $2,257,177 | $1.930,073
Deferred availability items............., .., .. $ 510,929 ['§ 675,050 | § 550,527
gsgm paidin............. ... .00l 111,976 112,032 109.;35_;
All other linbilities. 211100000 AEQLa | 220,018 | 218,800
Total liabilities...... Cebeeeeiei $4.812,143 | 85,054,866 | $5,078,259
Ratio of totazl rleeeg\i'czs to de ositdnnd Federal
reserve note liabilities combined, per cent, . .
Contingent liability on bills purchi;a%d fo;‘fot- 80.4 8.5 76.4
eign correspondents.. ... seressseiieienael| S 10,602 18 20,050 | &8 33,794

262
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Resources aND LiapiLiTies oF THE FEDErAL Resenrve Banks ar CLose oF BusiNess, SEPTEMBER 24, 1924
(In thousands of dollars)

Federa] Reserve Bank of
Boston | New York | Phila- | Clove- | Rick | Atants | Chicago| Sk | Mione- | Kanwas | Dattag | Fpane | Totat
delphin | land mond Louis | apolis City h cisco
Resources
Gold with Fedoral reserve agents. . .|$261,431]  569,854|9183,267|$218,930($ 51,473/$128,861;$226,345[$ 5¢,308|% 56,008($ 61,505/8 43,301($227,0321%2,031,400
Gold redemption fund with U. 8, Treas, 22,2348 6,054 5,944 1,467 810 . LT 3,769 781 2,704 1,624 . 34,656
Gold  held exclusively againat
ederal reserve notes.. ..., .....1$213,865(8 575,008|$180,261/3218,006(8 53,283/$131,654($220,002|$ 58,077(8 56,870(8 64,200(% 44,027($220,241{82,066,002
Gold settlement fund with Federal
Reservoe Board.o.voovvuinnreannn... $ 52,104j% 150,782/% 31,220(8 72,862]% 33,603(8 18,005/8129,386(8 10,617]% 13,532($ 32,711|% 10,392($ 36,1748 603,448
Gold and uold cerhﬁm&es held by bauka.] 21,665 177,740) 27,1260 17,930, 13, "348) 7,563 72,125 9,780 8,124 3,613 6,952] 33,657 3u9.623
Total gold reserves........ . $287,434|3  010,430($247,607($309,608 5100.23418157.282 $431,503:% 84,474]% 78,535/8100,6211% 62,271)$200,072{83.069,163
Reserves other than gold. ...j% 8,1201% 17,5188 2,72413 4,785(§ 4,274!% 8,885/% 10,120(% 14,430]% 1,261|$ 2,470($ 8,480(8 3,267\ 86,852
Total reserves.. .-($205,566318 ©27,048(8250,331|8314,483)$104,608(8166,167{8441,623(8 80,4138 70,706/$103,003/$ 70,751/$302,330/83,156,015
H_tiln-léqwnm mh A8 3,00918 13,7001 1,24618 2,5u51% 2,2015¢ 3,550(% §5,114(% 2 748 GO5|% 2,543{8 1,670|% 3,020% 43,191
1118 discount H
Bec, by U, 8. government obligntiona. 5,778, 17,824 11,2271 21,995) 0.475] 2,602| 8,657 4,311 303, 625 1,336) 5,385 89,515
Other bills disecounted. ........ . 4,751 17,401] 6,207 6,688 28,030 22,904| 20,240 18,032 10,851 8,990 11,45)( 12,814 170,348
Total bills discounted........... % 10,5201%  35,222(8 17,5248 28,683|8 93,414|3 25,506|% 28,80713 23.243,% 11,164|3 0,615(8 12,787|8 18,100|S 259,803
Bills bought in open market........... $ 8,376/8 40,084\ 1,80L,% 8,301........ $ 2,34)8 8,880 3,603/¢ 1,674/$% 3,626/ 3,8G2($ 9,201§ 01,001
. 8. Government secuntles-
"BON8. . erraennrnrnnnns 1,09 4,002 7o) 5,115 1,091  wosl v,645  eoe] 8,248 1,825) 1,83 1,119) 37,061
Treasury notes. . 26,706| 136,3%4| 25,426] 38,220{ 2,812 1,375 53,1431 12,715| 15,033) 24,305 19,469 42,056] 3u7,753
CerhEcntm of mdebtednmn 11,029 46,020 5,277 17,3w8 6151 17,769 3,454 5,268; B8,407j 6,482 17,163 134,782
Total U. 8. government securitics|$ 38,864|§ 187,316|3 31,452(% 60,7428 4.993|$ 2,580(8 80,657|$ 16,700|% 28,647(5 84,337|8 27,705(3 60,3988 574,506
All other earning assets..v.ovvenviiiiifonien... $ PR O PRTDUT PO T TR FPOUTT PRI FUUTUTN R L8 1,085
Total earning nasels. | 57.760|3 262.507(8 525278 07 .720(8 43.407(F 30, 750{3115.543|F 43.705|3 41.375|8 47,5785 44, 444|8 57,8783 028,355
Uncollected items $ 50,670l% 133,330l$ 55,250|% 54,865/% 54,065(% 26,787{% 75,120/8 30,122(§ 14,781§$ 36,922|$ 27,420(§ 38,08M% 5U8,345
Dank premises. . 4,312 16,7141 1,112} 9,130f 2,528 2,875 8,204 2,524 2,003 505! 1,912 3,067 60,026
ARl other rcsaurcm . 146 8,325 246 219 188 1,878 98] 156] 5,128] 1,050 3,511] 4,665 26,211
Tolal Resources........... S412,465|ﬂ.362,983 8360,721[8479.018'5207,857]8232,043‘:649,lﬁS,ﬂTB,GMISlM.679‘8105,781'5149,717 $430,017|84,812,143
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RES0URCES AND LIABILITIES OF THE FEDERAL RESERVE BANKS AT CrosE oF BusiNEss, SEPTEMBER 24, 1924—Continued.
(In thousands of dollars)

Federal Reserve Bank of

San
' Phila- | Cleve- | Rich- H St. Minne- | Kansas -
Boston } New York dolphia | Tand | mond Atlanta | Chicago Lovis | spolis | Gity Dallas I::irsucr(xl Total

Liabilities
Federa] rescrve notes in actual circulation|$108,035/$ 302,733$150,084(§210,792/§ 71,434]$133,055($216,692|§ 55,060($ 65,007|$ 64,782|$ 51,100|$208,106|$1,720,850

Depoal
Membcr bank—Reserve aceount. ... $138, 4?8 $ §27,403/$125,818($176,810|% 63,077|$ 59,496/$313,005:$ 72,728(% 50,130i$ 80,023|% 51,073|$160,441/$2,120,331

Government....... terrrasiene 10,816/ 3,045 3,106 3,397 6,118] 3,828 2,050 2,250 2,243 3,673 4,324 V26
Other deposita. . . 249 18,132 374| 1,365 180 1007 1,538 818 327! 778 284 4,474 28,625
Total deposits ...|§140,870(§  BSG,411[$12Y,237/$181,200% 66,660/ 64,714/3318,360($ 76,496/3 52,713(§ 83,944|$ 55,930|$169,230(§2,105,882
Defcrred availability itema .18 48,80818 111,00218 49,7958 49,5781% 51,2611% 18,457|8 67,072(% 30,517|% 14,674(% 32,575(% 20,053(¢ 37 057|% 540,929
Capital paid in 8,005 30,204 10,302 12,705 5,883 4,570t 15,197 5,118 3,324] 4,381 4,147] 8,064] 111,976

16,350 50,0201 19,927[ 23,601} 11,672] 8,450 30,420 10,072| 7,484 9,400 7,577 15,301 220,915

. 258 1,717 386 062 947 1,388 1,412 531 1,387, 623 1,81t 1,160 12,582
Total Linbilities. ... .ovuunn.. . [$412,465(81,302, 983$360,721(3470, 01818207, 857|$232, 043]%64Y, 16K|$178, 604)$144,670/$195,781|$149,717|$430,017($4 812,143
Ratio of total rescrves to deposit and
Federnl rucrve note liabilities com-
bined, per eont....cuvisiiiienniinns 87.2 80.1 §0.3 80.2 75.7 81.6 82.5 75.1 67.7 69.3 66.0 §0.1 80.4
Contmgent liallity on bills purchused
for foreign correspondents. ..o .o |l $ 5,181(¢ 1,085|% 2,3u4|$ 11,1678 wlls 3,050(% 1,003(% 7373 o41($ 778|8 1,555|% 19,642
Federal reserve notes outstanding and in actual circulation
Fedceral reserve notes outstanding. .. ... $220,065|% 616,358(§198,714($231,232]% 78,711($150,52018231,278|¢ 63,068(¢ 65,022|$ 72,1188 57,734|$247,30642,236,419
Federal rescrve notes held by banks. ... 22,033 313,625 47,730] 20,440, 7,277) 16,865 14,586 8,008; 2,925 7,336 6,535 30,200 506,560

Federsl reserve notes in actual circulation|§198,035:8  302,733|$150,984 210,792[5 71,434[$133,935 5216.69218 55,060‘3 65,007($ 64,782|8 51,100($208,196/$1,720,859

Distribution of bills and U. 8. certificates of indebtedness by maturitics

Within 15 days 16 to 30 days 31 to 60 daya 61 to 90 days | From 91 days to | Over 6 months Total

6 months
Bills discounted...oc.ooviieiiiiinn $143,331 $30,560 $48,859 $28,417 § 8,566 ¢ 421 § 259,863
Billa bought in open market. . 20,064 13,593 24,270 27,910 6,064 | 0 ...... 91,901
Certificates of indebtedness............1  ....... | .o 3 76,282 19,980 43,517 139,782
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APPENDIX E

AGRICULTURAL CREDIT FACILITIES UNDER THE
FEDERAL RESERVE ACT

(Statement Issued by the Federal Reserve Board in August, 1923)

In view of the interest attaching to the added facilities for extending
credit to farmers, established by the agricultural eredits act of 1923 with the
amendments to the Federal reserve act which it contained, there has been
prepared the following summary in nontechnical language of the ways in
which credit may be extended for agricultural purposes under the provisions
of the amended Federal reserve act and the regulations issued by the Federal
Reserve Board.

How Credits Are Extended.—The operations of Federal reserve banks in
extending credit to agricultural interests are regulated by the Federal
reserve act with its various amendments. Neither farmers nor other indi-
viduals can obtain eredit directly from the Federal reserve banks, but must
apply for loans to their own local banks, which, if they are members of the
Federal reserve gystem, may in turn rediscount with the Federal reserve
bank the notes, drafts, or bills of exchange required from customers. The
Federal reserve act places certain limitations on the character of paper
that the reserve banks may discount and places upon the Federal Reserve
Board the duty of issuing regulations putting into effect the provisions of
the law, Following is a brief summary of the provisions of the act and of
the board’s regulations with special reference to the credit facilities offered
to agricultural interests.

General Character of Eligible Paper.~—The character of the paper which
Federal reserve banks may discount is generally defincd in section 13 of the
Tederal reserve act. This provision of law authorizes Federal reserve banks
to discount notes, drafts, and bills of exchange issued or drawn for agricul-
tural, industrial, or commercial purposes, or the proceeds of which have
been used or are to be used for such purposes. ‘The law does not permit the
reserve banks to discount paper the proceeds of which are (1) to be loaned
to some other borrower, or (2) to be used for permanent investment, or 3)
for speculation. Exceptions to (1) in favor of certain kinds of agricultural
loans are discussed later.

_ Agricultural Paper in General.—Agricultural paper is given by the act an

Important advantage over commercial paper, since the latter can be dis-

counted only for a period not exceeding 90 days, while paper which is issued

or drawn for an agricultural purpose, or is based on live stock, may now be
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discounted by Federal reserve banks even though it has ninc months to
run from the date of discount. The Federal Reserve Board has made
appropriate provision for this in its new regulations in which the definition
of agricultural paper has been clarified and broadened so as to incorporate
the latest and most liberal principles ndopted by the board in determining
what constitutes agricultural paper. Nine months’ paper will thus be eligi-
ble for diseount if the proceeds have been or are to be used by a farmer in any
one or more of the steps of planting, cultivating, harvesting, or marketing
a crop, ot of breeding, fattening, or marketing live stock, and the Fedeéral
Reserve Board has held that the marketing of crops or live stock includes
garrying them for a reasonable time in order to market them in an orderly
manner, instead of dumping large quantities on the market at one time in
order to get money with which to meet current expenses. Under this pro-
vision of the law, member banks which have loaned money for nine months
to wheat growers and other farmers for the purpose of raising, carrying, and
marketing their erops, will be able to rediscount the farmers’ notes with the
Federal reserve banks.

Paper of Cooperative Marketing Associations.—In recent yecars cooper-
ative marketing associations have Leen coming more and more into promi-
nence as agencies that enable the farmer to market his crops to better
advantage. The service which such associations can render to agriculture is
clearly recognized and the Federal reserve act makes special provisions for
the extension of eredit to such associations. Under the act, as amended by
the agricultural credits act of March 4, 1923, cooperative marketing associa-
tions can issue paper which is eligible for discount with maturities up to 9
rponths, if the proceeds of the paper are advanced to members of the associa-
tion for an agricultural purpose, or are used to pay members for agricultural
produc_ts delivered to the association, or finance the association in packing,
preparing for market, or marketing products grown by its members. Paper
of cooperative marketing associations by which money is borrowed to be in
.tLII'III !oancd to individual members of the association would ordinarily be
mchg}ble fO.l' discount, but it was felt that the ability to issue such paper and
have it .avaxlable for discount would be of such assistance in the cooperative
marketing movement that a special exception to the general rule is made
in the law. The law also specifically defines as agricultural certain classes
of paper of cooperative marketing associations which otherwise would be
co_ns?trued as commercial paper. This provision makes the paper in question
cligible for discount with Federal reserve banks for & maximum period of 9
months, instead of 90 days.

Sight a.nd_Demand Drafts.—~Another feature of the law which should prove
of great assistance to the agricultural interests is the new provision making
sight and dcr_n:.md drafts eligible for discount under certain eircumstances.
_Y“}?er tlledorlg}nal act 5}1011 paper would be ineligible for discount because
it has no definite maturity. It appears, however, that it is the custom of
many member banks during erop-moving periods to discount large volumes
of sight drafts secured by bills of lading covering the shipment of wheat,
cotton, or other agricultural produets. These drafts, although having no
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definite maturity, are usually paid with great promptness, and actually
constitute a liquid and desirable form of paper. At the suggestion of the
Federal Reserve Board an amendment was made to the Federal reserve
act by the agricultural credits act of March 4, 1923, permitting Federal
reserve banks to discount sight or demand drafts drawn to finance the domes-
tic shipment of nonperishable, readily marketable staples and secured by
bills of lading or similar shipping documents conveying or securing title to
such staples. In order to assure the liquidity of the Federal reserve banks’
assets it is provided that such paper must be presented for payment with
rcasonable promptness and in no event may n Federal reserve bank hold
such paper longer than 90 days.

Factors’ Paper.—The law as recently amended also provides that notes,
drafts, and bills of exchange of factors for the purpose of making advances to
producers of staple agricultural products in their raw state shall be eligible
for discount. Under normal circumstances, paper the proceeds of which
are loaned to some other borrower would be ineligible for discount, but this
kind of factors’ paper may now be discounted with maturities up to 90 days.
This facility should prove of much assistanee in financing agricultural pro-
duction, because in addition to borrowing from their banks, farmers can also
borrow from their factors who will be the more ready to lend on aceount of
the privilege given them of making notes and drafts which may be discounted
by Federal reserve banks.

Bankers' Acceptances.—In addition to the ordinary classes of credit
instruments—that is, notes, drafts, and bills of exchange—a type of paper
known as bankers’ acceptances has recently been coming into more common
use as a means of financing agricultural operations, both by individual
farmers and more particularly by cooperative marketing associations.
Bankers’ acceptances are drafts or bills of exchange drawn on and accepted
by a bank or trust company or other banking institution, and the law nutho.r-
ﬁzcs Federal reserve banks to discount bankers’ acceptances under certain
conditions. For this purpose such acceptances must be indorsed b): a
member bank and must be drawn to finance the importation or exportat{on
of goods, or the storage of readily marketable staples. Acceptances “'thh
are drawn to finance the domestic shipment of goods or the storage of readily
marketable staples must also be secured by shipping documents or warehc:use
receipts conveying or securing title to the goods or staples in question.
With regard to bankers’ acceptances, the law also discriminates in fm:or of
those drawn to finance agricultural operations by making them eligible
for discount with maturities up to six months, provided they are secured l}y
warehouse receipts conveying title to readily marketable s.tuples. while
bankers' acceptances drawn for other purposes may be dlsco_unffcq by
Federal reserve banks with maturities up to 90 days only.' Thus individual
farmers and cooperative marketing associations can obtam_funds to finance
their operations by drawing on their banks and discounting th‘e fxcccptcd
drafts with other banks. This additional means of getting credit is a very
valuable one, because bankers' acceptances are normally the best type of
eredit instrument and earry the lowest rate of interest.
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Admission of Small Banks to Membership.—With a view to increasing
the availability of credit through the Federal reserve banks, ihe agricultural
credits act of March 4, 1923, contained & provision designed to enable many
gmaller banks, which formerly had insufficient capital to become member
banks, to join the Federal reserve system. Under this provision banks
having 60 per cent of the capital normally required as a qualification for
membership may join the system under certain conditions relating to the
increase of their capital within a reasonable time, and it is hoped that many
of the small country banks will take advantage of this provision and thereby
put themselves in a position to offer their customers the benefits of member-
ship and the increased credit facilities afforded by the rediscount privilege.

Open Market Purchases of Paper.—In addition to the discount of agri-
cultural paper for member banks, Federal reserve banks are also enabled
to extend credit facilities to the agricultural interests by mcans of purchasing
such paper in the open market. Under section 14 of the Federal reserve act
the power is given to Federal reserve banks to purchase in the open market
bankers’ acceptances and bills of exchange of the kinds and maturities made
eligible for discount. By virtue of this provision Federal reserve banks may
purchase, as well as discount, bills of exchange drawn for agricultural
purposes and having maturities up to nine months, and sccured bankers’
acceptances drawn to finance agricultural operations with maturities up to
six months,

Five-year Loans on Farm Land.—The Federal reserve act also makes
provision for long-time borrowing on real-estate security. Seetion 24 of the
act authorizes national banks to make loans for periods up to five years when
secured by improved and unencumbered farm land, and for periods up to
one year when secured by improved and unencumbered real estate. Natur-
ally, land thus used as security for loans must be located within reasonable
proximity to the lending bank—the exact limits are prescribed in the law—
and it is further provided, as a matter of sound banking, that these loans
may pot exceed 50 per cent of the actual value of the property offcred as
security. The law also places a reasonable limitation on the aggregate
amount of farm land and real estate loans which national banks may have
outstanding, for otherwise they might tie up too much of their funds in
long-time nonliquid loans and not be able to meet the eurrent requirements
of their other borrowers. Thus, farmers who need long-time loans can
borf'ow for five years from national banks in their locality on the security of
t!xelr farm lands, and the Federal Reserve Board has provided in its regula-
tions that at maturity such loans may be rencwed for other five-year periods,
although a national bank must not obligate itself in advance to make a
renewal.

) Other Credit Facilities.—The above gives a brief description of the more
important provisions of the Federal reserve act which provide for the
exten_snon of credit facilities to the agricultural interests. There are also
certain other provisions dealing with the relations between the Federal
reserve banks and the new intermediate credit institutions which were set
up by the agricultural credits act of 1923, and by virtue of which Federal
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reserve banks, through discounting and open-market purchases, are enabled
to extend certain additional credits to agriculture.

Agricultural Loans by National Banks.—Attention should also be called to
the provisions of section 5200 of the Revised Statutes. 'This is not part of
the Federal reserve act and applies only to national banks, but it has an
important bearing on the amount of credit which farmers and cooperative
marketing associations may obtain from national banks. Section 5200 of
the Revised Statutes contains the limitation on the amount of money which
a national bank may lend to any one person. This is, in general, 10 per
cent of the lending bank’s capital and surplus, with certain classes of paper
excluded as not being considered loans of money. An exception is made,
however, with respect to loans on readily marketable nonperishable staples,
including live stock. Such loans may be made to any one person up to 25
per cent of the lending banks’ capital and surplus, provided the loans over
and above 10 per cent are represented by notes, secured by shipping docu-
ments or warchiouse receipts covering staples or live stock. National banks
may also discount in unlimited amounts certain kinds of paper classified
broadly as “bills of exchange drawn in good faith against actually existing
values.” Scction 5200 of the Revised Statutes includes in this broad classi-
fication drafts secured by shipping documents conveying or securing title
to goods shipped, demand obligations when secured by documents covering
commodities in process of shipment, and bankers’ acceptances of the kinds
described in section 13 of the Federal reserve act, so that national banks may
extend credit on these classes of paper without limitation. These provisions,
which were inserted on the recommendation of the Federal Reserve Board,
give broad powers to national banks to extend accommodation on the
security of farm products and live stock and have proven of great value to
farmers and eattlemen in their financing problems.

The Federal Reserve Board’s Part.—A discussion of the provisions of
the law in this connection would not be complete without reference to the
functions of the Federal Reserve Board, in construing and administering the
law. There is not space here for a critical study of the board’s rulings apd
regulations with respeet to agricultural credits, but it can be stated with
emphasis that the board has so construed and administcred the law as to
improve in the highest possible degree the credit standing and econormic
position of the agricultural interests, placing at their disposal, through its
discounts for member banks and its open-market operations, the vast
resources of the Federal reserve system to the fullest extent permitted by the
law and by the principles of sound banking.
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APPENDIX I
RICHMOND CASE

DECISION OF SUPREME COURT OF THE UNITED
STATES, JUNE 11, 1923

TFARMERS AND MERCHANTS Bank oF MoxnoE, N. C., ET AL, PETITIONERS,
v. FEDERAL RESERVE BaNK oF Ricayoxp, Va.

[On writ of certiorari to the Supreme Court of the State ‘of North Carolinal
Mr. Justice BRanpE1s delivered the opinion of the court.

The Legislature of North Carolina provided by section 2 of chapter 20,
Public Laws of 1921, entitled “An act to promote the solvency of State
banks:”

“That in order to prevent accumulation of unnecessary amounts of cur-
rency in the vaults of the banks and trust companies chartered by this State,
all checks drawn on said banks and trust companies shall, unless specified
on the face thercof to the contrary by the maker or makers thereof, be pay-
able at the option of the drawee bank, in exchange drawn on the reserve
deposits of said drawee bank when any such check is presented by or throu'gh
any Federal reserve bank, postoffice, or express company, or any respective
agents thercof.”

Section 1 authorizes banking institutions chartered by the State to charge
a fee not in excess of one-eighth of one per cent on remittances covering
checks, the minimum fee on any remittance therefor to be ten cents. SC.C-
tion 4 exempts from the operation of Sections 1 and 2 all checks drawn In
payment of obligations to the Federal or the State government. Whether
this statute conflicts with section 13 of the Federal reserve act (December
23, 1913, c. 6, 38 Stat. 251) 263; as amended September 7, 1916, c. 461,
30 Stat.752; June 21, 1917, c. 32, section 4, 40 Stat. 232, 234) or otherwise
with the Federal Constitution is the question for decision.

"The legislation arose out of the effort of the Federal Reserve Board 10
introduce in the United States universal par clearance and collection of
checks through Federal reserve banks. See American Bank & Trust Co.
v, Federal Reserve Bank of Atlanta, 256 U. 8. 350. The Federal Reserve
Bank of Richmond serves the fifth Federal Reserve Distriet which includes
North Carolina. Upon the enactment of this statute the bank gave notice
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that it considered the lexislation veid under the Federal Constitution; that,
when presenting checks to North Carolina State banks for payment over the
counter, it would refuse to aceept exchange drafts on reserve deposits as
required by section 2; and that it would return as dishonored checks for
which only exehange drafts had been tendered in payment. Some checks
were returned thus dishonored; and to enjoin such action, this suit wns
brought in a court of the State by the Farmers and Merchants Bank of
Monroe and eleven other State banks. ‘Two hundred and seventy-one more
joined later as plaintiffis. So far as appears, none of them was a member of
the Federal reserve system or was affiliated with it. ‘The trial court granted
a perpetual injunction. The Supreme Court of the State reversed the
decree, 183 N. C. 546; and the case is here on writ of certiorari, 261 U. §.—.
Defendant admits that, if the North Carolina statute is constitutional,
plaintifis are entitled to an injunction.

To understand the occasion for the statute, its operation and its effect, the
applicable banking practice must be considered.! Par clearance does not
mean that the payee of a check who deposits it with his bank for collection
will be credited in his account with the face of the cheek if it is collected.
'His bank may, despite par clearance, make a charge to him for its service
in colleeting the check from the drawee bank. It may make such a charge
although both it and the drawee bank are members of the Federal rescrve
system; and some third bank which aids in the process of collection may
likewise make a charge for the service it renders. Such a collection charge
may be made not only to member banks by member banks, National or
State, but it may be made to member banks also by the Federal reserve
banks for the services which the latter render. The collection charge is
expressly provided for in section 16 of the Federal reserve act (38 Stat.
268) which declared that:

“The Federal Reserve Board shall, by rule, fix the charges to be collected
by the member banks from its patrons whose checks are cleared through the
Federal reserve bank and the charge which may be imposed for the service
of clearing or collection rendered by the Federal reserve bank.”

Par clearance refers to a wholly diffcrent matter. It deals not with
charges for collection, but with charges incident to paying. It deals with
exchange. Formerly, checks, except where paid at the banking house over
the counter, were customarily paid cither through a clearing house or by
remitting, to the bank in which they had been deposited for collection, a
draft on the drawee’s deposit in some reserve city. For the service rendered
by the drawee bank in so remitting funds available for use at the place of
the deposit of the check, it was formerly a2 common practice to- make a
small charge, called exchange, and to deduct the smount from the remittance.

! See Annual Reports of the Federal Reserve Board, 1914, pp. 19, 20, 174; 1915, pp. 14-17;
1916, pp. 9-12; Regulation I, Serics of 1916, p. 169; 1917, pp. 23, 24; Regulation J, Scries of
1917, 181-183: 1918, pp. 74-77; 204-208; 510, 811, 817, 821; 1919, pp. 40-44; 222-228; 1920,
»h. 63-69; 1921, 6§-73; 228-230; Letter from the Governor of the Federal Reserve Board of
January 26, 1920, Sennte Document No. 184, 66th Congress, 2d session; also “Par Clearnnce
of Checks,” by C. T. Murchison, 1 No. Car. Law Review 133,
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This charge of the drawee bank the Federal Reserve Board planned to elim-
inate and, in so doing, to concentrate in the twelve Federal reserve banks the
clearance of checks and the accumulation of the reserve balances used for
that purpose. The board began by efforts to induce the banks to adopt
par clearance voluntarily.! The attempt was not successful. The board
then concluded to apply compulsion. Every national bank is necessarily
a member of the Federal reserve system; and every State bank with the
requisite qualifications may become such. Over members the board has
large powers, as well as influence. The first step in the campaign of com-
pulsion was taken in the summer of 1916, when the board issued a regulation
requiring every drawee bank, which is a member of the Federal reserve
system to pay without deduction, all checks upon it presented through the
mail by the Federal reserve bank of the district. The operation of this
requirement was at first limited in scope by the fact that the original act
(scetion 13) authorized the reserve banks to collect only those cheeks which
were drawn on member banks and which were deposited by a member bank
or another reserve bank or the United States. Few of the many State
banks had then elected to become members. In September, 1916, section
13 was amended so as to authorize a reserve bank to reccive for eollection
from any member (including other reserve banks) also checks drawn upon
nonmember banks within its district. Thereby, the Federal Reserve
Board was enabled to extend par elearanee to a large proportion of all checks
issued in the United States. But the regulation (J) then issued expressly
provided that the Federal reserve banks would receive from member banks,
at par, only checks on those of the nonmember banks whose checks could
be collected by the Federal reserve bank at par. It was recognized that
nonmembers were left free to refuse assent to par clearance. DBy December
15, 1916, only 37 of the State banks within the United States, numbering
about 20,000, had become members of the system; and only 8,065 of the
State banks had assented to par clearance.

Reserve banks could not, under the then law, make collections for non-
members. It was believed that if Congress would grant Federal rescrve
banks permission to make collection also for nonmembers, the board could
offer to all banks inducements adequate to secure their consent to par
clearance. A further amendment to section 13 was thercupon secured by
act of June 21, 1917, c. 32, scction 4, which provided, among other things,
that Federal reserve banks:

“Solely for the purposes of exchange of or collection, may receive from
any nonmember bank . . . deposits of checks . . . payable upon pre-
sentation: Provided, Such nonmember bank . . . maintains with the Fed-
eral reserve bank of its district a balanée sufficient to ofiget the items in
transit held for its account by the Federal reserve bank.”

To this provision, which embodied the legislation proposed by the Federal
Reserve Board, there was added, while in the Senate, another provieo, relat-
ing to the exchange charge, now known in & modified form as the Hardwick
amendment, which declares:

1 See Report, Federal Reserve Board, 1915, pp. 14-17; ibid, 1916, pp. 9-11.
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““That nothing in this or any other section of this act shall be construed as
prohibiting a member or nonmember bank from making reasonable charges,
to be determined and regulated by the Federal Reserve Board, but in no case
to excced 10 cents per $100 or fraction thereof, based on the total of checks
and drafts presented at any one time, for collection or payment of checks and
drafts and remission therefor by exchange or otherwise; but no such charges
shall be made against the Federal reserve banks.”

Thus a Federal reserve bank was authorized to receive for collection checks
from nonmembers who maintained with it the prescribed balance; and
strenuous efforts were then made to induce all State banks to so arrange.
But the law did not compel State banks to do this. DMany refused; and they
continued to insist on making exchange charges. On Mareh 21, 1918, the
Attorney General, 31 Ops. Atty. Gen. 245, 251, advised the President:

“The Federal reserve act, however, does not command or compel these
State banks to forego any right they may have under the State laws to make
charges in connection with the payment of checks drawn upon them. The
act merely offers the clearing and collection facilities of the Federal reserve
banks upon specified conditions. If the State banks refuse to comply with
the conditions by insisting upon making charges against the Federal reserve
banks, the result will simply be, so far as the Federal reserve act is concerned,
that since the Federal reserve banks cannot pay these charges they cannot
clear or collect checks on banks demanding such payment from them.

The Federal Reserve Board and the Federal reserve banks were thus
advised that they were prohibited from paying an exchange charge to any
bank. But they believed that it was their duty to accept for collection any
check on any bank; and that Congress had imposed upon them the duty of
making par clearance and collection of checks universal in the United
States. So they undertook to bring about acquiescence of the remaining
State banks to the system of par clearance.! Some of the nonassenting
State banks made stubborn resistance.? To overcome it the reserve banks
held themselves out as prepared to collect at par also checks on the State
banks which did not assent to par clearance. This they did by publishing
a list of all banks from whom they undertook to collect at par, regardless
of whether such banks had agreed to remit at par or not. This resulted
in drawing to the Federal reserve banks for collection the large volume of
checks which theretofore had come to the drawee bank by mail from many
sources and which had been paid by remittances drawn on the bank'§ balance
in some reserve city. If a State bank persisted in refusal to remit at par,
the reserve banks caused these checks to be presented, at the drawee bank,

! North Carolina was placed on the par list on November 15, 1920. There were on Jan-
uary 1, 1921, in the United States, 30,523 banks, State and national. Of these, 1,7'55 State
banks had refused to enter the par list. About 250 of the banks so refusing were in North
Carolina. During tbe year 1921 the number which refused to consent to par clearance
increased t0 2,353. Annual Report of Federal Reserve Board, 1921, p. 71. )

* Bee American Bank & Trust Co. ». Federal Reserve Bank of Atlanta, supra; Brookings
State Bank 7. Federsl Reserve Bank of San Francisco, 277 Fed. 430; 281 Fed. 222; Farmers
& Merchants Bank of Catlettsburg, Ky., v. Federal Reserve Bank of Cleveland, 286 Fed.
610,
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for payment in cash over the counter. The practice adopted by the reserve
banks would, if pursued, necessarily subject country banks to serious loss of
income. It would deprive them of their income from exchange charges; and
it would reduce their income-producing asscts by compelling them to keep in
their vaults in cash a much larger part of their resources than theretofore.
That such loss must result was admitted. That it might render the banks
insolvent was clear. But the Federal reserve banks insisted that no alterna-
tive was left open to them, since they had to collect the checks and were
forbidden to pay exchange charges. The State banks denicd that the
Federal reserve banks were obliged to accept these checks for collection;
and insisted that Federal reserve banks should refrain from aceepting for
collection cheeks on banks which did not assent to par clearance.

It was to protect its State banks from this threatened loss, which might
disable them, that the legislature of North Carolina enacted the statute
here in question.! It made no attempt to compel the Federal reserve bank
to pay an exchange charge. It made no attempt to compel a depositor to
accept something other than cash in payment of a check drawn by him.
It merely provided that, unless the drawer indicated by a notation on the
face of the check that he required payment in cash, the drawce bank was at
liberty to pay the check by exchange drawn on its reserve deposits. Thus
the statute merely sought to remove (when the drawer acquicsced) the
absolute requirement of the common law that a check presented at the
bank’s counter must be paid in cash. It gave the drawece bank the option
to pay by exchange only in certain cases; namely, when the check was
“presented by or through any Federal reserve bank, post office or express
company, Or any respective agents thercof.” The option was so limited,
because the only purpose of the statute was to relieve State banks from the
pressure which, by reason of the common-law requirement, Federal reserve
banks were in a position to exert and thus compel submission to par clear-
ance. It was expected that depositors would cooperate with their banks
and refrain from making the prescribed notation; and that when the rescrve
banks were no longer in a position to exert pressure by demanding payment
in eash, they would cease to solicit, or to reccive, for collection checks on
nonassenting State banks. Thus, these would be enabled to earn exchange
charges as theretofore. Such was the occasion for the statute and its pur-
pose. Whether this legislative modification of the common-law rule which
requires payment in cash violates the Federal Constitution is the question
for decision. That it does is asserted on five grounds.

First—1t is contended that in authorizing payment of checks by draft on
reserve deposits section 2 violates the provision of Article 1, section 10, clause
1 of the Federal Constitution, which prohibits a State from making anything
except gold and silver coin a tender in payment of debts. ‘This claim is

1 Btatutes similar in purposc were cnacted in Alabams, Florida, Georgia, Louisiana,
Mississippi, SBouth Dakota, and Tennessee. See Annual Report of Federal Reserve Board,
1921, p. 70; Alabama, Gen. & Loc. Acte, 1920, No. 35; Florida, Laws, 1021, c. 8532; Geotgis,
Laws, 1020, p. 107; Louisiana, Acts, 1920, No. 23; Mississippi, Laws, 1920, c. 183; South
Dakota, Laws, 1921, c. 31; Tennessee, Pub. Acts, 1921, ¢. 37.
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clearly unfounded. The debt of the bank is solely to the depositor. The
statute does not authorize the bank to discharge its obligation to its depositor
by an exchange draft. It merely provides that, unless the depositor in
drawing the check specifies on its face to the contrary, he shall be deemed
to have assented to payment by such a draft. Thereisnothingin the Federal
Constitution which prohibits a depositor from consenting, when he draws
a check, that payment may be made by a draft. And, as the statute is
prospective in its operation, Denny r. Bennett, 128 U. S. 489; Abilenc
National Bank v. Dolley, 228 U. 8. 1, 5, there is no constitutional obstacle
to a State's providing that, in the absence of dissent, consent shall be
presumed. Laws which subsist at the time and place of the making of a
contract, and where it is to be performed, enter into and form a part of it, as
fully as if they had been expressly referred to or incorporated in its terms.
This principle embraces alike those laws which affect its construction and
those which affect its enforcement or discharge. See Odgen r. Saunders, 12
Wheat. 213, 231; Von Hoffman v. Quincy, 4 Wall, 535, 550. If, therefore,
the provision of section 2 authorizing pavment by exchange draft is otherwise
valid, it is binding upon the drawer of the check. Sinee it binds the drawer,
it bindg the payee and every subsequent holder, whether he be a citizen of
North Carolina or of some other State, and wherever the transfer of the
check was made. Brabston v. Gibson, 9 How. 263. For the holder of a
check has, in the absence of aceeptance by the drawee bank, no independent
right to require payment under the general law. Bank of the Republic #.
Millard, 10 Wall. 152. He takes it subject to the construction and with
rights conferred by the laws of North Carolina, the place of the bank’s
contract and of performance. Pierce v. Indseth, 106 U. 8. 546. Compare
Rouquette v. Overmann, L. R. 10 Q. B. 525.

Second.—~It is eontended that section 2 violates the due process clause.
The argument is that defendant is a Federal corporation authorized 'fo
engage in the business of collecting checks payable upon presentation within
the district, s business common to all banking institutions; that the right
to engage in this branch of the business is a valuable property right; .that
while defendant has, in the past, not made any charge for such colle.ctlons,
it has the right to do so, and could make this branch of its business an impor-
tant souree of revenue; that to compel defendant to accept in pnymen.t of
checks exchange drafts on reserve deposits, whether good or bx}d, de}?rlves
it of liberty of contract, and in effect of an important branch of 1t§ b'usqxess,
since that of collecting checks can not be conducted under such llmltnhor_xs.
To thig argument the answer is clear. The purpose of the statute, as l.ts
title declares, was to promote the solvency of State banks. We should, in
the absence of controlling decision of the highest court of the _Statc to th,e
contrary, construe the statute not as authorizing payment in a “bad”
draft, but as authorizing payment in such exchange drafts only as had cus-
tomarily been used in remitting for checks. So construcd‘thc stqtute is
merely an exercise of the police power, by which the bankx'ng business is
regulated for the purpose of protecting the public and promoting the gene.ral
welfare. Noble State Bank v. Haskell, 219 U. 8. 104, 575. The regulation
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here attempted is not so extreme as inherently to deny rights protected
by the due process clause, Compare Chicago, Burlington & Quincy R. R.
Co. v. McGuire, 219 U. 8. 540, 567, 568; Central Lumber Co. v. South Dakota
296 U. S. 157, 162. If the regulation exceeds the State’s power to protect
the public, it must be because some other provision of the Federal Constitu-
tion js violated by the means adopted or by the manner in which they arc
applied.

Third.—1t is contended that the statute is obnoxious to the equal protee-
tion clause. The argument is that the Federal Rescrve Bank of Richmond is
obliged to accept payment in exchange drafts, whereas other banks with
whom it might conceivably compete may demand cash, except in those
cases where they present the check through an express company or the post
office. It is well settled that the legislature of a State may (in the absenceof
other controlling provisions) direct its police regulations against what it
deemed an existing evil, without covering the whole field of possible abuses.
Lindsley ». National Carbonic Gas Co., 220 U, 8. 61, 81; Missouri Pacific
Ry. Co. v. Mackey, 127 U. 8. 205. If the legislature finds that & particular
instrument of trade war is being used against a policy which it deems wise to
adopt, it may direct its legislation specifically and solely against that instru-
ment. Central Lumber Co. v. South Dakota, supra, p. 160. Ifit finds that
the instrument is used only under certain conditions, or by a particular class
of concerns, it may limit its prohibition to the conditions and the concerns
which it concludes alone menace what it deems the public welfare. The
facf,s recited above disclose ample ground for the classification made by the
legislature. Hence, there was no denial of equal protection of the law.
There remains to consider whether section 2 exceeds the State’s power,
because Congress has imposed specifically upon Federal reserve banks duties,
tl}e performance of which section 2 obstructs; and that in this way it con-
!ilcts with the Federal reserve act. This is the ground on which the invalid-
ity of the North Carolina act has been most strongly assailed.

Fourth.—One contention is that section 2 conflicts with the Federal
reserve act because it prevents the Federal reserve banks from collecting
checks of such State banks as do not acquiesce in the plan for par clearance.
T1‘1e argument rests on the assumption that the Federal Reserve Bank of
Richmond is obliged to receive for collection any check upon any North
Carolina State bank, if such check is payable upon presentation; and is
obliged to collect the same at par without allowing deductions for exchange
or other charge. But neither section 13, nor any other provision of the
Federal reserve act, imposes upon reserve banks any obligation to receive
checks for collection. The act merely confers authority to do so. The class
of cases to which such authority applies was enlarged from time to time
by Congress. But in each amendment, as in section 13, the words used
were “may receive’’—words of authorization merely. It is true that in
statutes the word ““may’’ is sometimes construed as “shall.” But that is
w_here the context, or the subject matter, compels such construction. Super-
visors v. United States, 4 Wall. 435. Here it doesnot. This statute appears
to have been drawn with great care. Throughout the act the distinction is
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clearly made between what the board and the reserve banks “shall” do
and what they “may” do.!

Morcover, even if it could be held that the reserve banks arc ordinarily
obliged to collect ehecks for authorized depositors, it is clear that they are not
required to do so where the drawee has refused to remit except upon allow-
ance of exchange eharges which reserve banks are not permitted to pay.
There is surely nothing in the act to indicate that reserve banks must under-
take the collection of checks in cases where it is impossible to obtain payment
except by incurring serious expense; as, in presenting checks by special
messenger at a distant point. Furthermore, the checks which the act declares
reserve banks may receive for collection are limited to those *payable on
presentation.” The expression would seem to imply that the checks must be
payable either in cash or in such funds as are deemed by the reserve bank
to be an cquivalent. A check payable at the option of the drawee by a draft
on distant reserves would seem not to be within the limited class of checks
referred to in the act. The argument of the Federal reserve bank is not
helped by reference to the incidental power conferred by section 4, It is
only ‘“such incidental powers as shall be necessary to carry on the business
of banking within the limitations prescribed by this [the Federal reserve]
act” which are granted. No duty or right of the Federal reserve bank to
collect checks is obstructed by the North Carolina statute which merely
gives to the drawee bank the right to pay in the customary exchange draft,
where this depositor has, by the form used in drawing the check, consented
that this be done. :

Fifth.—The further contention is made that section 2 conflicts with the
Federal reserve act because it interferes with the duty of the Federal Reserve
Board to establish in the United States a universal system of par clearance
and colleetion of checks. Congress did not in terms confer upon the Federal
Reserve Board or the Federal reserve banks a duty to establish universal par
clearance and collection of checks; and there is nothing in the original act or
in any amendment from which such duty to compe! its adoption may be
inferred. The only sections which in any way deal either with clearance or
collection are 13 and 16. In neither section is there any suggestion that the
Reserve Board and the reserve banks shall become an ageney for universal
clearance. On the contrary section 16 strictly limits the scope of their
clearance functions. It provides that the Federal Reserve Board:

! In the original Federal reserve act (38 Stat. 251) “may " is used in sections 2, 8, 4, 5, 8, 9,
10, 11, 12, 13, 14, 15, 18, 18, 189, 21, 22, 24, 25, 26, 28. *‘Shall” is used in those sections and
also in sections 1,8, 7, 20, 23, 27, 29. Thus: Sec. 2: *“The Secretary . . . shall designate

. cities to be known as Federal reserve cities, and shall divide the Continental United
Btates into districts. . . . The districts . . . may bereadjusted. . . . Such districts
shall be known as Federal reserve districts and may be designated by number”; Sec. 8:
“Ench Federal Reserve bank shall cstablish branch banks within the Federal reserve distriet
in which it is located and may do so in the district of any Federal reserve bank which may
bave been suspended™; Sec. 5: “‘outstanding eapital stock shall be increased . . . as
member banks incresse their capital stock . . . and may be decreased as member banks
reduce their eapital stock . . . ; Sec. 13: * . , . may receive . . . deposits . . .
may discount . . . shall at no time cxceed"”; See. 16: *“Every Federal reserve bank shall
maintain reserves . . . ''; “Every Federal reserve bank shall receive on deposit.”
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“may at its discretion exercise the functions of a clearing house for such
Federal reserve banks . . . and may also require each such bank to
exercise the functions of a clearing house for its member banks.”

There is no reference whatever to “par” in section 13, either as originally
enncted or as amended from time to time. There is a reference to “par’ in
section 16; and it is so clear and explicit as to preclude o contention that it has
any application to nonmember banks; or to the ordinary process of check
eollection here involved. Section 16 (38 Stat. p. 268) declares:

“Every Federal reserve bank shall receive on deposit at par from member
banks or from Federal reserve banks checks and drafts drawn upon any of its
depositors, and when remitted by a Federal reserve bank, checks and drafts
drawn by any depositor in any other Federal reserve bank or member bank
upon funds to the credit of said depositor in said reserve bank or member
bank. Nothing herein contained shall be construed as prohibiting a member
bank from charging its actual expense incurred in collecting or remitting
funds, or for exchange sold to its patrons.”

The depositors in a Federal reserve bank are the United States, other
Federal reserve banks, and member banks, It is ehecks on these depositors
which are to be received by the Federal reserve banks. These cheeks from
these depositors the Federal reerve banks must receive. And when received
they must be taken at par. There is no mention of nonmember banks in
this section. When, in 1916, section 13 was amended to permit Federal
reserve banks to receive from member banks solely for collection other checks
pgyuble upon presentation within the district—and when, in 1917, section 13
was again amended to permit such receipt solely for collection also from
certain nonmember banks—section 16 was left in this respect unchanged.
In other respects section 16 was amended both by the act of 1916 and by the
a_ct o_f 1917. The natural explanation of the omission to amend the provi-
sion in section 16 concerning clearance is that the section has no application
to nonmember banks—even if affiliated.

Moreover, the contention that Congress has imposed upon the board the
duty of establishing universal par clearance and collection of checks through
the Federal reserve banks is irreconcilable with the specific provision of the
Hardwick amendment which declares that even a member or an affiliated
nonmember may make a limited charge (except to Foderal reserve banks)
fo'r “payment pf checksand . . . remission therefor by exchange or other-
wise.”” The right to make a charge for payment of checks, thus regained by
{nember and preserved to affiliated nonmember banks, shows that it was not
mtende_d, or expected, that the Federal reserve banks would become
the universal agency for clearance of checks. For, since ngainst these the
final clause prohibited the making of any charge, then if the reserve banks
were to pecome the universal ageney for clearance, there would be no
opportunity for any bank to make as against any bank & charge for the
“payment of checks.” The purpose of Congress in amending section 13
by the aet of 1917 was to enable the board to offer to nonmember banks the
use of its facilities, which it was hoped would prove a sufficient inducement
to them to forego exchange charges; but to preserve in nonmember banks the
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right to reject such offer, and to protect the interests of member and
affilisted nonmember banks (in competition with the nonafhiliated State
bunks) by allowing also those connected with the Federal system to make a
reasonable exchange charge to others than the reserve banks. The power of
the Federal Reserve Board to establish par clearance was, thus, limited by
the unrestricted right of unaffiliated nonmember banks to make a charge for
exchange and the restricted right of members and affiliate nonmembers to
make the charge therefor fixed as reasonable by the Federal Reserve Board.
No bank could make such a charge against the Federal reserve banks,
beeause these are prohibited from paying any such charge. Member and
nonmember affilinted banks, because they were such, performed the service
for the Federal reserve banks without charge. TUnaffiliated nonmember
banks were under no obligation to do so. Thus construed, full effect may
be given to all clauses in the Hardwick amendment as enacted. It in no
way interferes with the right of a depositor in a nonaffiliated State bank to
agree with his bank that the checks which he might draw should (unless
otherwisc indicated on their face) be payable, at the option of the drawee,
in exchange in certain cases.

The North Carolina statute here in question does not obstruct the per-
formance of any duty imposed upon the Federal Reserve Board and the
Federal reserve banks. Nor does it interfere with the cxercise of any
power conferred upon either. It is therefore consistent with the Federal
reserve act and with the Federal Constitution.

Reversed.

Mr. Justice Van Drevaxter and Mr. Justice SuTHERLAND dissent.
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APPENDIX G

CLASSIFICATION OF EXPENSES OF OPERATION OF
FEDERAL RESERVE BANK OF NEW YORK: 1923

The expenses of carrying on the work of the bank, divided as nearly as
possible according to functions, with the miscellancous items of overhead
similarly apportioned among the various functions, were as follows:

1. Maintaining the accounts of the bank.
This work included making about 9,026,-
000 entries a year in the accounts main-
tained with member and other banks,
and the current determination of rescrve
balances, which are required by law
2. Supplying currency and coin.
Paying out, receiving, and redecming cur-
reney, involving the count of about 775,
000,000 individual notes during the year. §
Paying out and receiving coin. This ser-
vice was formerly performed largely by
the Subfreasury, and is now entirely in
the hands of the Fedcral Reserve Bank.
Receipts and issues amounted to $228,-
798,000 forthe year...................
Currency and coin shipments to and from
out-of-fown banks. There were 234,621
such shipments in and out during the
Cost of printing new Federal reserve eur-
rency to replace worn notes in circulation
and to maintain supplies unissued and on
hand, including cost of transportation. . .

Supplying currency and coin

3. Making loans.
Making discounts and advances to mem-
ber banks. The number of items handled
during the year was 72,177, aggrcgatmg
$17,952,000,000

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

896,034

172,025

429,038

. 421,229

275,110

g 211,363

£1,919,226



APPENDIX @ 281

Purchasing acceptances and government
obligations for the account of this bank
and other Federal reserve banks. The
items purchased during the year aggre-
gated $3,528,000,000................... 142,907
Makingloans....................... $ 418,017
4. Collecting checks, drafts, notes, and coupons.
Collection of cash items, mostly checks.
The average number collected was 425,-
151 a day, or 128,400,000 for the year,
aggregating $65,518,000,000........... 81,705,245
Collection of non-cash items, including
drafts, notes, and coupons. The number
of items handled during the year
was about 2,177,000, aggregating $1,921,-
000,000.. .. ... ... .. .. 501,816
Collecting cheeks, ete.........ovouen $2,207,061
5. Bupplementary services.
Custody of sccuritics. This service in-
volved holding in safckeeping on the aver-
age about $700,000,000 of securities for
the United States government, $50,000,-
000 for the War Finance Corporation and
$260,000,000 from other sources........ $ 186,129
Purchase and sale of bankers acceptances
and other securitics for member banks
and foreign banks amounting for the
vear to $237,712,000, and receiving and
delivering sccuritics for the account of
member banks, amounting for the year
to about $500,000,000. In addition the
bank has acted for the Treasury Depart-
ment in the purchase and sale of govern-
ment securitics......... . ciiiiie s
Telegraphic transfer of funds. This ser-
vice is performed over the telegraph wires
of the Federal Reserve System, and is
used by the Treasury Department and
member banks. It involves making an
average of 939 transfers of funds to all
parts of the country each day, amounting
to about §92,820,000 and aggregating for
the year $28,031,500,000............... 115,400
Supplementary serviees..............
6. Services in connection with government loans.
This work included during 1923 the receipt
or delivery of 1,345,000 individual govern-

145,638

$ 447,207
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ment bonds, notes, and certificates,
amounting to $2,622,000,000, which were
exchanged or converted or handled in
connection with registration; and the pay-
ment of 17,683,617 individual coupons on
government bonds, notes, and certificates.
It also involved the sale and issue of
124,846 pieces amounting to $851,583,000,
and the redemption of 788,758 picces
amounting to $807,929,000 of government
bonds, notes, and certificates. Aside
from amounts received from the Treasury
in partial reimbursement, the cost of such
operations to the bank was.............
(In addition to these operations for the
Treasury, the bank performed other work
for the government connected with the
currency, the collection of checks, the
custody, purchase, and sale of securities,
the transfer of funds, ete., which have
been referred to under their respective
headings.) ]
7. Genceral or Supervisory expenses, not appor-
tioned among the functions specified
above.
Executive salarics (Chairman, governor,
four deputy governors, and secretary of
the bank, and manager and cashier of the
Buffalo braneh)........................
Work of the Federal reserve agent, includ-
ing note issues, examination of member
banks, visits to member banks, statistical
and information services, such as the
preparation of weekly bank statements
and the publication of the monthly review.
Maintaining the General Audit............
Directors’ Fees and Traveling Expenses. . ..
This bank’s share of the expenses of the
Federal Reserve Board
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MEMBERSHIP OF THE FEDERAL RESERVE BOARD:

William G, McAdoo:
(New York)

Carter Glass:
(Virginia)

David F. Houston:
(Missouri)

Andrew W. Mellon:
(Pennsylvania)

1914-1924

CHAIRMAN (ex-officio)

Aug. 10, 1014—resigned Dec. 15, 1918
Dec. 16, 1918—resigned Feb. 1, 1920
Feb. 2, 1920-Mar. 3, 1921

Mar. 4, 1920~

CoumprTROLLER OF THE CURRENCY

John Skelton Williams:

(Virginia)

Daniel R. Crissinger:
(Ohio)

Henry M. Dawes:
(Hlinois)

J. W. McIntosh:
(INlinois)

Charles 8. Hamlin:
(Massachusetts)

W. P. G. Harding:
(Alabama)

" Edmund Platt (acting):

(New York)
Daniel R. Crissinger:
(Ohio)

Frederick A. Delano:
(IMlinois)

Paul M. Warburg:
(New York)

Albert Strauss:
(New York)

Edmund Platt:
(New York)

Aug. 10, 1914-Mar. 3, 1921

Mar. 17, 1921—resigned April 30, 1923
May 1, 1923—resigned Dec. 15, 1924
Dec. 15, 1924-

GOVERNOR
Aug. 10, 1914-Aug. 9, 1916

Aug. 10, 1916-Aug. 9, 1922
Aug. 10, 1922-April 30, 1923
May 1, 1923~

YVICE-GOVERNOR
Aug. 10, 1914-Aug. 9, 1916

Aug. 10, 1916-Aug. 9, 1918
Aug. 10, 1918-Mar. 15, 1920
June 16, 1920~
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Charles S. Hamlin:
(Massachusetts)

Paul M. Warburg:
(New York)

Frederic A. Delano:
(Illinois)

W. P. G. Harding:

* (Alabama)

Adolph C. Miller:
(California)

Albert Strauss:
(New York)

H. A. Moehlenpah:
(Wisconsin)

Edmund Platt:
(New York)

D. C..Wills:
(Ohio)

.Daniel R. Crissinger:

(Ohio)

John R. Mitchell:
(Minnesota)

Milo D. Campbell:
(Michigan)

E. H. Cunningham:
(Iowa)

George R. James:
(Tennessee)

MeMBERS OF THE BOARD

Appointed Aug. 10, 1914 for 2 years. Reap-
pointed Aug. 10, 1916. Term expires August
9, 1926.

Appointed Aug. 10, 1914 for 4 years. Term
expired Aug. 9, 1918.

Appointed Aug. 10, 1914 for 6 years. Resigned
July 21, 1918

Appointed Aug. 10, 1914 for 8 ycars. Term
expired Aug. 9, 1922

Appointed Aug. 10, 1914 for 10 years. Reap-
pointed Aug. 10, 1924, Term expires Aug. 9,
1934

Appointed Nov. 26, 1918, Resigned Mar. 15,
1920

Appointed Nov. 10, 1919 to complete unexpired
term of Mr. Delano. Term expired Aug. 9,
1920

Appointed June 8, 1920 to complete the unex-
pired term of Mr. Strauss. Term expires
Oct. 26, 1928

Appointed ad inferim Sept. 20, 1920—resigned
Mar. 3, 1921

Appointed May 1, 1923—term expires Aug. 9,
1932

Appointed May 12, 1921—resigned May 12,
1923

Appointed Mar. 14, 1923. Died Mar. 22, 1923

Appointed May 14, 1923 to complete the unex-
pired term of Mr. Campbell. Term expircs
Mar. 2, 1933 .

Appointed May 14, 1923 to eomplete the unex-
pired term of Mr. Mitchell. Term eXpires
May 11, 1931,

MeMBERSHIP IN Dec., 1924

Andrew W. Mellon, Secretary of the Treasury, ex-officio
J. W. MeclIntosh, Comptroller of the Currency, ex-officio

Daniel R. Crissinger, Governor
Edmund Platt, Viee-governor
Adolph C. Miller

Charles S. Hamlin

George R. James

E. H. Cunningham
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APPENDIX 1

EXTRACTS FROM ARTICLE ON DISCOUNT POLICY OF FEDERAL
RESERVE BANKS

By O. M. W. SrracuE oF HaRvARD UNIVERSITY!

At the outset, it is necessary to reach some conclusion as to the responsi-
bility that rests upon the Reserve Board and the management of the reserve
banks for the credit expansion of the last five years. For by far the greater
part of that expansion responsibility clearly rests elsewhere. The volume of
credit has been subject to conditions and influenced by policies which the
management of the reserve system could not control. This is obviously
the case as regards the large additional supply of credit which became avail-
able as a result of the gold imported before we entered the war. Up to
that time, the loans of the reserve banks were of quite insignificant
proportions.

After we entered the war, the loans of the reserve hanks increased by
leaps and bounds; but for the policy of war finance which occasioned these
loans and the manifold greater loans of the commercial banks, the Reserve
Board was not responsible. That it is possible to finance without inflation
expenditures as great even as those incurred by the United States govern-
ment during the recent war, I am firmly convinced. That we could not
finance that war without credit inflation, I am equally certain. The prim-
rose path of inflation had the backing of public opinion; the administrative
machinery and perhaps the constitutional power for adequate taxation were
lacking. A little less waste in expenditure, slightly heavier taxation and
slightly higher interest rates on government bonds might have characterize
our war finance program,with the desirable result that there would have been
somewhat less of credit inflation. But I must not allow myself to digress
further on this tempting subject. The important point in the present
connection is that whatever the financial policy adopted by a government
in time of war may be, it is the imperative duty of the management of
a central bank to codperate loyally in executing that policy. The Reserve
Board and the officials of the reserve banks could offer advice and eriticism;
they could not decline to do their part in executing the policy of the
Treasury.

Presumably there would have been no less use of credit in financing the
war if the reserve system had not been established. In that event, the
government would doubtless have met requirements for additional moncy
for use outside the banks by issucs of paper money which would surely

! Reprinted from the AuErICAN Ecoxouic Review, Vol. X1, No. 2, March, 1921.
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have become inconvertible. The economy of gold under the reserve systemn
permitted credit expansion on an unexampled scale without suspension of
specie payments. It was none the less inflation.

One of the results of the extensive use of eredit in financing the war was to
place the banks of the country in a position of extreme dependence on the
reserve banks. At the time of the armistice the reserve banks were lending
member banks nearly $1,800,000,000 and in addition held nearly $400,000,-
000 of bills bought in the open market. As general liquidation of loans at
the reserve banks, unless due to the receipt of new gold, involves much
greater contraction of loans by member banks, it is probable that they
must continue to rediscount heavily there for many yenrs to come if not
indefinitely. No progress whatever in reducing these obligations has been
‘made during the two years since the armistice. On the contrary, borrowing
at the reserve banks has increased by nearly 50 per cent, loans standing at
$3,126,000,000 on November 5,1920.

1t is only for this after-the-war increase in the loans of the rescrve banks
and the more considerable incrense in the loans of the other banks thus made
possible that the management of the reserve banks can be held to be in
some measure, but by no means primarily, responsible. Government
financial policies were the controlling faetor in the situation for at least a
year after the armistice. The policy of borrowing at abnormally low rates
was insistently maintained by the Treasury. It does not fall within the
scope of this paper to discuss in detail the wisdom of this policy, Much
can be snid on both sides of the question. I content myself with observing
that it was my opinion at the time, and the subsequent course of events has
not altered the conclusion, that a distinctly higher range of rates on govern-
mefxt certificates in thesummer and autumn of 1919 would have been a wiser
policy. But even if the Federal Rescrve Board had been convinced that the
uftcr-t-hc-wﬂ.r financial policy of the Treasury was unwise, as to which
there is no evidence one way or the other, I do not think the board eould
have refused to cobperate in executing that policy, taking an independent
course and making a sharp advance in discount rates. It is, however,
reasonable to surmise that the policy of the Treasury after the armistice
would have been subjected to more searching scrutiny if the Reserve Board
were less heavily weighted with Treasury officials. When account is taken
o.f the future frequent borrowing requirement of the government, the reten-
tion of two Treasury officials as ex-officio members of the Reserve Board
seems most inexpedient. Borrowers on a large scale are not the most
desirable of persons to be selected as directors of any bank. The Treasury
as a borrower in times of peace should not be in position to exert a consider-
able, much less a controlling, direct influence on the discount policy of the
reserve banks. Merely as a matter of simplification of adminfstrutivc
machinery, also, the functions of the Comptroller of the Currency should be
tmr]sfcrred to the Reserve Board and the reserve banks.  So much of dimi-
nutlo.n of direct Treasury influence as is involved in this proposal seems
certainly desirable. Whether the Secretary of the Treasury should ceasc
to be a member of the board is & question s to which a definite answer is
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less casily given. Upon the whole, I am inclined to think that the presence
of the Secretary is desirable. The intimate understanding of the financial
situation that a Sccretary may gain as a member of the Reserve Board can
hardly fail to be of advantage to him in the conduet of his office. The
Sceretary of the Treasury, as a member of the Board can also do much to
defend the reserve system from unrcasonable demands on the part of the
public and above all from political onslaughts.

Returning once more to the course of eredit under the reserve system, there
remains for consideration the experience of the last twelve months, during
which the reserve banks have been in position to exert complete control
over the supply of credit and have also been able to take independent action.
At the end of August, 1919, the gross debt of the government reached its
maximum and though the Treasury continued to enter the market as a
chronic borrower, its strongest ground for insisting upon the policy of liberal
loans at low rates could be urged no longer. With evident reluctance
Treasury control of the discount policy of the reserve banks was relaxed
and seems to have been entirely relinquished with the last issue of 434 per
cent certificates in January, 1920.

Full responsibility for the credit situation was regained in circumstances
which imposed a severe test upon the reserve system and upon its manage-
ment. After nearly five years of unexampled business activity, accom-
panied by unprecedented credit expansion and advances in prices, the
activity of trade was unabated, the demand for eredit was if anything more
intense and prices were still moving rapidly upward. Beneath the surface,
there were indications that even though large supplies of additional credit
were still to be had, a period of readjustment could not be long postponed.
Liberal credit was no longer, as at the beginning of a period of activity,
serving to stimulate produetion and direct industry into promising chann?ls._
It was rather tending to disorganize industry, subjecting it to an increasing
extent to speculative influences, to wage disputes and numberlcsg other
strains. The average quality of the loans of the banks was becoming less
satisfactory because of these conditions in industry as well as on account of
extensive sales of goods in foreign markets on long credit terms. In short
the situation at the end of 1919 was one which by no poss}ibility could be
corrected by the application of additional supplies of credit. A check on
further credit cxpansion followed by some contraction was the one sure
remedy and that remedy would have been quite as much needec} even thou-gh
an abundant supply of additional credit had been still available. 1t is,
however, by no means certain that the Reserve Board would have -taken
measures to restrain credit during the course of the winter al‘ld spring -of
this year if the power of the reserve banks to extend credit within the llm.lts
of legal reserve requirements had not been nearly exhausted. The successive
advances in discount rates made during the first half of the year were "f’t'
then entircly the expression of a voluntary policy. It wasa policy which in
large measure was enforced by the rescrve position of the banks. It was
Necessary to check further eredit expansion.  Otherwise, the reserve bm_nks
in the course of a few months would have held no reserve above legal require-
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ments ag a basis for credit to be used in meeting an emergeney. To go on
expanding credit until the last available dollar was employed was indeed our
former practice, and the initial stages of the transition toa period of readjust-
ment were always marked by crisis and panic. It is one of the inestimable
advantages of the reserve system that the brakes were applied before the
supply of credit was entirely exhausted and before trade activity had culmi-
nated in 2 crisis. We are still in the midst of a period of necessary readjust-
ment and liquidation, but the immense superiority of the reserve system as
compared with our former means of meeting similar situations is already
conspicuously evident.

Although the process of readjustment is not completed, experience alreade
furnishes a basis for fairly definite conclusions regarding some important
aspects of the policy of the reserve banks in handling the situation. The
discount rate of the reserve banks is clearly an effective means of checking
credit expansion, but it is also evident that advancing rates influence the
situation rather slowly. Credit continued to expand for some months
after rates were finally advanced in May to the present high level. When
credit is expanding rapidly, there is at any moment a considerable supply
of unused credit scattered among the thousands of banks of the country the
use of which is not subject to control by the reserve banks. The continued
increase in the amount of federal reserve notes for some months after credit
expansion was checked is in accord with what was to have been anticipated.
Increased requirements for curreney accompany, but with some lag, the
increase in credit in the form of deposits subject to check.

These conditions and tendencics prompt the suggestion that when rates
are advanced in order to check credit expansion the practice of the Bank of
England of advancing rates by increments of one per eent should be adopted.
.In making for the first time a test of the effects of advancing discount rates,
it was per}laps natural and proper to move slowly. Experience during the
last year indicates that advances of fractions of per eent are ineffective.
It may be a.dded that in this particular instance, it would have been of much
advantage if somewhat greater progress in the process of readjustment had
been made before the beginning of the crop moving scason, o result which
would have followed a less hesitant discount policy.

The process of gradual contraction and orderly industrial readjustment
secms at. first sight in every respect superior to the short and severe crisis
and panic followed by depression with which we have had frequent experi-
enee in the past. I do not doubt that the balance of advantage is heavily
in favor of the slower process. At the same time it should be recognized
that the slower process is attended by its own peculiar difficulties. While
t}}e e_lggregaf.e loss is doubtless reduced, the burden of loss is apparently
dlst{lbuted in a somewhat different but by no means certainly in a more
cqu_xtal')le f_ashion among the various groups of producers. The slow process
of hguxd_ntlor} does not succeed in bringing about a slow and uniform gencral
decline in prices. In fact, price changes scem to be more irregular, or at
leasgt'thc xnc'gularitips are more prolonged than when periods of trade
activity culminated in catastrophic disturbances. In this connection the
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query suggests itsell whether farmers might not have incurred less loss if
there had been a crisis in the early autumn that might have forced a more
immediate reduction in prices of the goods they must buy.

The irregular distribution of the burdens of liquidation in some measure
explains even though it does not give sufficient ground for complying with
the widespread demands for assistance now being made by various classes of
producers. Much of the occasion for special consideration will disappear
when in the near future, as now secms probable, the decline in prices has
completed the circle.

There is grave danger that the quack remedy of inflation through enforced
accommmodation from the reserve banks may be attempted. Such a remedy
would be similar in all essentials to the grant of aid by the issue of paper
money by the government, a form of assistance that was urged but success-
fully resisted after the Civil War. It is not too much to say that it is now
to be determined whether the people of the United States possess sufficient
intelligence and endurance to permit the suceessful operation of anything
better than a straight-jacket credit system. We have established a system
which is designed to prevent collapse and complete disorganization. This
bresupposes that reserve banks will regularly hold in reserve large potential
credit power. If we insist upon using such power as a means of temporary
relief and stimulation, ultimate disaster is the certain consequence. Past
experience shows that it is dangerous for governments to issue paper money.
There is a constant temptation to overissue when confronted by real or
imaginary cmergencies. The same danger arises in the case of the reserve
system—that public opinion and perhaps legislative action will compel the
employment of its resources in a vanin endeavor to cure evils which are
mainly due to credit already granted in excess.

The process of industrial readjustment at best is painful and its burdens
are most unevenly distributed. It seems pertinent therefore to inquire
whether something more cannot be accomplished through the reserve system
than the mere modification and amelioration of conditions at the culmination
of periods of business activity. Would it be possible so to operate the
reserve system that conditions which compel widespread liquidation would
not be developed, or at least would not be developed to so serious degree
88 in the past. This inquiry is rendered more significant by the serious
danger that conditions which render subsequent liquidation unavmd:%ble
will develop more luxuriantly under the reserve system than was possible
under the national banking system.  Let us examine this point. )

The liquidation now under way will doubtless lead to a ct)nsxdemble
reduction in the loans of the banks to the public and in rediscounts at
the reserve banks. 1t is not unlikely that a reserve ratio as high as 70 per
cent will be scen before the beginning of the next period of active bus1ne§s
and intense demand for eredit. Moderate if not low discount rates wx.ll
doubtless prevail at the beginning of the period. A large supply of credl‘t
will be available; much more, as we have seen, than could be fun.nshed if
the reserve banks like the Bank of England could not issue credit notes.
1 mention this familiar fact once more because the pre-war discount policy
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of the Bank of England with its changes in rates as the reserve inercased or
decroased, scems to give the sanction of successful experienee to o policy
for central banks that would allow eredit to be extended freely at low rates
whenever reservessare ample. Bank of England pm(.ti(.c, however, loses
significance and is positively misleading when it is applied to a banking
system which loses no gold for purposes of domestic circulation as deposit
credit expands. Again in pre-war times, comparatively slight influences,
whether at home or abroad, were sufficient to subject the reserve of the Bank
of England to depletion from gold exports. For these two reasons credit
expansion in England could seldom be carried far without bringing the
reserve of the bank down to a point at which an advance in the discount
rate would become necessary. In this country, whatever may be the situa-
tion in the distant future, gold exports for many years to come are not tikely
to be the almost automatic consequence of moderate credit expansion.
This restraint on excessive credit expansion in any single country was
effective when all important commercial countrics were on the gold standard.
1t is not now effective because most of the world is on an inconvertible basis.
Consequently the volume of credit which may be created in the United
States will be determined for many years to come almost wholly by demestic
influenices. In these circumstances, while the rescrve systemn may be
expected to prevent the outbreak of panic, its expansive power is so great
that with the reserve ratio the detcrminant of discount policy it can be con-
fidently predicted that far wider price fluctuations will mark the successive
stages of the business cycle than were experienced under the national
banking system.

It should also be noted that the discount rate of the reserve banks is
a somewhat less immediately effective instrument of credit control than
that of the Bank of England in pre-war days. A considerable portion of the
loans of the British banks were of an international character which could
readily be shifted to the money markets of other countries when London
rfltes became relatively high. Owing to the present disordered financial
situation of most countries, loans arising out of foreign trade and other
international transactions no longer possess this quality so valuable from a
banking standpoint. International loans have become no more transferable
than (?omes.tic loans and, it may be added, with respect to pnyment at
maturity without delay or renewals have become decidedly inferior to
domestic loans.

'I"he absence of branch banking in the United States also weakens the
validity of comparisons between the discount rate of the Bank of England
nn'd those of the reserve banks.  Credit is less fluid under our system of some
thirty thousand banks. There are much wider variations in the lending
rates of the va}-ious commercial banks; there is no such general market rate
of d_xscount as in England. Consequently, the Bank of England practice of
a discount rate slightly above the market rate cannot have so pervasive an
influence. Moreover, until the banks cease to be constant heavy borrowers
at the reserve b'anks, a condition largely due as we have seen to the war, it
will not be feasible as a regular policy to establish discount rates above the

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



APPENDIX 1 201

lending rates of member banks even of those in the large cities. When,
however, it is the definite purpose of the management of the reserve banks
to check credit expansion, it will probably be found necessary to establish
discount rates whieh are considerably above the minimum rates at which
some member banks are making some of their loans.

As a guide to discount policy, it must be admitted the reserve ratio has
certain conspicuous advantages. It is definite and obvious. Public opinion
may be expected to support the always unwelcome policy of credit restraint
when that poliey is enforeed by a depleted reserve. It is unhappily very
doubtful whether the public would have been reconciled to the advance in
rates made last spring if the reserve banks had had, let us say, a reserve
ratio of 55 per cent, and vet, all other things being the same, an advance
in rates would have been no less desirable.

By parity of reasoning, it follows that reductions in discount rates need not
wait upon the acquisition of a high reserve ratio. The present situation
furnishes a convenient illustration. Credit expansion has already been
definitely checked; there is no present danger that lower discount rates
would stimulate & widespread demand for eredit that would permit prices to
move rapidly upward once more. The demand for credit is now largely for
the purpose of holding goods for which purchasers cannot be found. It is no
longer a sellers’ market. In these circumstances, it is at least possible that a
slight reduction in discount rates, by cncouraging many to resume normal
business dealings, might facilitate the process of liquidation, and so make
possible a more speedy reduction in the total volume of loans than will be
secured through the maintenance of the present schedule of rates.

There is no substitute for the reserve ratio which possesses its peculiar
virtues of simplicity and definiteness. To an enlightened business public,
howcvcr, it should be evident that so dclicate and at the same time potent
an instrument as credit cannot be wisely administered in a mechanical
fashion in accord with simple definite rules.

Whether at any time it is desirable to impose restraint upon credit depends
upon the uses to which eredits arc being put and upon the effects of these uses.
'I‘hc most definite indication that we possess of excessive credit is found
in the deeided upward movements of prices estending over a number of
vears. There is practically universal agreement that prices cannot be held
at an absolutely fixed level. Most would agree that advancing prices at
U}e beginning of a period of activity stimulate production in some mcasure.
¥ cw, however, would question that at some stage in every period of business
'f“:t“'it}' Tising prices faeilitate ill-judged undertakings and fail to increase
llld.ustrial output. No doubt there would be wide differences of opinion as
PO !ust when this stage is reached in any particular business cycle. Even so,
lE 13 submitted that the expert judgment of o responsible body like the
I'E(le}'nl Reserve Board, enjoving the benefit of general public criticism,
Provides a far more satisfactory hasis for a discount policy than the varia-
tions of o reserve ratio.

T'_‘e proposal to base the discount rate largely on the observed effects of
eredit expansion is not designed to sccure the stabilization of prices. Such a
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policy would not be concerned with permanent changes in prices associated
with variations in the world's supply of gold. It would aim merely at
lessening price fluctuations within particular business cycles, checking some-
what the upward movement, and thereby lessening the suhsequent decline.

Nearly every cconomic and social question is complicated, and many
are rendered insoluble by the alternations between activity and dcp.reS-
sion of the business cycle. To mention but a single instance, consu.lcr
the extent to which cfforts to enlist an interest in efficient production
on the part of wage earners have been frustrated for many years to come
by the present widespread unemployment, an inevitable sequel of the orgy
or inflation of the last five years.

This proposal to administer the reserve system in such a way as to moder-
ate the fluctuations of the business cycle, will of course be met with the
objection that it is politically hazardous. It will be urged that any attempt
to influence prices will be resented by large and influential classes who would
believe, whether rightly or wrongly, that they were being subjected to
needless loss or deprived of well earned gains, This difficulty, while unques-
tionably very serious, is less than would appear at first sight. We should not
gauge the antagonism to restraint on eredit exercised at an early stage i'_‘ a
period of expansion by the outery which is heard when enforced contraction
occurs after years of excessive credit, rising prices, and feverish trade activity.
Restraint in the usc of credit if imposed at an earlier stage in the eycle will not
be accompanied by widespread liquidation, foltowed by years of depression.
Here as elsewhere it is the wiser course to endeavor to remove causes, works
ing with the confident expectation that that discount policy for the reserve
banks which will yicld the greatest permanent advantage will finally secure
general public approval.

In the event that no control of credit based on the observed effects of
credit expansion at different stages in the business cycle is attempted by
the Federal Reserve Board, or, if attempted, is given up because of Inck of
public support, another, but in my judgment less satisfactory, method of
lessening the danger of exeessive credit should be adopted. At some
favorable moment, when the public is in a conservative mood, the legal
rescrve requirements against federal reserve notes, or against both notes and
deposits should be raised. A reserve ratio of 50 per cent or even 60 per cent
would permit much more additional credit expansion than was possible
under the national banking system, and quite as much as could be advan-
tageously employed. The economic development of the country might
have been somewhat more rapid at times in the past had more capital been
available, but credit is not capital; it is simply an agency for transferring
capital. I venture to assert that at no time in the past has the economic
development of the country been retarded because of an insufficient supply of
credit, while very frequently development has been retarded as a consequence
of eredit furnished in excess.

The experience of six years has disclosed no serious defects in the structure
or management of the federal reserve system, while the expansive credit
power of the system, enormously greater than that under the national
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banking systcmn, presents no serious danger for the future if suitable policies
are adopted. Much more is elearly neeessary than the adjustment of dis-
count rates to variations in the reserve position of the reserve banks. A
discount policy should be adopted which is designed to check the rapid expan-
sion of credit in periods of trade activity. Such a policy is entirely practica-
ble but it cannot be adopted in the absence of general confidence in the
wisdom of the policics of the management of the reserve banks, and it
requires readiness on the part of the public to support these policies even
when the immediate consequences are painful. Satisfactory results from
the working of the reserve system seem assured if the management is given
the support of an intelligent public opinion.
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EXTRACTS FROM ARTICLE ON FEDERAL RESERVE POLICY!
By A. C. MiLLER

Member of Federal Reserve Board

The acute distress and the economic hardship resulting from the business
and price recession movements of the past eight months, which have been
experienced in all sections of the country, have drawn attention to the
federal reserve system to a degree not hitherto experienced and have made
the operations and methods of the federal reserve banks o matter of wide-
spread public interest. The growing appreciation of the fact in the past
few months, even in sections of the country where a strong disposition was
manifested last autumn to charge the federal reserve system with responsi-
bility for the collapse of prices, that the recent liquidation movement has,
in the main, proceeded from world-wide economic causes and is incident to
the general economic readjustment made necessary by the profound eco-
nomic disturbances worked by the war, has done much to clarify the atmos-
phere and to make the moment favorable for a review and discussion of federal
reserve policy and practice.  While there is every reason to believe that the
first and worst stage of the post-war economic readjustment is near its close,
there is enough likelihood of further periods of economic difficulty and
strain in the process of completing the general readjustment to make it a
matter of great public concern to consider how the federnl reserve system
may best function in assisting the industry, trade, and business of the country
through such further periods of uncertainty and pressure as may occur.

It is but little more than six years since the federal reserve system was
organized and began operations on a modest scale. In that brief period
of time it has had to meet a greater variety of conditions and problems than
have ever confronted any system of reserve banking. Since the armistice
it has had to cope with economic and financial problems of unprecedented
magnitude and great complexity. It has rendered continuously the greatest
asgistance to the Treasury in making short-term borrowings. It has pro-
vided the credit basis for financing our enormous exports on credit to Europe.
It is primarily to its steadying and moderating influence that the drop in
prices during the past eight months did not eventuate in a complete and
disastrous collapse. Al of these things have been accomplished without ever
for a moment putting the maintenance of the gold standard, or the solidity
and integrity of our credit system, in jeopardy. These things augur
well for the future of reserve banking in the United States. The federal

i Reprinted from the AnERICAN Ecoxouic Review, Vol. XI, No. 2, June, 1921,
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reserve system has met its first searching tests on the whole with remarkable
success.  The fact, moreover, that in the heat of a presidential campaign,
in which the attitude and methods of the federal reserve system were fre-
quently the subject of bitter attack in sections of the country which felt in
a peculiarly high degree the impact of the price recession movement, it did
not yield to sectional or political pressure of any character, has done much to
set at rest the doubt, often expressed at the inception of the system, as to
whether any system of reserve banking under governmental supervision
could be fully successful in the United States beeause of “politics.”

A great hanking system is not, however, to be regarded as a ready-made
contrivance. The legislator can frequently foresee much, and the law cando
much, to make provision for future contingencics and establish safeguards
against future temptations, but when sll is done that can wisely be done by
legislative prescription and legislative safeguards, it still remains true that
a great banking system must be largely the result of growth and development
in the course of shaping its policies, devising methods, promoting practices,
and adapting its operations to the exigencies of differing situations as they
arise. Such is peculiarly the case at the present time. The federal reserve
system must learn its ways and get its gait in a world more profoundly
disturbed financially, economieally, socially, and politically than ever
before. Severe, thercfore, as are the tests which the system has already
had to meet, the devclopmental stage may not yet be said to be over.
Traditional methods of reserve banking, developed in the experience of
Europe, cannot be mechanically adopted in the administration of the federal
reserve system. Much pioneer work in blazing new paths must therefore
needs be done by those who are guiding its development, and they will need
all the help they can get from enlightened discussion and large-minded
consideration of their problems. Recalling Bagehot's penetrating observa-
tion that *the abstract thinking of the world is never to be expected from
persons in high places,”* and recalling also how much the development of the
English banking system in the ninctecnth century owed to sc_ientiﬁc eco-
nomic discussion, it is much to be desired that American economists who are
interested in problems of credit and banking, or in the bearing of credit
administration upon economic conditions, should give close thought to
Federal rescrve problems. 1t is for this reason that Dr. O. M. W, Spraguc:s
notable examination of the discount policy of the Federal reserve banks?is
particularly welcome. His paper serves well as a point of departure for (1)

! Refercnce: Lombard Street, by Walter Bagehot, p. 179.  The whole passage with refer-
enee to the early management of the reserve of the Bank of England is “'Ol'th. quoting:
“ + the dircetors of the Bank of England were neither acquainted with right prin-
ciples, nor were they protected by a judicious routine, They could nat be expected them-
selves to discover such principles. The abstract thinking of the world is never to be.expected
from persans in high places; the administration of first-rate current transactions is 8 most
eagrossing business, and those charged with them are usually but little inclined to think on
Ppoints of theory, even when such thinking most nearly concerns those transactions. }\,D
doubt when men’s own fortuncs are at stake, the instinct of the trader dots somehow antici-
Pate the conclusions of the closet. But a board has no instincts when it is not getting an
incore for itg members, and when it is only discharging s duty of office.”

In the American Economic Review for March, 1921, p. 16.
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a review of federal reserve policy in the past and (2) a consideration of
factors and difficultics that will have to be reckoned with in adjusting the
methods and operations of the Federal reserve banks in the future to new
conditions and altered cireumstances.

3. Credit Policy.—Credit policy was only of theoretical moment in the
first years of the federal reserve system. Easy credit conditions in the
United States, because of the reduction of member bank reserve require-
ments and the great influx of gold, made reserve bank credit policy and dis-
count rates of little actual consequence until the late autumn of 1916.
Then, for the first time, did a eredit situation develop which gave to the rates
of some of the federal reserve banks a degree of effectiveness. The increas-
ing pressure for credit funds, which would have developed in the year 1917
even if the United States had not entered the war, would undoubtedly have
led to the development of an effective discount policy by the federal rcserve
gystem—a policy in which main reliance would have been put upon rates,
and under which reserve bank rates would have been adjusted to market
conditions so as to keep them, in the larger financial eenters at least, at or
above the ordinary commercial rate; all of this in accordance with well
recognized principles of reserve bank practice. With the entry of the
United States into the war the outlook was changed, and the federal reserve
system was confronted with large and difficult problems of credit growing
out of the loan policy and loan operations of the Treasury. From that time
forth to the beginning of the year 1920, the discount policy of the federal
Teserve system was shaped not in accordance with money market conditions
—not with the idea of using reserve bank rates as an instrument of effective
control of the money market—but with the primaty purpose of assisting the
Treasury in the flotation of its great bond issues and its short-term certificate
issues. In brief, the discount policy of the federal reserve system was
treated as an element of the Treasury’s loan policy, the federal reserve
system virtually ceasing to exercise, for the time being, its normal function
of regulating credit. The position of the Federal Reserve Board with
respeet to the bearing of Treasury policy upon the federal reserve system
has been explained in its several annual reports,! and recently was succinctly
stated by the governor of the Federal Reserve Board at the joint hearings
held bef:)re the Senate and House comunittees on agriculture on December
3, 1920:

“The Federal Reserve Board adopted a policy in order to assist in the war
financing which was economically unsound. I say this frankly. Congress
authorized certain loans. It authorized the Secretary of the Treasury to
determine the rates at which the loans should be issued. The Sccretary of
the Treasury asked the advice of experts and then fixed the rates of interest,
to be borne by the several issues of bonds, notes, and certificates. During
the time we were actually at war, something like $18,000,000,000 of bonds
were gold to the people, an amount certainly in excess of the normal invest-

1Sec Report for 1920, pp. 11-15; for 1919, pp. 67-73; and for 1918, pp. 1-5 and 85-87.

2 Pages 62 and 63 of the hearings entitled “Reviving the Activities of the War Finance
Corporation.”
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ment power of the American people in such a short time, and the only way
in which those loans could be financed was through the instrumentality of the
banks. The only way the banks could undertake to do it was to get some
assistance from the Federal Reserve Banks and at o low rate. The low rate
of interest borne by these bonds was fixed with a view of holding down the
expenses of the Government as far as possible. Anyway, that is something
the Federal Reserve Board has no responsibility for. In order to make
possible the floating of these bonds we fixed a rate less than their coupon
rate. Some member banks announced that for a period of six months there
would be a rate of 411 per cent on notes secured by Government obligations.
The result was there was no loss to subscribing banks pending the distribu-
tion of the bonds to the public. There were successive bond issues. The
principal reason why discount rates were not increased earlier than they were
in 1919 was on account of Treasury financing.”

This may be taken as the official statement of the Federal.Reserve
Board with respect to the discount policy followed by the federal reserve
banks to the end of the yecar 1919.

It is elear that the point at which the loan policy of the Treasury affected
the federal reserve banks was the money rate. Discount rates were main-
tained at artificially low levels from shortly after the beginning of the war
in 1917 until the end of the vear 1919. The particular device which was
employed in aid of the Treasury's loan policy, as is well known, was the
establishment and maintenance of (1) preferential rates on bond and
certificate secured paper, as compared with commercial paper, and (2) a
differential in favor of the rate on such bond and certificate sccured paper
as compared with the interest rate borne by the bonds and certificates.
The immense credit resources of the federal reserve system were thus availed
of by the Treasury during this period to make and maintain an artificial
money market. In effect, the power of the Federal Reserve Board as the
ultimate regulator of the discount policy of the federal reserve banks was
put in commission, and rates were fixed, not “with a view of accommodz}ting
commerce and business,”! in accordance with normal principles, but with a
view to accommodating the financial program of the Treasury in accordunce
with emergency principles. .

Whether the I'reasury’s loan policy and methods of short-term borrowing
were well conceived ig not here in question. Indeed, the time has not ~f'°t
come for passing judgment upon the policies of the Treasury in eonnection
with the financial conduct of the war. It is, however, possible to speak of
that feature of Treasury policy which most vitally affected the ft{(lex:al
reserve banks. The wisdom and the necessity of the device of an artn_ﬁcml
money rate, carried to the point that it was by the maintenance of a dxl.'fer-
ential rate upon so-called war loan paper, may be questioned. ) In the light
of subsequent developments, it may be questioned whether it was not a
costly device to the country. While the bad economic consequences of
artificially Jow discount rates were minimized during the war by the many
various controls over the economic activities of the people that were then

! The language of the Federal Reserve act, section 14, paragraph D.
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set up, a precedent was cstablished which it was found difficult to set aside
after the war.

The controls which were set up during the war on production, trade, and
consumption—such as the War Industries Board, War Trade Board, Food
Administration, Fuel Administration, Railway Administration, Shipping
Board, Capital Issues Committee, New York Money Committee, had very
important financial consequences. Their bearing upon the credit situation
and upon the credit problem of the federal reserve banks was especially
important. They acted in effect, though that was not their intended pur-
pose, as a control of credit expansion at the source by limiting the occasion
for the use of credit and by confining its use to such purposcs as were
deemed essential to the prosecution of the war.!

But with the close of the war—that is, with the cessation of hostilitics
following the armistice—these various controls were soon lifted: “The
momentwe knew the armistice to have been signed we took the harness off.””
It was very generally cxpected that business and industry, if freed from
restraint, would soon cffect their return to a normal condition. Early in the
year 1919, however, industrial stagnation and unerployment were in evi-
dence, and a fresh survey and diagnosis of the economie situation was made
by the Industrial Board? set up under the auspices of the Department of
Commerce for assisting the readjustment of industry and trade to a more
stable basis. Its main effort was directed to bring about revision of prices
-and stabilization of the expected fall of prices. Events soon showed that the
policy of “price stabilization ' was based on a faulty economie dingnosis. It
was not many months after the close of the war that prices began to rise.
The main impulse came from the release of buying power which had been in
restraint during the war. A seller's market began to developin the spring of
1919. The consumer demanded goods; price was a secondary consideration.
Deale.rs, both wholesale and retail, were bidding against one another for such
supplies as therc were, and manufacturers were bidding against onc
{mother for raw materials and labor. The rapid rise of prices induced buy-
ing for speculation, and speculation in its turn accelerated the rise of prices.
Inflation was becoming cumulative and systemic in its effects, and pervading
the whole body economic, This is the explanation of a phenomenon which
has puzzled s0 many people. During the war, expansion of credit was
restrained from working its full economic effects in the form of price inflation
and speculation. After the war it was let loose when the various controls
above enumerated were lifted and the huge volume of eredit created during
the war was permitted to diffuse itself.

‘ The credit and business situation which developed in the United States
in 1919 wns one that needed restraint. A seller’s market usually needs

! Federal Reserve Bulletin, October, 1918, pp. 922-924. If these various controls which
were in effective operation in the last months of the war had been made equally effcctive

carly in the war, it is probable that a better financial and eredit situation would have becn

nminta'incd throughout the war; in bricf, that there would have been less inflation of credit
and prices than in fact developed,

? From President Wilson's address to Congress, delivered
3 D X
3 Federal Reserve Bulletin, Mar., 1919, p. 246, ccember 2, 1018
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credit restraint before it passes the limit of safety, just as a buyer's market
usually needs the help of credit support. It would have been of the greatest
advantage to the country if such restraint! had been excreised by the federal
reserve system in the year 1919, and the development of the runaway and
speculative markets, which developed in the second half of the year, been
measurably prevented. The federal reserve system was the one important
agency of control left to the country after the various war controls had
disappeared. Al the more immportant was it, therefore, that it should be in a
pasition to function as effectively as possible. Its burden and responsi-
bility, even under the most favorable view of the situation, were
undeniably large, and would have imposed a scvere test upon the
system. In the light of what transpired in the year 1920, as is
now a matter of universal knowledge, there is every reason to believe
that if the federnl reserve system had functioned as effectively in
1919 in regulating eredit as it did in 1920 in retarding and eventu-
ally arresting expansion, it would have rendered an inestimable service to
the country and would have prevented many of the unhealthful develop-
ments in business and eredit from gaining the headway which made action
of s0 drastic o character as that which was taken in 1920 necessary. How
much of the busincss distress and economic hardship experienced by the
country during the past year would have been avoided, had the federal
reserve system been in a position to pursue a discount policy in the second
half of the year 1919 such as the trend of developments elearly indicated ?o
be necessary, cannot of course be determined. Much of the hardship
suffered by the country in 1920 might, however, have been avoided by the
adoption in 1919 of an cficctive precautionary policy of eredit control. That
such a preeautionary discount policy would have been adopted by the federal
reserve system, had it felt free to act, will not be doubted by any one
acquainted with the attitude of the Federal Reserve Board and the federal
Teserve banks at this time. As early as June, 1919, after the close of the
Victory Liberty Loan campaign, which, it will be remembered, was an-
nounced to be the lnst of the war loans, the Federal Reserve Board expressed
its concern over the unhealthful tendencies which were in process.  Counsel

! The month of September was the time to have gotten control. The public debt reuchl‘f(l
its maximum at the end of August, and o great reduction of the floating debt occurred in
September.  Total war loan paper for the twelve federal reserve banks droppefl from
$1,635,233,000 on September 5, 1019, to $1,353,896,000 on September 19, following the
redemption of certificates on September 15 of $431,910,000. The rise was then rapid, reaching
$1.771,028,000 on November 7. The movement of total bills discounted paralleled the
Varistions in war loan paper closely. On September 3, total bills discounted for member
banks were $1,847,418,000. They fell to $1,645,881,000 on September 19, and rose to
$2,189,489,000 on !\'ov'embcr 7. The expansion of the loan account of the federal rescrve
banks during the seven wecks from September 19 to November 7 amounted to over
$500,000,000.

For th('! Federal Rescrve Bank of New York, total war loan paper dropped from $672,070,-
000 on September 5, 1919, to $483,053,000 on September 19, It then rose to $795,212,000
on November 7. On September 5, total bills discounted amounted to $724,861,000, {alling
to $528,502,000 on September 19, and rising to $904,351,000 on November 7. The expan-
5ion in total bills discounted in the seven weeka from September 19 to November 7 amounted
to approximately $375,000,000.
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and warnings of similar purport were subsequently rep sated.  The neeessity
of restraint upon the borrowings of mewmber banks for speculative purposes
by other means than advances in discount rates! was pointed out, and such
restraint was urged. Here and there, for a while, there were some slight
evidences that the situation was being controlled, but no large results were
achieved, and speculative tendencics of » dangerous character and large
dimensions, involving speculation in land and commodities as well as in
securities, gained incrcasing momentum through the autumn of 1919,
“Direct action,” so-called, as a method of credit control was not succeeding.?
The expansion of credit and the rise of prices went on apace. Speeculation
flourished. It could no longer be doubted that the federal reserve system
must undertake the regulation of ercdit by means of discount rates. A
beginning was made by the slight advance in discount rates on war loan
paper on December 11, 1919, with every cxpectation and intention on the
part of the federal reserve system of assuming full control of its discount
poliey with the advent of the year 1920.

All this is said dispassionately and objectively, by way of explanation of
a critical period in the history of federal reserve policy. The Treasury, s
well as the federal reserve system, had its difficultics. While the war,in s
fighting sense, was over with the advent of the year 1919, it was not over in
a financial sense. The Treasury was still confronted with vast financiul
obligations. The financial precedent established during the war carried
over into the year 1919. Reserve bank policy continued to be subordinated
to Treasury policy, and discount rates throughout the year 1919 were main-
tained at artificially low levels. The device of an artificial discount rate
provided too comfortable an expedient alike to the Treasury and to the banks
of the country, which were still burdened with commitments made under the
“borrow and buy’ Liberty Loan slogan, to be easily relinquished. Thus
was the federal reserve system controlled in the matter of its discount policy
at the very time when the interest of the country at large required that it
should be free of control in order that it itself might control.

With the year 1920% the federal reserve banks entered upon the exercise
of their function of regulating credit in accordance with business and
economic indications, and, under circumstances of extraordinary difficulty
and for the first time since the outbreuk of the war, undertook to develop
a policy of credit control by means of discount rates. About the same time
the Treasury adopted the policy of adjusting the interest rate on its short-

i “The Federal Rescrve Board is concerned over the existing tendency towards excessive
speculation, and while ordinarily this could be corrected by an advance in discount rates at

the Federal Reserve Banks, it is not practicable to apply this check at this time because of

Government financing.” (From a letter sent by the Federal Reserve Board to the chair-
men of the federal reserve banks, June 10, 1019.)

? “These warnings, howsever, were only a transitory expedient and were given only momen-
tary attention by many banks. The Board wns prepared, s soon ns Treasury exigencies
permitted, to resort to the well-known method of advancing the rate of discount.” Annual
Report for 1820, p. 12.

3 “Fortunately the condition of the Treasury is such that the Board can now feel free to

inaugurate discount policies adjusted to peace-time conditions and needs.” Annual Report
for 1919, p. 69.
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term borrowings to the state of the money market. It is not for the Federal
Reserve Board to estimate the wisdom of the eredit policy pursued by it
in the year 1920. It may, however, with propriety speak of the attitude
which led to that policy. There was nothing “hesitant”! in the policy
adopted by the board at this time. Rates were advaneed as follows in Janu-
ary, 1920: commercial paper rate, from 434 per cent at ten banks and 5
per cent at two banks to 6 per cent at all banks; certificate of indebtedness
rate, from 41{ per cent to 435 per cent according to the rate borne by the
certificate to 43{ per cent on all classes of certificates; liberty bond rate, from
424 per cent at ten banks and 5 per cent at two banks to 534 per cent at all
banks. Such marked advances of rate do not betray “hesitation’”; they
evidence conviction.? This first advance in rates not proving effective,
further advances were made in the early summer—the commerecial rate at
the largest Federal reserve banks being advanced from 6 per cent to7 per
cent, rates on certificates from 434 per cent to 5% per cent at seven banks,
and from 5 per cent to 6 per cent at five banks, according to the rate borne by
the certificate, and rates on liberty bonds from 534 per cent to 6 per cent at
six banks, and 53{ per cent at one bank, the rate being left unchanged at the
remaining five banks.

The reserve ratio for the federal reserve system as a whole on January 2,
1920, was 43.7 per cent as compared with 50.8 per cent on July 3, 1919.
It declined to 42.8 per cont on July 2, 1920. The board’s action in raising
rates was therefore clearly supported by the reserve position of the banks.
But there is nothing in the action taken then or at any time later in the year
to justify the statement that the board’s discount policy in 1920 was not
“the expression of a voluntary poliey.”s The board’s attitude is clearly
indicated in its annual report for 1919: “The expansion of credit set.in
motion by the war must be checked. Credit must be brought under effective
control and its flow be once more regulated and governed with careful regard
to the economic welfare of the country and the needs of its producing indus-
tries.”* The action taken by the federal reserve banks in 1920 was take-n not
brimarily to protect their reserves but to control the rate of expansion of
credit. It should be distinetly noted in reviewing the situntxop of the
reserve banks during the years 1919 and 1920 that the reserve ratio of 1.;he
federal reserve system was declining, not because Teserves were pemg
depleted through loss of gold, but primarily because the credit facilities of
the system were being too freely drawn upon by the banks of the country

1 . i i eady cited, page 24.

? :I“?te :gamt::e;ii«:’:ré":r;:f::iﬂcfiu:n’.nh?:et?: l:tngm clyose of t’;e year (1919) that a sub-

‘stantial advance in all discount rates was necessary and that ‘it should not be long delayed.”

4Annual Report for 1919, p. 4.
¥ “It is, however, by no means certain that the Reserve Board would have taken meas-

ures to restrain credit during the course of the winter and spring of this year [192'0] if the
Dower of the rescrve banks to extend credit within the limits of legal reserve requxr?ments
Lad not been nearly exhausted, The successive advances in discount rates mzfde during the
first half of the year were not then entirely the expression of a voluntary pﬂhcyy"- It was a
poliey which in large measure was enforced by the reserve position of the banks.” (Sprague,
article cited, p. 23.)

¢ Annual Keport for 1919, p. 71.
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and the liabilities of the reserve banks in the form of deposits and notes
mounting at a steady and startling rate. The decline of the reserve ratio
reflected quite accurately the eredit expansion which was in process.! The
solicitude of the board arose not because of loss of gold—for the total gold
holdings of the reserve system showed little variation (amounting on
January 3, 1919, to $2,091,194,000; on July 3, 1919 to $2,128,946,000; on
January 2, 1920, to $2,062,615,000; on July 2, 1920, to $1,971,696,000; and
on December 31, 1920, to $2,059,333,000), but because of the unhealthful
eredit situation which had been developing since the summer of 1919, and
which threatened to culminate in disaster unless subjected to control. While
this condition was reflected in the decline of the reserve ratio, the board’s
discount policy was directed toward improving the reserve position of the
federal reserve banks not by increasing their reserves but by checking the
eonstant expansion of their liabilities and by setting in operation forces
which would make for a healthier credit situation. It raised rates to protect
the reserve banks against abuse of their credit facilitics, and to protect
the community and the general business and economic situation against the
consequences of such abuse.

Whether the federal reserve system would have had the support of public
opinion to the extent it had during the past year, had the bad situation which
the Federal Reserve Board was undertaking to improve not been unmis-
takably reflected in the reserve position of the banks, may well be doubted:
" “As a guide to discount policy, it must be admitted the reserve ratio has
certain conspicuous advantages. It is definite and obvious. Public opinion
may be expected to support the always unwelcome policy of credit restraint
when that policy i enforced by a depleted reserve. It is unhappily very
doubtful whether the public would have been reconciled to the advance in
ratf:s made last spring if the reserve banks had had, let us say, areserve
ratio of 55 per cent, and yet, all other things being the same, an advance in
rates would have been no less desirable,’’2

It is this consideration, thus well stated, which has given to the bunk
reserve ratio in the past its authoritative position as a ecredit and banking
indicator. It is this same consideration which will assure it o position of
almost equal importance in the future. Tradition, it must never be for-
gotten, has much to do with matters of banking and credit practice. The
popular tradition that the reserve ratio is the index of changes in the credit
situation will therefore be slow to disappear. Particularly will this be true
in the United States, where long adherence to the principle of legislatively

1 Studies made by the Statistical Division of the Federal Reserve Board indicate that for
the larger part of the year 1920 the reserve ratio has fluctuated in close accord with changes
in note and deposit liabilitics, As between notes and deposits, the indications are that for
shorter periods of time changes in the ratio follow fluctuations in deposits, while for longer
periods of time the decisive influence on the ratio is exercised by changes in the volume of
notes. An effort has been made to devise an “index of divergence,” or formula for estimat-
ing the relative effects of changes in liabilities and of changes in reserves on the movement of
the reserve ratio. See paper by E. A, Goldenweiser, “Index of Divergence,” in the forth-
eoming September number of the American Statistical Review.

2 Sprague, article cited, p. 27,
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preseribed minimum banking reserves has much of the sanctity of a first
principle. The proposals often made in recent months to abandon the
reserve ratio as an indicator of discount policy and to base discount policy
hereafter on the observed effects of credit on prices,! have, therefore, the
character of academic proposals, even in present circumstances, which, it
must candidly be admitted, are Jess favorable than was ordinarily true in the
past to quick responsivencss on the part of the reserve ratio to changing
business, credit, and price conditions. As an abstract proposition, the
proposal to substitute a price indicator for the reserve ratio as a guide to
diseount policy has much economic merit. The rigors of the recent price
readjustment process through which the United States, in common with the
rest of the commercial world, has been passing, have emphasized the value
of price stability. Price disturbances not originating from inevitable natural
causes are bad and costly alike to producer and consumer. It is not sur-
prising, therefore, in view of the trying experiences of recent years, that
effort should be made, in reviewing the working of present-day credit and
banking machinery, to find some guide to credit policy that will give to the
community greater protection against unsettling changes in the price level.
Recent American experience, it may also be admitted, has demonstrated that
good banking administration in times of economic disorder, at least, presents
more than a problem of mercly maintaining the reserve ratio, in a conven-
tional or perfunctory sense.

Without entering upon the discussion of controverted questions of eco-
nomic theory touching the relation of changes in prices to changes in the vol-
ume of credit, it may be assumed that the retardation of the flow of credit
in times of expansion, and the acceleration of the flow of credit in times of
business recovery following a period of depression, have an appreciable
bearing on price movements. As a theoretical proposition, therefore, it is
entirely conceivable that the discount policy of the federal reserve system
might be governed by indications of impending price changes, with a view
of mitigating their cyclical fluctuations. While such an undertaking would
raise some new and difficult problems of credit administration, no doubt in
time the technique of a plan of credit regulation based on price indices could
be worked out and made administratively praticable if public sentiment
demanded. But there is now no warrant in the statute under which the
federal reserve banks are organized for undertaking to regulate their credit
operations on any such basis. The economic logic of the Federal Reserve
act is clearly predicated upon the theory that the federal reserve bankg shall
be operated with regard to reserve ratios, and “rates be fixed with a view of
accommodating commerce and business.” It would imply a very latitu-
dinarian construction of the term “accommodating commerce and business”
for the Federal Reserve Board and the federal reserve banks to adopt the
“observed offects of eredit on prices” as their rule of action in the future.
There is not, however, the slightest reason for supposing that such.n proccq-
ure on the part of the federal reserve banks would be viewed with pul)l'lc
approval, Quite the contrary. Public sentiment in the United States is,

tIbid, p. 28.
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and always has been, highly sensitive in matters of credit control, and
precisely, among other reasons, because of the bearing that such control
has, or is believed to have upon the movement of prices.

The popular dread of “contraction,” based, as it is, upon the popular
assumption of a close, immediate, causal connection between contraction
and falling prices, has seldom, if ever, been appealed to in vain in the United
States in times of economic pressure. There is not the slightest warrant
in either the remote or recent economic history of the United States for
supposing that the American public would sanction or tolerate a discount
policy on the part of the federal reserve system avowedly based upon price
indexes, even if it were clear that such a practice were otherwise advisable.
It would be regarded as tantamount to the setting up of a credit and price
despotism. This fear of contraction and its consequences is one of the
most persistent phases of American popular economics; practically viewed,
it has the force of an instinct and is the explanation of many, if not most, of
the otherwise puzzling vagaries of American financial history. One of its
earliest and most energetic manifestations, it is well to rceall, was the bitter
hostility aroused against the Second Bank of the United States because of the
financial pressure experienced in 1833-1834, alleged to have been due to the
sinister purposes and Czarist methods of the great banking institution
against which Andrew Jackson was successfully arraying the forces of public
sentiment in many sections of the country. Later manifestations of the
same feeling abound in the decades following the Civil War, when the nation
was confronted with the problem of correcting currency disorders resulting
from the Civil War. Recent events, in the autumn of 1920, have given
evidence of the persistence of a similar strain of sentiment.

The problem of credit and currency regulation in a country s vast as the
United States, and as complicated in its economic organization with different
sections of the country in different stages of economic development and
maturity, presents a very difficult problem even under normal conditions.!
This, among other things, is the explanation and justification of the use of
the regional principle in determining the structure of our system of reserve
banking, as against the principle of a single central institution, nation-wide
in the scope of its operation and control—the regional principle permitting of
a closer adaptation of credit policy to regional or local conditions. - The
discount or credit policy of a reserve bank, whether organized on the regional
or the central principle, must always be the expression of a judgment as to
when a situation has arisen in business, industry, or credit which indicates
the desirability of action on the part of reserve holding and credit and
currency regulating institutions. That judgment must be a live judgment,
not a mechanical judgment. A great variety of factors enter into the
determination of appropriate discount policy. Among these may be
mentioned the state of business, industry, and trade (both domestic and
foreign), the state of money markets (both domestic and foreign), interna-

1 See S;{raguc, article cited, pp. 26-27: “There is no such general market rate of dis-
c?unt as in England. Consequently, the Bank of England practice of a discount rate
slightly above the market rate cannot have so pervasive an influcnce.”
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tional gold movements, seasonal conditions and needs, accidental ecoromic
disturbances, sometimes political conditions and the international situation,
the stage of the business cycle, price movements,! and the state of banking
reserves. No one of these by itself can be conelusive of action to be taken.
Each has its own value and significance; and competent judgment on the
part of reserve institutions depends in great measure upon the skill and
capacity developed to give to each of these several factors its due weight in
any given set of circumstances in determining the matter of credit policy.
But when all this is said, it may yet be added that ordinarily there is no one
indicator which is more suggestive of the occasion of considering action on
the part of a reserve bank than a change in its reserve ratio.?

1"While the Federal Reserve Board will always be mindful of the interdependence of
eredit and industry and of the influence exerted on prices by the general volume of eredit,
the Board nevertheless can not nssume to be an arbiter of industry or prices.” Annual
Report for 1919, p. 73.

*Sprague, article cited, p. 27: "There is no substitute for the reserve ratio which
Possesses its peculinr virtues of simplieity nnd definiteness.”
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REVIEWS OF THE MONTH

(¥rom Federal Reserve Bulletin)
1. Mancn, 1923

Business and Credit.—Since the opening of the year there has been con-
tinued growth in the volume of production, further increases in the prices
of basic materials, and a larger demand for credit. Though the general
credit trend has been somewhat obseured by seasonal influences, the differ-
ences between the developments this year and at the heginning of 1?22
indicate an increase in the eredit requirements of business. The reduction
in loans at member banks during January was only half as large in 1923
as in 1922, and the decrease in reserve bank discounts was much smaller
than a year ago. Also, the return flow of Federal reserve note currency was
not so pronounced this year as last, and eame to an end a week or two cnr}lcr-
Borrowing for commercial purposes, which has increased steadily since
mid-summer of 1922, showed no seasonal decline, but continued to increase
during January and February. The effect of this larger credit demand was
felt early in February in a higher level of money rates in the financial centers.

In considering the present condition of industry and trade and the pro-
spective demand for credit, it is important to give attention not merely to
the financial situation, but to influences affecting the current volume of
production and trade. Credit changes tend to lag behind changes in pro-
ductive output, and consequently the immediate financial developments do
not adequately reflect the extent of present industrial uctivity. The factors
of primary importance in estimating the present outlook are the volume
and character of goods being produced and marketed, and the sources of
demand for these goods.

Recent Increases in Production.—1It is well'known that the trend of pro-
duction has been upward since the middle of 1921, and that the current
output is large, but the extent of recovery and the magnitude of the present
volume of produetion compared to carlier periods of busincss activity are
not so fully realized. During the last quarter of 1922 production was greater
than at any similar period during the past five years. The Federal Reserve
Board’s index of production in basic industries, which measures the changes
in the output of 22 commodities, shows that in September, 1922, production
was equal to the monthly average for 1919, and that since that month there
has been an almost continuous advance. During so short o period as the
last five months there has been a 20 per cent increase in output, and in
January the level of production rose above the peak of 1920. During this
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period industrial disturbances have been few, mining has proceeded on a
larger scale, and traflic conditions have improved. The relatively mild
winter and the continued demand for housing facilities have led to a con-
tinuance of building operations. Greater efficiency, both of labor and of fac-~
tory equipment, has made larger output possible, and the sustained demand
for basic materials at advancing prices has made production profitable.

The chief factor in the larger production during January was the increased
output of iron and stecl. This output during the first month of 1923 was
double that of the same month last year; the output of steel ingots was, in
fact, the largest on record for any January and with the exception of March,
1920, the largest for any month since 1918. Recent estimates of the con~
sumption of steel by important lines of industry indicate the character of
present demand. Railroads used approximately 25 per cent of last vear's
stecl production; transportation and storage of oil, gas, and water consumed
15 per cent; buildings and bridges approximately 12 per cent; the automobile
industry 9 per cent, and the export demand about 8 per cent. Larger steel
production during January has been accompanied by a growth in the volume
of unfilled orders and by an increase in the price of steel.

A somewhat similar situation exists in the building industry and in the
industries producing building materials. Since the latter part of 1922 the
volume of orders placed for lumber has excceded production, some weeks
running as high as 50 per cent in excess; in December and January shipments
of lumber exceeded production by about 20 per cent. Production of lumber,
cement, and face brick during January, 1923, average about 45 per cent
greater than a year carlier, and prices of building materials advancefl 19 per
cent during the same period. The advance in prices of these materials dur-
ing the past year has been greater than for any other group represented in
the index number of the Bureau of Labor Statistics, but the increasc. in
their production has been still greater. The demand for basic x_nz_ltermls
and for house furnishings resulting from the present building activity has
Played a large part both dircetly and indirectly in creating the current
volume of production and trade. The construction industry fmd, in fact,
the produetion of equipment goods in general are fluctuating in 9haract:sr,
and the influence of the additional demands arising from such industries
upon the volume of employment, and hence on the buying power of workers,
is greatest during periods of ehanging business activity.

While the production of consumers’ goods ordinarily fluctuates less than
that of hasic materials, yet their output has also responded to the rec?nt
increase in business activity and to the larger purchasing power resulting
from fuller employment. At the beginning of 1922 the production of tex-
tiles, shoes, and food declined, but during the latter part of the year the
output of these goods again increased. For the year as a the] cotton
consumption at textile mills was the largest since 1918; wool'en rpxlls were
Particularly active during the last quarter of the year and maintained their
Production during January. The output of food products was greater dur-
ing 1922 than in either of the two preceding years, although in general less
than during 1019, It is estimated that during last year more meat was con~
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sumed in the United States than during any previous year. The domestic
demand for consumers’ goods is the largest market for American products,
and the increase in the money income of the Nation during the past year has
been reflected in that market.

Production and Stocks.—In order to determine the economic significance
of the large volume of current production, it is important to know whether
the output is being marketed asit is produced or is accumulating in large quan-
tities. A comparison of the stocks of basic materials in January, 1923, with
those for the corresponding month a year ago indicates, as far as information
is available, that they are not accumulating. As this conclusion bears an
important relation to the current business and credit situation, the evidence
is presented in some detail. The following table shows the stocks of basic
commodities on hand January 1, 1923, and the percentage of increasc or
decrcase compared with a year ago.

Srocks or Basic MarErrars, Jaxwary 1. 1022, axp Javvary 1, 1923

Per cent
incrense
Jan. 1, 1922 | Jan. I, 1923 or de-
crease (-}
Bituminous coal,! tons. ... ................ 48,000,000 30,000,000 —25.0
Anthracite eoal, ons. . ... oo 1,230,000 364,000 | —70.4
Crude petroleum, barrels.................... 185,623,000 | 264,578,000 42.
Gasoline,® gallons....................,uo.n. 439,031,000 | *567,101,000 29.
Kerosene,d gallons...................., e 170,315,000 | 4234,436,000 37.
Pine lumber,s M feet. 2,178,000 2,216,000 L.
Cement, barrels............................. 11,938,000 9,134,000 | —23.
Brick, face, number......................... 160,961,000 | 118,626,000 —26.
Wood pulp, tons........................ ... 169,023 113,301 { —33.
Newsprint,® tons....... 227,235 238,707 5.
Cattle hides, number. 5,818,000 6,346,000 9.
Calfskins, number. .......... 2,965,000 3,208,000 1.

Goat and kid skins, number. ...
Sheep and lambskins, number. ..
Sole leather?....................... e
Cotton,3bales..,............o. . L.,

10,380,000 8,730,000 | —15.
12,661,000 9,151,000 -27
11,303,000 9,764,000 | —13

O S TR R P TR R - T

{ 6,045,000 5,006,000 | —13
Flourp barrels................ ..., .., 7,776,000 7,700,000 | — 1
Beef,?9pounds..................... ..., 84,808,000 | 116,222,000 37
Pork products,® pounds.................. ... 462,637,000 | 567,312,000 22
Lamb, pounds..........ooovuunonii ..., 6,444,000 4,528,000 [ —35.

t Total commercial stocks; estimate based on 5,000 reports,

2 Stocks of 516 identical retail dealers.

3 Refiners® stocks.

4 Figures for Dec. 1, 1922, the latest available.

5 Reports of Southern Pine Associntion and Weatern Pine Association.
¢ Stocks of mills, jobbers, and publishers and stocks in transit.

7 Backs, bends, and sides.

8 At mills and warchouses.

¢ Estimates of Russell's Commercinl News,
10 Cold-storage holdings, Bureau of Agricultural Economics,
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The fact that stocks of many basic materials at the beginning of the year
were less than a year ago indicates that the goods produced have moved
steadily into the channels of trade. A further indication that no large
physical volume of goods has been accumulated by industrial corporations
is furnished by the recently published annual statements of a considerable
number of concerns engaged in the production of raw materials and of
finished goods. Tlicse statements show that inventories at the close of
1922 averaged somewhat less than in 1921, notwithstanding the fact that
prices are higher than a year ngo. Information concerning stocks in the
hands of retailers is less comprehensive, the only available data being the
reports received by Federal reserve banks from 500 department stores in
over 100 cities. The merchandise stocks held by these stores at the end of
the year were relatively low and during January declined slightly.

The relation between production and stocks is ordinarily regarded as of
great value in throwing light upon business and credit conditions and
tendencies. In a period of business revival, when prices are advancing,
there comes a time when the cxpectation of further inercases in prices
furnishes a powerful incentive to manufacturers and merchants to enlarge
the volume of their purchases of materials and merchandise, and so to accum-
ulate stocks. Such practice, if generally pursued, may for a time be itself
the cause for bringing about the expected price increase. The policy of
purchasing far in anticipation of demand because of expected price advances,
and of ordering materials in exeess of requirements because of fear of short-
ages, introduces an element of unhealthy speculation into production and
trade. Such policies, furthermore, ordinarily lead to increased borrowing to
finance the larger inventories, and borrowing for this purpose accounts in
part for the enlarged derand for credit which accompanies a rise in prices.
How large a volume of credit at any given time is required to maintain a
healthy condition of productive industry is not always easy to determine,
particularly in a country of such varied and complex economic activity as
the United States. But it is well to emphasize 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 ﬁ.n:'m-
cial requirements of current production and trade and not from speculation
in inventories. .

Further evidence as to the movement and marketing of goods is furmshefi
by the car loading of merchandisc and the volume of wholesale and retail
sales. Railroad loadings of merchandise in the last quarter of 1922 were
about 10 per cent larger than those of the last quarter of 1921. During
January there was a further increase of merchandise loadings, and the total
for the month was 23 per cent larger than the corresponding month (?f last
year. The volume of wholesale and retail merchandising increased in the
last quarter of 1922, but the increase of wholesale trade was not unusually
large for the scason of the year. For 1922asa whole, however, the 'volume
of wholesale trade was substantially greater than in 1921, In retail trade
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the sales, both of department stores and mail-order houses, were consider-
ably larger in the fall of 1922 than in 1921. During the last quarter of the
year department stores increased their sales over the corresponding period
of the previous year by approximately 6 per cent, while, comparing the
same periods, mail-order houses reported sales 31 per cent larger. Mail-
order sales, however, which refiect the merchandise demand in rural districts
and which declined heavily during 1920 and 1921, were still smaller in dollar
value than they were in 1919, whereas department-store sales, representing
city trade, were much larger. December sales of reporting department
stores reached the largest monthly figure of the last four years, and in
January were 12 per cent larger than in January, 1922,

The increased buying which made possible this larger marketing of
goods came chiefly from fuller employment and the larger pay rolls and
from some inercase in the net proceeds to the farmer from the sale of his
products.

Increased Buying Power.—Restoration of buying power resulting from
recmployment after the industrial inaetivity of 1921 is one of the causes for
the sustained demand that has supported the increase in that activity.
During the past year the pay rolls at industrial establishments increased
approximately 25 per cent. Morcover, this increased money income Wi§
not offset by corresponding increases in the cost of living. Retail prices rosc
very little during the year, so that the advance in wholesale prices has not
yet been fully reflected in the prices of goods bought by the ultimate con-
sumer, These conditions have enabled wage earners to make savings, a8 18
cvidenced by the growth of savings deposits throughout the country. The
increase during the year in savings deposits for about 880 reporting banks
distributed through the 12 Federal reserve districts and holding approxi-
mately one-third of the total time and savings deposits of the country was
$445,000,000. About 60 per cent of this increase took place during the last
threc months. The accumulation of these savings represents partly the
deposit of funds arising from the redemption of Victory notes and war
savings certificates, but it indicates more particularly that current money
income has not only been sufficient to purchase a large volume of consumers’
goods, but also to contribute to the funds now being invested in houses and
other capital goods. It is generally true that in years when production is
large both consumption and saving are also greatest.

Foreign Markets as ¢ Factor..—The curtailed buying power of European
purchasers under present conditions raises the questions as to the extent
of dependency of various lines of industry upon foreign buyers and the
relative importance of domestic and foreign markets. In the following table
are shown, for selected years for certain basic materialy, the proportion of
domestie production in terms of quantity which has been sold in foreign
markets. No account is here taken of the lng of several months that must
ordinarily take place between the time goods are produced and the time they
are exported.
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PErcENTAGE OF DoMEsTIC PRODUCTION EXPORTED IN SPECIFIED CALENDAR

YEARs

Commodity l 1013 ' 1920 1921 l 1922
Whent. .ot e 13.0 24.7 34.4 19.2
Whent flour. .............oo v, 10.5 18.1 13.9 12.0
Corn...oooiivinnn i 1.9 .6 4.2 5.7
Cotton...........cooivviiinins, 60.8 45.8 81.4 61.4
Tobaeco. ... ov i 46.6 290.6 48.2 32.5
Beefooooivinniiiinnnn . .9 2.3 .8 .6
Porkand lard................. 15.9 24.3 21.9 20.6
Bituminous conl................. " 3.8 6.0 3.0 2.7
Copber.............coiiuiii... 66.8 45.6 117.91 86.5
Gusoline......................... 9.8 8.1 10.3 9.3
Kerosene..................0. ... 57.8 37.5 38.5 38.8
Gasandfuel oil...........oo i, 9.6 9.3 8.7 6.5

‘Exporla_ greater than production, duc to marketing of stocks carried over from pre-
vious year.

The figures show the very wide differences in the relative amounts of
various products which were shipped to foreign markets, and the relatively
large proportion of certain farm products marketed abroad indicates the
connection between the condition.of world markets and the prosperity of the
American farmer. The relation between the total foreign trade and total
domestic production is difficult to estimate with accuracy, but both on the
basis of physical units and of dollar value it is clear that no large proportion
of the country’s production during 1922 was marketed abroad. It should
not be assumed, however, that the foreign trade of the United States is unim-
portant because, however measured, it is only a small part of our combined
domestic nnd foreign trade. The cotton growers of the South and the
farmers of the Middle West depend to a considerable extent upon foreign
demand to insure marketing their crops at profitable prices. Moreover,
even for manufncturers, the existence of a foreign market ready to absorb
surplus products is an important price stabilizing factor, even though the
actual volume of certain kinds of goods sold abroad may not be large.

The physical volume of exports in 1922, according to the foreign trade
index of the Federal Reserve Board and other available data, was slig_htly
less than in 1921, but the movement of goods was in general wcll_m:u:ntmned
and was highest in the last three months of the year. 'I"he rise in those
months was due entirely to increased exports of raw materials, chief among
which was raw cotton. The quantities of foodstuffs and manufactures, on
the other hand, showed a tendency to decline in the Iatt(_:r p-art of 1922,
following large movements of those classes of goods earlier in t!'w year.
The lower priced cereals, such as corn, rye, and oats, were exported in larger
quantities than in the previous year, but wheat exports fell sh.a:ply on
account of strong competition from Canada, which tended to dlscouyage
foreign buying. In December, however, wheat exports showed a decided
recovery from the level of November and preceding months,
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Manufactured goods were shipped abroad in about the same quantity
during 1922 as in the preceding year, exports having increased steadily in
volume from the summer of 1921 until about the middle of last year. Since
then the gain in that direction has not been sustained. Export trade in
textile manufactures was larger in 1922 than a year earlier, but shipments
of iron and steel manufactures and machinery were smaller. The downward
trend of manufactured exports during the latter half of 1922, at the same
time that production in this country was expanding, indicates that American
manufactures have not depended upon foreign markets to any large extent
as an outlet for the recent increase in output.

Prices and Production.—While production and prices have both been
increasing during the past year, for many commodities the rate of increase
in production has been greater than the rate of advance in price. Whole-
sale prices, as measured by the index of the Bureau of Labor Statistics, have
advanced 13 per cent in the course of the past year, while the volume of
production in basic industries has increased 40 per cent. Prices of raw
materials taken as a group have advanced 20 per eent during this period,
while the prices of consumers’ goods have risen only a little more than 6 per
cent. During the three months ended January, 1923, the diverse price move-
ment among different groups of commmodities balanced one another, so that
the combined index has showed no net change. In January it remained
unchanged at 156 per cent of the 1913 average. Prices of many basic
commodities, however, advanced during January and February to new high
levels for the current movement, in some cases reaching the highest points
since 1920, During the past year price advances have been effective in
calling forth larger output, and the expansion of production has been
supported by the larger use of credit. When, however, production reaches
the limits imposed by the available supplies of labor, plant capacity, and
trangportation facilities—in fact, whenever the productive energics and
resources of the country are employed at full capacity—output can not be
cnlarged by an increased use of credit and by further increascs in prices.

With production at its present volume, prices of many basic materials
advancing, and the buying power of the public apparently considerably
strengthened, the question arises, what will be the trend in the demand for
credit and how soon will increased loan activity at banks result in a larger
demand for accommodation at the Federal reserve banks?

Credit Conditions.—As wasg stated in the beginning, the credit develop-
ments during the early part of this ycar differ in some significant particulars
from those during the corresponding period a year ago. Tho extent of
seasonal liquidation was less this year than last, and the movemecnts in
various classes of loans indicate the difference in the character of present
borrowing compared with that of a year ago. Last year liquidation was
chiefly of commercizl loans, while this year it was for the most part confined
to loans secured by stocks and bonds, commercial loans continuing to
increase. At reporting member banks between the close of the year and the
middle of February, loans secured by corporate obligations declined about
$47,000,000, while other loans, largely commercial in character, increased
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by about $243,000,000. The larger part of these commereial loans were
made by banks in the industrial and financial East, where the increased
demand for eredit has been reflected in higher money rates.

The extent to which this increased demand for credit may be met by other
means than borrowing at rescrve banks is limited.. Although during the
period between the beginning of 1921 and midsummer of 1922 member banks
in leading cities used funds arising from loan liquidation in the purchase of

- securities to the extent of over $1,000,000,000, it is doubtful how far they
will be able to meet the increased financial requirements of business by the
sale of these securitics. While a portion of these securities might be
absorbed by ultimate investors out of current savings, a large volume of sales
within a short period is not likely to result in any considerable inerease in
the total volume of funds available for current operations. The fact is
that member banks have made use of all their available funds either for
loans or investments, that a reduction in investments will result in increased
demand for loans, and that the growing demand for commercial credit
will lead member banks to apply for additional accommodation at Federal
reserve banks.

The increased demand for credit for commercial purposes is beginning to
reflect itself in increased borrowing from certain of the reserve banks, particu-
larly those in the larger centers where borrowings reflect most sensitively the
greater industrial demands. The outstanding fact in reserve bank develop-
ments during the first eight weeks of 1923, taking the system as a whole,
is that seasonal liquidation of discounts this year was negligible compared
with last year, the net aggregate reduction this year being only about $2,000,-
000. Member banks reduced their borrowings at eight of the reserve banks,
but these reductions were offset by increases at the Philadelphia, I?all:}s,
San Traneisco, and New York reserve banks. The largest increase in dis-
counts for the period was at the Federal Reserve Bank of New York, Wl_ler ¢
member banks increased their borrowings by §96,000,000. To better adjust
its relation to the altered condition of the money market thus cvidenced,
the New York reserve bank has raised its discount rate from 4 to 414 per
cent.  Action which was also taken at the Boston and San Francisco reserve
banks brought the rates of these banks to the uniform level of 434 per cent
now obtaining at all Federal reserve banks. .

Expansion in the volume of reserve bank eredit at a time when ph;,:sxcal
production is approaching maximum, particularly if the growth of b}xsxne§s
extends to all districts, will bring the reserve banks into a closer rglatxonslnp
through their rediscount operations to the movement of production, trade,
and prices than they have sustained for more than a year.

II. Apnin, 1923

Gold and Credit.—During recent months the reserves of the Federal
reserve banks, in consequence of continued gold imports, have reached the
highest figure since the establishment of the system. Member bank reserves
at the Federal reserve banks are also the highest on record. Reserve
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banks and member banks, however, have utilized these reserves during the
past year in altogether different degrees. Measured by total loans and
investments the volume of reserve-bank credit is smaller than a year ago,
while member-bank credit has increased more than $2,000,000,000. In
fact, the aggregate amount of member-bank credit now in use is approxi-
mately as large as at the peak of credit expansion in 1920. Member banks
have extended this credit without obtaining from the reserve banks an
amount of accommodation even approaching the volume of their borrowings
in 1920. This large volume of member-bank credit is the result of increased
credit demands which began early in 1922 and became more marked during
the second half of that year. This expansion in member-bank credit with-
out a corresponding growth in Federal reserve bank accommodation has
been made possible by a continued flow of gold from abroad. This gold
was deposited by member banks with the reserve banks and was thus
the basis of additional credit extended to borrowers. The inflow of gold of
over $200,000,000 during 1922 corresponds roughly to the increase in tho
reserves of the reserve banks and also in the reserve balances of member
banks. During this period the total of demand and time deposits of mem-
bers increased $2,800,000,000. It is impossible to determine the extent to
which the influx of gold lhas stimulated the extension of eredit by member
banks. From the point of view of the Federal reserve banks, however, it is
not so important to know whether bank credit would have expanded to the
same extent had there been no gold imports, as it is to realize clearly that,
if member banks had not received a steady stream of gold from abroad,
they eould not have extended the additional credit granted by them during
1922 without applying for a larger amount of accommodation at the Federal
reserve banks.

The growth of deposit liabilitics of member banks at a rate approximately
tenfold t.,he inerease in their reserve balances is in accordance with experi-
ence'whlch sh‘ows that their actual reserves never greatly exceed the legally
required minimum. This is in striking contrast to the Federal rescrve
banks which for more than a year have maintained a reserve ratio of over
75 per cent to deposit and note liabilitics combined. Thus the inflow
f’f gold' in 1922 has maintained the ratio of reserve bank reserves to their
increasing liabilities at a relatively constant and high level, and the utiliza-
tion of the reserve balances arising out of this gold has enabled member banks
to extend their loans and to maintain their reserve requirements without
additional borrowing from the reserve banks.

Figures which have recently become available showing the condition
of all member banks of the reserve system at the end of December, 1922,
show that total loans and investments of these banks at the end of 1922 were
$25,700,000,000, indicating but little reduetion from the total of $26,100,-
000,000, ghown at the peak of expansion in November, 1920. During the
same period, total earning assets of the reserve banks, which measure the
total volume of reserve-bank credit in use, declined from $3,400,000,000 to
$1,300,000,000, and constituted at the end of 1922, 5 per cc1nt of member-
bank credit, compared with 13 per cent in 1920. This change in the propor-
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tion of reserve-bank credit to the total volume of bank eredit reflects the
effect of the billion dollars of gold imported since the autumn of 1920,

Gold Imports and the Credit Situation.—The use made by member banks
of gold reccived from abroad has depended upon the character of the business
and credit situation in the United States at the time. Thus the effect upon
credit of the present gold movement which began in September, 1920, may be
marked off into two distinct periods, During the first period, whieh con-

GOLD MOVEMENT AND RESERVES
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tinued until the close of 1921, gold was chiefly used to liquidate bo.rrowu}gs
by member banks at Federal reserve banks, while in the second perlog, with
the revival of business activity and the increased demand for credit, gold
was used as a basis of additional lending by member banks. The bars

. Lo 19
on the e v i xports of gold since the beginning of 19
e e B e of Federal reserve banks.

and the line indicates changes in the reserves !
During the 15 months preceding the present go}d inflow thf: United Stat.es
lost over $400,000,000 in gold to South American t}nd oriental countries
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which had sccumulated balances during the war and withdrew them after
the removal of the embargo. This outflow is reflected in the decline of
the reserves. The chart clearly brings out the fact that the heavy gold
imports, which began in the last quarter of 1920 and continued through
1921, raised the reserves of the reserve banks to a high level. The gold
reaching this country from abroad was taken to the reserve banks and tl\f:rc
liquidated a eorresponding amount of member-bank indebtedness. Dur{ng
1922, however, when member banks were receiving little accommodation
from the reserve banks, gold imports, which continued, though in reduced
volume, were used largely as a basis for the extension of new credit.

During the first period of the present gold movement, when the gold
inflow amounted to $845,000,000, liquidation of credit in the United Stnf.cs
was under way, the demand for credit was relatively small, prices were deelin-
ing, business activity was at low ebb, and the member banks utilized the
gold obtained from abroad to reduce their indebtedness at the reserve banks
and thus to strengthen their own position. This use of the foreign gold
representing the liquidation of debts owed to America by foreigners acceler-
ated the reduction of bank loans which was procceding independently as
the tesult of domestic conditions. The reduction in Federal reserve bank
assets from their peak in October, 1920, to their lowest point in the summer
of 1922, was due approximately to the same extent to the liquidation of
domestic and of foreign loans. The former is roughly measured by the
reduction in Federal reserve note eirculation and the latter by the net
imports of gold.

The second period in the gold movement, during which net imports
totaled $269,000,000, began about the opening of 1922, but particularly
after the first quarter of that year. A large number of member banks,
especially in the financial East, had paid off their entire indebtedness to the
reserve banks and the gold imported during this period, when deposited
with the reserve banks, constituted o basis for extension of eredit by the
member banks. Thus, gold imports during the first period facilitated
liquidation of credit while during the second period they were used 88
reserves against new credit. Furthermore, during liquidation the imported
gold canceled a corresponding amount of indebtedness, dollar for dollar,
while during the more recent inflow it supported an approximately tenfold
increase in the deposit liabilities of member banks. This increase was in
response to the domestic credit demand, but in the absence of gold imports
member banks would necessarily have borrowed from the reserve banks to
meet their larger reserve requirements.

Reserve Balances and Growth of Credit.—The consequences of any addi-
tion to reserve balances, whether they arise from gold imports or from reserve-
bank accommodation, are important because of the relation they bear to the
lending power of member banks and the growth of eredit. The volume of
member-bank reserve deposits at Federal reserve banks remains fairly steady,
but small changes in these reserves are significant because of their relation
to member-bank deposit liabilities. Indeed, over longer periods of time
the level of reserve deposits at reserve banks changes less than that of any
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other big item in the statement. Federal reserve notes, for instance,
dropped from a peak of $3,400,000,000 at the end of 1920 to a low point of
$2,100,000,000 in the middle of 1922. During the same period the deposits
of Federal reserve banks rose from $1,800,000,000 to $1,900,000,000. The
difference in the range of fluctuations between the reserve deposits of mem-
ber banks and Federal reserve note cireulation is a reflection of the difference
between member-bank and Federal reserve bank credit. Member-bank
credit represents a large part of the Nation’s volume of eredit, and a relatively
small percentage of change in that volume may reflect the difference between
a period of industrial inactivity and of industrial revival. Reserve-bank
credit, on the other hand, is resorted to at times when the ordinary eredit
fucilities are inadequate. When increased credit demands can be met only
by recourse to the Federal reserve banks, the volume of reserve-bank lending
is o sensitive indicator of credit conditions. But when, as has been the case
during the last year, the growing demand for credit has been supported
by gold imports, the volume of reserve-bank credit is not an adequate indi-
cator of credit trends. This is evident from the fact that at the present
time the volume of reserve-bank credit is at about the same level as a
year ago, while the loans and investments of member banks have expanded
over 82,000,000,000.

Federal Reserve Notes and Business Activity.—The increase in the volume
of member-bank loans and investments has furnished the business com-
munity with the credit needed to finance the recent increase in production
and trade. Increases in the volume of eredit, however, are invariably
followed by a larger demand for currency. During the past 12 months &
part of this added demand was met by the direct use of gold, as indicated
by the fact that the volume of gold in circulation incrensed by $130,000,000.
But this growth of gold circulation was not sufficient to meet enlarged cur-
rency requirements and additional supplies of currency could be secured by
member banks only through borrowing at Federal reserve banks. It isin
this way that the increased demand for credit has led to a demand for
additional accommodation at reserve banks, even though the reserves
against additional eredit have been supplied by the receipt of gold from
sbroad. It is noteworthy that the increase in the earning assets of the
Federal reserve banks since the end of July, 1922, when the demand for bank
credit became more pronounced, is closely paralieled by the increase
in Federal reserve note circulation. The increased demand for hund-to—hnn'd
currency which goes with increased employment, production, and credit
caused the banks to borrow from the reserve banks in order to secure Federal
reserve notes. Furthermore, when the borrowing is for the purpose of meet-
ing reserve requirements the volume of accommodation needed is on the
average only one-tenth as large as the increased deposit liabilities of membgr
banks, but when the borrowing is for the purpose of obtaining currency it
equals the amount of currency needed, dollar for dollar. At the present
time the relation between the growth of credit and the demand for currency
is such that even if gold imports continue at a considerable rate the n.eed for
additional currency will keep the reserve banks closely in touch with the

credit situation.
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Absence of International Gold Standard.—Business and credit develop-
ments in the United States at a time when other leading commercial coun-
tries are not on a gold basis are not subject to the regulating influences that
would be operative under an effective international gold standard. Under
existing world conditions of depreciated currencies and gold cmbargot_as,
differencesin the levels of money rates and prices prevail in various countries
without giving rise to corrective gold movements. In pre-war times an
unusual degree of loan activity, accompanied by a rise in prices more rapid
in this country than abroad, resulted in unfavorable exchange rates and a
consequent outflow of gold. Such an outflow tended to check the increase
in the volume of bank credit and to bring international price levels and money
rates into line. While the United States now has larger gold holdings than
ever in its history and its currency ig freely convertible into gold for export,
this does not constitute an effective gold standard in a regulatory sense.
Such a standard presupposes not merely that domestic currency is on a
parity with gold but that gold can and does move freely into and out of the
country in response to business and credit conditions here and abroad.
But present world financial conditions act as an effective check upon our
gold exports. The volume of our international balance of payments,
Government control of gold movements in most foreign countries, and the
depreciation of foreign currencies prevent the outflow of gold. Since the
beginning of 1921 there have been almost no gold exports from the United
States. The largest exports for any month during the period occurred
during October, 1922, when the Canadian dollar was at a slight premium
and Canadian banks withdrew balances from New York. A relatively small
gold movement corrected the exchange rate and the outflow ceased. More
recently gold exports on a small scale have been made to British India, which
has had favorable trade conditions during the past year and has also pur-
chased gold in the London market. While moderate outward movements of
gold, possibly on a somewhat larger scale, may occur during the present
year, net imports will probably continue. * Under such conditions there is
little immediate prospect of international gold movements exercising o
corrective influence on our domestic eredit developments.

Reserve Ratio as Credit Indicator.—Large gold reserves, the result of an
unprecedented inflow of gold due chiefly to conditions abroad, have increased
the lending power of Federal reserve banks far beyond the present domestic
eredit needs. Consequently the relation of these reserves to the deposit
and note liabilities of the reserve banks as expressed in tho reserve ratio
is not now a satisfactory indicator of ehanges in credit conditions. Infact,
since the beginning of 1922 the reserve ratio has remained relatively constant
around 735 per cent, largely as the result of offsetting changes in gold reserves
and in reserve balances of member banks. Gold reserves are now approxi-
mately $200,000,000 above what they were 15 months ago, and during this
same period the deposits of reserve banks have increased also by about
$200,000,000. Consequently since the opening of 1922 the effect on the
reserve ratio of the growtkh in liabilities has been largely offset by the inerease
in gold holdings. Thus the gold received from abroad in liquidation of
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foreign indebtedness has balanced in the reserve ratio the enlarged volume
o_f deposits which have increased in response to the domestic business situa-
tion. Under these circumstances, changes in the reserve ratio, since they
are the result of diverse and unrelated influences, do not reflect the develop-
ments in the domestic eredit and business situation.

IIT. May, 1923

) Business Expansion and the Reserve Banks.—Credit developments dur-
ing the past month have further emphasized the fact that current business
expansion is being financed independently of reserve bank credit. In these
circumstanees, the weekly statement of the reserve banks is not indicative
of changes in credit conditions. Changes in reserves, in earning assets, and
in Federal reserve note circulation have been relatively slight since last
summer and have not reflected the considerable growth in bank credit. The
reserve ratio, as was pointed out last month in a discussion of the effect of
gold imports on our credit situation, has at present little valueas an indicator
of eredit movements. It was these gold imports that enabled member banks
to meet the inereased credit and currency demands of their customers
without obtaining o corresponding amount of accommodation at the reserve
!)anks. Thus, under immediately prevailing conditions, it is the changes
In member bank loans and investments rather than any item in the reserve
bank statement that roughly measure the rate of increase in the use of bank
credit. This rate of growth for bank credit, compared with the rate of
cxpansion for production and trade, affords, in the absence of such a test
as the reserve ratio which is dependent upon frec gold movement, an impor-
tant indicator of changes in credit conditions. The fact that the recent
growth of credit has been accompanied by a further increase in the physical
volume of production is favorable evidence of the economic effectiveness of
the eredit in use.

Comparative stability in the volume of reserve bank credit while member
bank credit increased has characterized credit developments during the past
15 months. Since the middle of 1922, when renewed demand for credit was
first reflected in larger commercinl loans, total loans and investments _of
member banks in leading cities have increased by $1,300,000,000, while
carning assets of the reserve banks have increased by less than §100,000,000.
At the present time the total of member bank credit is nearly as large as in
1920 and the volume of goods being produced and marketed exceeds the peak
]rEached in that year, yet the volume of reserve bank credit is $2,200,000,000
ess,
Present Currency Requirementd.—During the past two months Federal
reserve note circulation has declined slightly and the growing dcmund.for
currency has been met by an increase in other forms of money in circulation,
In fact, the total money in circulation is now $242,000,000 lz}rger than a
Year ago, while Federal reserve notes during this period h.ave increased by
only $52,000,000 and Federal reserve bank notes have declined by $58,000,-
000. Gold and gold certificates in circulation bave increased by $127,000,-
000, silver and silver certificates by $100,000,000, national-bank notes by
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$11,000,000, and United States notes by $10,000,000. More than three-
fifths of the year's increase in eirculation occurred between February 1 and
April 1 of this year. A part of this additional curreney has been supplied
out of the cash rescrves of the reserve banks, which declined slightly during
the past two months. But, like the additional demand for credit, the recent
demand for additional currency has been met without substantial increase
in the use of reserve bank credit.

While increases in other forms of money in circulation have largely sup-
plied the recent demand for more currency, the fact is that the present vol-
ume of currency is much less than in 1920, even though production, trade,
employment, and member-bank credit are now at or near 1920 levels. On
April 1, 1923, the total volume of money in circulation was nearly $1,000,-
000,000 less than at its peak in November, 1920, and over $600,000,000 less
than on the corresponding date of 1920. Changes in the demand for hand-
to-hand currency arise chiefly, from the pocket-money and till-money
requirements of retail trade, from pay-roll needs, and from the habit of
accumulating and holding currency as savings. ‘The voluine of retail trade,
taking the country as a whole, is approximately the same now as at this sea-
son in 1920, though retail prices are lower. "In certain agricultural sections,
however, where hand-to-hand curreney is largely used nnd where business
recovery has been slow and incomplete, the volume of business is still much
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below the 1920 level, and it is probable that in those sections there is &
smaller demand for eurrency. There is also at present a much reduced
amount of currency held as savings. ‘The extent of such holdings depends
less upon the eurrent volume of employment than upon the duration of
the period of full employment; in 1820 such holdings were doubtless at &
record figure, since full-time employment and high wages had continued for
several years. During the subsequent period of slack employment much
of the currency held as savings was spent, and the present period of fuller
employment bas pot yet continued long enmough to result in similar
aceumulation.

Of the various fluctuating demands for eurrency the pay-roll requircment
is probably the most important because it includes the seasonal demand at
harvest time and because it influences otber currency demands arising
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from retail trade and from savings. The accompanying chart shows for
recent years the relation between the total pay roll of reporting industrial
establishments in the State of New York, which may be taken as fairly
representative of changes in factory pay rolis for the entire country, and the
volume of Federal reserve notes in circulation. The range of fluctuation in
pay roll and in eurrency has been similar, though the changes in the volume
of currency have lagged behind the changes in pay roll. The chart shows
that while the pay roll increased since the beginning of 1922, it is still much
lower than at the peak in 1920, ‘This, taken together with the lower level
of retail prices, is probably the most important single fact in accounting
for the smaller volume of currency now in circulation. This lesser demand
for currency, together with the gold imports which have supplied member
banks with a basis for loans without additional borrowings from the reserve
banks, accounts for the present reduced volume of reserve bank credit com-
pared with 1920.

If the relation between pay roll and Federal reserve notes which held
during previous years continues, the rapid increase in the pay roll since the
middle of 1922 will soon result in a substantial increase in demand for
currency, and in order to sceure the additional currency member banks will
seck accommodation at the reserve banks. .

Production and Credit.—The increased use of credit, which is reflected
in the larger loans and investments of member banks, but not in the earning
assets of Federal reserve banks, has been primarily in response to the
increased volume of production. Thus far business expansion has been
characterized by a rapid increase in the output of basic commodities. In
fact, the growth in the physical volume of production since the middle of
1921 indicates a rate or industrial recovery almost without parallel in
Amnerican business, Within a year and a half after recovery began the
monthly output of 21 basic commodities, as measured by the Federal
Reserve Board’s index of production, increased over 67 per cent. The
volume of goods produced and consumed during the first quarter of 1923
probably exceeds that of any similar period in the history of the country.
Fuller employment of equipment and of labor has produced the additional
income from which profits and wages were realized. In f:_tct, profits
in many lines of industry have been dependent upon quantity produc-
tion, the lower production cost per unit more than offsetting the increased
cost of materials. It is partly in consequence of larger output that tl_le
brices of manufactured goods have not more fully reﬂectcfl the increases in
Prices of raw materials, Larger pay rolls also until quite recently ha\:'e
resulted chiefly from increased employment rather than from advances in
wage rates. These increases in production and employment have 'thus far
economically justified the increases in the total volume of bank credlt.. ) For
eredit extension does not result in overexpansion so long as the nddltmfml
eredit yields proportionate results in the larger production and marketing
of goods,

Credit Conditions, 1923 and 1920.—The current volume of whol?sale a:_:d
retail trade indicates that the goods now being produced are moving satis-

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



322 FEDERAIL RESERVE SYSTEM IN OPERATION

factorily into the channels of distribution. About 700 firms cngaged in
various lines of wholesale trade and representing practically all sections of
the country are now reporting their monthly sales to the Federal rescrve
banks. Since the opening of the year the total volume of sales by these
concerns has been about 18 per cent larger than during the corresponding
period a year ago. In retail trade the sales of 306 department stores located
in 100 cities throughout the country have also exceeded the sales of last year
by 15 per cent. In March, 1923, sales of these stores were above the level
of March, 1920, in spite of the lower retail prices now prevailing. Depart-
ment-store sales are at present relatively higher in the industrial districts
of the East than in the agricultural sections of the South and West. The
volume of merchandise buying in rural districts is further indicated by the
sales of mail-order houses, which during recent months have been approxi-
mately 37 per cent above the sales of a year ago, though the present dollar
volume of their buying is still much below the level of 1920.

The extent to which various sections of the country have shared in the
current growth of business and credit may be shown in a general way by the
changes in the volume of check payments and of member bank credit.
For this purpose a comparison is made of the total volume of bank debits
during the first quarter of 1923 with the corresponding period in 1920,
and a comparison of the total loans and investments of member banks at
the end of the year 1922 with similar figures for November, 1920. This
comparison in the form of percentages, with 1920 figures taken as 100, is
shown below, by Federal reserve districts.

Check | Member, Check | Member
istri pay- bank o ay- bank
Federal reserve district ments, | credit, Federal reserve district n?cn}ts. eredit,
per cent | per cent per cent | per cent
Boston.................] 105.5 | 105.0 || St. Louis.............. 06.0 | 105.0
New York.............. 09.6 99,2 || Mioneapolis........ ...| B8.2 90.5
Philadelphia............ 100.6 101.4 Kansas City........... 81.6 87.5
Cleveland.............. 07.8 [105.4 ||Dallas................ 87.8 8.6
Richmond.............. 85.6 96.4 |l San Francisco.......... 101.8 | 10+.0
Atlanta................] 80.9 90.7
Chicago................ 94.6 95.9 System..............] 97.5 98.6

Both in volume of business and in bank credit the more recent figures,
taking the country as a whole, show but a slight reduction compared with
1920. When considered by reserve districts there is a close correspondence
in the changes since 1920 in credit and in business volume. With but few
exceptions, business activity in the industrial East and on the Pacific const
either approximates or exceeds that of 1920 and has been accompanied by
corresponding increases in credit. In marked contrast are conditions in
the South and Middle West, where both business volume and bank credit
are considerably below the 1920 level.
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This regional comparison emphasizes the fact that, while the total volume
of business and bank eredit is nearly as large as in 1920, there are important
differences between the situation at that time and now. In 1920 credit
expansion was more pronounced in agricultural than in industrial communi-
ties, while at the present time it is in the large cities that the volume of credit
is relatively larger. Thus the reserve banks in the South and West in meet-
ing the demands of their member banks in 1920 were obliged 1o rediscount
large amounts with the bank in the industrial sections, while at present there
are no interbank redisecounts and no Federal reserve bank approaches the
limit of its lending capacity.

The lesser dependence of the member banks upon the reserve banks is
reflected in the much smaller total volume of reserve bank earning assets
and in the smaller proportion which paper discounted for member banks
constitutes of that total. On October 15, 1920, of the total earning assets
held by reserve banks, discounts for member banks constituted 81 per cent,
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while on April 18, 1923, the percentage was 58, and in the middle of 1922,
when discounts were at low ebb, the percentage was as low as 35 per cent.

Open-market Policy.—Total earning asscts of the 12 Federal reserve
banks combined measure the volume of reserve bank credit in actual use
and are continuously in process of adjustment to the demand for such
credit. It is this total rather than any single class of assets which indicates
at a given time the extent to which reserve bank credit is being utilized as a
basis of member bank credit and as a source of currency. The relationship
between the open-market operations of the Federal reserve banks and the
demand for discount accommodation on the part of the members has been
brought out clearly by the experience of 1922 and the first quarter of 1923.
The chart shows for each week in 1922 and in 1923 to date the volume of
discounts, open-market purchases, and total earning assets.
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Since the middle of January, 1923, the increase in discounts at reserve
banks has been accompanied by a decline in holdings of open-market pur-
chases, with a consequent stability in the total volume of carning assets.
This is in contrast to the situation in the early part of 1922, when member
banks were rapidly liquidating their indebtedness at the reserve banks. At
that time, also, the volume of earning assets remained relatively constant,
because the decline in discounts was accompanied by a corresponding
increase in the holdings of Government securities. Thus, for a period of
more than a year the total of reserve bank eredit has fluctuated around
$1,200,000,000 and has remained within a range of $1,000,000,000 to
$1,350,000,000. During that period discounts have fluetunted between
$1,000,000,000 and less than $400,000,000, and Government security hold-
ings between $600,000,000 and $225,000,000. Acceptances have shown an
upward trend beginning with June, 1922, and recently have exceeded the
Government security holdings. Thus, during the period covered by the
chart, fluctuations in the volume of discounts and in the holdings of
open-market purchases have offset each other and eonsequently have not
resulted in corresponding changes in the total volume of reserve bank
credit in use.

The relation between open-market purchases and discounts has not held
true for reserve banks considered individually, There have been large
purchases of Government securities by reserve banks in the interior without
a corresponding decline in the discounts for their member banks, But the
fact that for the 12 banks combined earning assets have remained compara-
tively constant indicates that a corresponding liquidation has taken place
at other reserve banks.

A recognition of the desirability of coordinating more closely the open-
market operations of the scveral reserve banks led to & discussion of open-
market policy at the recent conference of the Federal Reserve Board with
the governors of the reserve banks. The Federal Reserve Board's position
in the matter is indicated by the adoption of the following principle with
respect to open-market investment operations of the Federal reserve banks;
“that the time, manner, character, and volume of open-market investments
purchased by Federal reserve banks be governed with primary regard to
the accommodation of commerce and business and to the effcct of such
purchases or sales on the general credit situation.”

By providing that open-market investment operations are to be governed
“with primary regard to the accommodation of comnmerce and business,”
the principle rests upon the same general considerations as those provided
in the Federal reserve act for the determination of discount rates. Since
in open-market operations the initiative can be taken by the rescrve banks
rather than by member banks, these operations may be used as a gauge of
the degree of adjustment between the requirements for reserve-bank
credit and the volume of it in actual use. The sale of an investment by &
reserve bank is a means of testing the demand for credit by placing the
initiative for and the cost of such credit directly upon borrowing member
banks.
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Administration of Credit.—To what extent the member banks will be
able to finance a further growth of business without additional accommo-
dation from the reserve banks depends mainly upon the size of gold imports
in the immediate future and the further possibilities of shifting from invest-
ments and loans on securities to loans for commercial and industrial pur-
poses. Gold imports have recently been small, the net imports for February
being $7,000,000 and for March, $5,500,000, compared with a monthly
average of $20,000,000 for 1922 and of 855,000,000 in 1921. If the gold
movement continues at the present reduced scale, the imported gold will not
be sufficient to form a basis for any considerable increase in credit extension
by member banks and also to meet a growth in the demand for currency.
Furthermore, while member banks since the opening of the year have been
able in part to increase their loans for commercial purposes by the usc of
funds withdrawn from investments and from loans on securities, the extent
of such transfer is limited since the sale of sccuritics in excess of current
savings indirectly leads to a demand for bank credit. Since the opening of
the year the monthly rate of growth in commercial loans at member banks
in leading cities has been nearly 2 per cent. A continuance of this credit
trend must soon result in inereased borrowings by member banks at the
reserve banks.

The relation between the expansion of bank credit and the expansion
of business, as well as the responsibility of the banking community for the
economic use of credit, is clearly set forth in a recent report of a committee
on unemployment and business cycles, appointed by Secretary Herbert
Hoover, as chairman of the President’s Conference on Unemployment,
held in September, 1921. The report states: “Expansion of bank credit is
a necessary condition of expansion of business operations. . . . Butan
overexpansion of eredit may so increase the purchasing power of business
men that it will merely result in enabling them to bid against one another
for limited supplies of goods and materials so as to force prices above what
consumers are willing and able to pay. Bank eredit often expands so
rapidly that it lifts the buying or investment power of business men out of
line with the genecral buying power of the community. Because of their
strategic position the banks have an unusual duty and an exceptional
opportunity to give sound information and counsel to business men. .
While the relationship between the volume of credit and the volume of busi-
ness and the movement of prices is not always simple to interpret, it appears
to be sufficiently close to make it a matter of first importance that the vol-
ume and the flow of credit should at all times be tested by the contribution
which additions to the volume of credit make to the total of economic pro-
duction. Additions to credit which can not be economically validated by 2
commensurate effect in actual production are speculative, and as such .shou!d
be subjected to control, so that business and industry can be maintained in
a healthy state.” .

The present lending capacity of the country’s banking system, In view of
the great growth of the reserves at the reserve banks, is now far in excess
of the credit needs of the country’s productive capacity. In such a situation
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it is the available supplies of labor and cquipment and not the potential
supply of credit that in the end must fix the limit which may be attained by
aggregate national production. As these limits are approached credit
policy must be increasingly influenced by careful consideration of the con-
tinued effectiveness of further additions to the total volume of eredit in
contributing to increased productivity.
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EXTRACT FROM ANNUAL REPORT OF THE FEDERAL
RESERVE BOARD FOR 1923

FEDERAL RESERVE DISCOUNT POLICY

) These banking and business developments constituted the circumstances
in which the Federal reserve system functioned during 1923 and with
?eference to which Federal reserve credit policy was formulated. In carry-
Ing out this policy the system has not relicd upon chunges in discount rates
as the only mecans 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 expericnce of several
of the reserve banks is demonstrating that changes in discount rates need
no? 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 constant, close, and direct contact with the loan policies and
operations of its member banks, through examination or otherwise, a reserve
bank can do much by other means than changesin discount rates to establish
il)n efective supervision and control of the credit released by it to its member
ankKs.

Discount Policyin 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 February rates were advanced from
4 per cent to 434 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
congiderable increase on a national scale in the demand for credit and the
existing incquality 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 digtribution 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.

327
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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 borrowing 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 movement
in the volume of credit at any given time, and particularly in times of busi-
ness expansion, has a momentum which ean 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 plang and commitments which may antedate by many months
the extension of credit by the banks. Business 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 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, particu-
larly 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 pesk reached
in l\.Iay to approximately the level of the corresponding months of the
previous year.

The rise of prices during the early months of 1923, which in comparison
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
incrense in the volume of production and consumption; the fact that there
was little indication of speculative activity was regarded as sufficient cvi-
dence 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 merchan-
dise. So far as the available indications go, the increased demand for credit
during recent months appears to have arisen from the larger financial
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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,
whenever the productive energies and resources of the country are employed
at full capacity—output car 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 o an unwarranted expan-
sion 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 demand, and
the volume of commercial and agricultural borrowing, after reaching a
peak during the crop-moving period, declined slightly. All of thess
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
eredit supported the industrial and trade recovery that was under way and
that the Federnl rescrve 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 under-
stood problem of the basis of Federal reserve discount policy and
rates.

Discussions have usually addressed themselves to the question of relation-
ship that should exist and be maintained between Federal reserve bank rates
and the rates in the open market and between Federal reserve bank ratesand
prevailing rates eharged 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 sym-
pathy with general money rates, rising as they rise and falling as they fiecl_m?,.
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 comparison of money rates in th'e N?w York
market during the year 1923 with the discount rate maintained .by
the Federal Rescrve Bank of New York is presented in the following
table:
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s
Federal | TTIC Prime.
reserve Treasury commercial
discount aceept- certificates paper, 60

1ate ances, 90 to 90 days
days

1923:

4.00 4.00 3.66 4.63
4.00 4.00 3.65 4.63
4.50 4.00 4.12 4.98
4.50 4.125 4.13 5.13
4.50 4.125 3.95 5.10
4.50 4.125 3.84 4.91
4.50 4.125 3.91 4.94
4.50 4.125 3.86 5.02
4.50 4.125 4.01 5.125
4.50 4.125 4£.22 5.125
4.50 4.125 3.04 5.10
4.50 4.125 3.88 4.88

It appears that the Federal reserve bank discount rate of 414 per cent was in

excess of the rate on bankers’ acceptances and Treasury certificates of short
maturity throughout the year and below the commereial paper rate.
. The relation in 1923 between Federal reserve bank ratesand rates charged
by member banks in the different districts to their customers is indicated
by a comparison of the practically uniform rate throughout 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:

leoi‘:n: Member
TCs 3 bﬂnk
bank rate
rate
BoOStOm. . ettt e e e 4.42 5.07
B g 4.42 5.22
Philadelphio. ....oonii i e 4.50 5.31
Cleveland......oivninet it et 4.50 5.58
Richmond. ..ot e e 4.50 8.09
AUBIER. o .o oot e 4.50 6.25
[0 1.7 Y Y 4.50 5.62
o 7 S 4.50 5.59
MinREAOLIS. .« it v e iat e e e ey 4.50 7.93
B e T of 1 T 4.50 7.15
DallaB. oottt e aea 4.50 8.41
Ban Francisco.........coviniiiiiiii i 4.44 5.84
Avernge for all districts.......cocvnvvianiiininn..., 4.47 5.48
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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 loeated. The differences 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 414 per cent, the rates charged to customers 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 Iederal Reserve Board, in approving the maintenance by all
Federal reserve banks of rates at a uriform level practically throughout the
Year, was guided by no mechanical rule as to the necessity of maintaining a
fixed and invariable relationship between reserve bank rates and member
bank customer rates. Indeed, the observations of the Federal Reser't'c
Board and the experience of the Federal reserve banks make it certain
that the Federal reserve banks and the Federal Reserve Board ean not
adequately discharge their function of ““fixing rates with a view of accommo-
dating commeree and business” by the simple expedient of any fixed rule or
mechanical principle.

GUIDES TO CREDIT POLICY

1t is to the reserve ratio that the public in most countries looks to get an
indieation of changes in the banking position and in .the cr_edlt sxt_uatlon.
This habit of looking at the reserve ratio as an indieator is particularly
prevalent in the United States, because the United States is more thnr} any
other the country of legally regulated reserves, Hoquer‘theoretlcalgy
imperfeet any reserve ratio may be as a eredit and bnnkmg- index even in
normal circumstanccs, and however defective reserve ‘rntlos may hz-we
become as a result of the suspension of the gold standard in many Fountrles,
the reserve ratio is nevertheless the one banking index that has .um-ntex"rupt—
edly enjoyed the prestige of tradition and there is little or no indication of
‘the displacement of this tradition in the near futu-re. Thtf reserve ratio
must, therefore, be reckoned with as a fact in banking admmlstratlox?.

In thus recognizing the importance gener_ally attached by f,he buss.xx}ess
public to changes in the reserve ratio as an index of the banking posmoni
the board is not oblivious of, nor indifferent to, the fact that central bank
practices associated with an effective international go!q standard are now
inoperative and that this seriously affects the e:.cfvtice?blhty of reserve ratios
as workin ides in credit and currency administra ion. .

The resir%}; ratio can not be expected to regain its former posxt'xon ?f
authority until the extraordinary international gold movemen'ts \\"luc}l,t }l,n
part, have occasioned and in part have resulted from the breakdown ot 1e
gold standard, have ceased and the flow of gold from country to country is
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again governed by those forces which in more normal and stable conditions
determine the balance of international payments. The gold standard as a
regulatory influence can not be effective for one country alone, no matter
how impregnable its gold position. Gold movements in the years before the
war were in response to changes in the trade and financial position of coun-
tries operating on the gold standard, and the changes in the reserve ratios
of the central banks, which reflected these movements, were therefore indica-
tive of trade movements and current banking and credit developments.
A decline in the reserve ratio reflected cither a growth in the liabilities arising
chiefly from domestic business or a loss of reserves owing to an unfavorable
balance of international payments. Under an effective international gold
standard the movements of gold among the money markets of the world
exercised a corrective influence on exchange rates, tended to equalize money
rates in various countries, and to keep domestic price levels in line with the
world price level. In these circumstances, changes in the reserve ratios of
the various central banks served as valuable indicators of the changes in the
credit and trade relations of the countries and were consequently important
guides in the shaping of discount policies. Under the present conditions
with gold embargoes in force in most foreign countries and the United
States practically the only free gold market of the world, the movement of
gold to this country does not reflect therelative position of the money markets
nor does the movement give rise to corrective influences, working through
exchanges, money rates, and price levels, which tend to reverse the flow.
The significance which movements in the reserve ratios formerly posscssed
rested upon the fact that they were the visible indicators of the operation
of the niccly adjusted mechanism of international finance. With this
mechanism now inoperative, the ratios have lost much of their value as admin-
istrative guides. It has therefore been necessary for banking administration
even in those countries that have been most successful in maintaining a
connection with the gold standard to develop or devise other working bases.
This has been as true in the United States where the gold standard has been
consistently maintained as in other countries where that standard is for
the time being inoperative.

The anomalous situation thus conironting central banking administration
in all countries had led to much discussion in the United States and clsewhere
as to workable substitutes for reserve ratios as guides to credit and currency
administration. Particular prominence has been given in discussions of
new proposals to the suggestion frequently made that the credit issuing
from the Federal reserve banks should be regulated with immediate reference
to the price level, particularly in such manner as to avoid fluctuations of
general prices. Entirely apart from the difficult administrative problems
that would arise in connection with the adoption of the price index as a
guide and entirely apart from the serious political difficultics which would
attend a system of credit administration based on prices, there is no reason
for believing that the results attained would be as satisfactory ns can be
reached by other means economically valid and administratively practicable.
In saying this the board is not unmindful of the abundant evidence recent
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years have given of the economic and business disturbances occasioned by
violent fluctuations of prices. But it must not be overlooked that price
fluctuntions proceed from a great variety of causes, most of which lie outside
the range of influence of the credit system. No credit system could under-
take to perform the function of regulating credit by reference to prices
without failing in the endeavor. .

The price situation and the credit situation are no doubt frequently
involved in one another, but the interrelationship of prices and credit
is too complex to admit of any simple statement, still less of a formula of
invariable application. An oversimplified statement of complex problems
contributes nothing toward the development of an effective administrative
procedure. It is the view of the Federal Reserve Board that the price
situation and the credit situation, while sometimes closely related, are
nevertheless not related to one arother as simple cause and effect; they are
rather both to be regarded as the outcome of common causes that work in
the economic and business situation. ‘The same conditions which predispose
to a rise of prices also predispose to an inereased demand for eredit. The
demand for eredit is conditioncd upon the business outlook. Credit is
created in increasing volume only as the community wishes to use more
credit—when the opportunity for the employment of credit appears more
profitable, Sometimes borrowers want to borrow more and sometimes
they are content with less. Somctimes lenders are ready to lend more and
at other times less.  Why this should be so depends on all those multifarious
conditions and circumstances that affect the temper of the business commu-
nity. For the most part these conditions lie beyond the radius of actl?n of
the Federal reserve banks. When the business outlook is inviting busme_ss
men are apt to adventure and new business commitments are made in
increasing volume. But only later will these commitments be feﬂecte}i in
the possible risc of prices and an increase in the volume of credit provxdgd
by the commercial banks of the country. The Federal reserve banks will
not to any considerable extent feel the impact of the increased ('lemund
for eredit until the whole train of antecedent circumstances which has
occasioned it is well advanced on its course; that is, until a 'forward move-
ment of business, no matter from what impulse it is proceeding, has gained
momentum. ) .

Credit administration must be cognizant of what is .under way or in
Process in the movement of business before it is registered in the price index.
The price index records an accomplished fact. Good credit ndmlms?ratxon
in times of active business expansion should not encourage or assist :che
excessive accumulation of forward commitments in buszmess and banking
which only Iater on will definitely reflect t.hc rate at which they have be.en
taking place in resulting changes of credit volgme and changes (l)f price
levels; and in times of business reaction should discourage enforced liquida-
tion of past comnmitments which also will only-later on reflect tl_le rate at
which it has been taking place in altered cr.edlt volume and price le"?l-‘?-
The problem of efficient credit administration is, therefore, largely a question

of timeliness of action.
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No statistical mechanism alone, however carefully contrived, can furnish
an adequate guide to eredit administration. Credit is an intensely human
institution and as such reflects the moods and impulses of the community
—its hopes, its fears, its expectations. The business and credit situation of
any particular time is weighted and charged with these invisible factors.
They are elusive and can not be fitted into any mechanical formula, but the
fact that they are refractory to methods of the statistical laboratory makes
them neither nonexistent nor nonimportant. They are factors which
must always patiently and skillfully be evaluated as best they may and
dealt with in any banking administration that is animated by a desire to
secure to the community the results of an efficient credit system. In its
ultimate analysis credit administration is not a matter of mechanical rules,
but is and must be a matter of judgment—of judgment concerning ench
specific credit situation at the particular moment of time when it has arisen
or is developing.

There are among these factors a sufficient number which are determinable
in their character, and also measurable, to relieve the problem of credit
administration of much of its indefiniteness, and therefore give to it o
substantial foundation of ascertainable fact. In large part these factors
are recognized in the Federal reserve act. The act, therefore, itsclf goes
far toward indicating standards by which the adequacy or inadequacy of the
amount of credit provided by the Federal reserve banks may be tested.

"The Federal reserve act has Iaid down as the broad principle for the guid-
ance of the Federal reserve banks and of the Federal Reserve Board in the
discharge of their functions with respect to the administration of the credit
facilities of the Federal reserve banks the principle of *accommodating
commerce and business.” (Sec. 14 of the Federal reserve act, par. (d).)
The act goes further. It gives a further indication of the meaning of the
broad principle of aceommodating commerce and business. These further
guides are to be found in section 13 of the Federal reserve act, where the
purposes for which Federal reserve credit may be provided are described a3
“agricultural, industrial, or commercial purposes.” It is clear that the
accornmodation of ecommerce and business contemplated as providing the
proper occasion for the use of the credit facilities of the Federal reserve banks
means the accommodation of agriculture, industry, and trade. The exten-
sion of credit for purposes “covering merely investments or issued or drawn
for the purpose of earrying or trading in stocks, bonds, or other investment
securities, except bonds and notes of the Government of the United States,”
is not permitted by the Federal reserve act. The Federal reserve system is
a system of productive credit. It is not a system of credit for either invest-
ment or speculative purposes. Credit in the service of agriculture, industry,
and trade may be described comprehensively as credit for productive use.
The exclusion of the use of Federal reserve credit for speculative and invest-
ment purposes and its limitation to agricultural, industrial, or commercial
purposes thus elearly indicates the nature of the tests which are appropriate
as guides in the extension of Federal reserve credit. They clearly describe
the nature or character of the purposes for which such credit and currency
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may be extended. The qualitative tests appropriate in Federal reserve
bank credit administration laid down by the act are, therefore, definite
and ample.

But the problem of credit and currency administration implies the use
not only of qualitative tests but also of quantitative tests. By what means
may it be known whether the volume of eredit provided by the Federal
reserve banks is in any given sct of circumstances adequate, excessive, or
deficient? ‘The problem in good administration under the Federal reserve
system is not only that of limiting the field of uses of Federal reserve credit
to productive purposes, but also of limiting the volume of credit within the
field of its appropriate uses to such amount as may be economically justified
—that is, justified by a commensurate increase in the Nation’s aggregate
productivity. The Board is fully aware of the fact that the problem of
credit extension involves the question of amount or volume as well as the
question of kind or character; otherwise stated, involves a quantitative as
well as a gualitative determination. But it is the view of the Board that it
is not necessary to go outside of the Federal reserve act to find suitable
methods of estimating the adjustment of the volume of credit provided by
the Federal reserve banks to the volume of credit needs. The Federal
reserve act itsclf suggests the nature of the tests, guides, or indicators—
whatever they may be called-—to be used in gauging the need for and the

. adequacy of Federal reserve credit. The provisions of the act already
quoted indicate that the neceds for credit which are recognized by the act
as appropriate are those derived from agriculture, industry, and trade.
It is the belief of the Board that there will be little danger that the credit
created and contributed by the Federal reserve banks will be in excessive
volume if restricted to. productive uses.

A characteristic of the good functioning of the economic system is to be
found in the smooth unobstructed movement of goods from the producer
through the channels of distribution to their several ultimate uses. The
characteristic of the good functioning of the credit system is to be found in
the promptness and in the degree with which the flow of credit adapts itse'lf
to the orderly flow of goods in industry and trade. So long as this flow is
not interrupted by speculative interference there is little likelihood of_the
abuse of credit supplied by the Federal reserve banks and consequently little
danger of the undue creation of new credit. The volume of eredit will
seldom be at variance with the volume of credit needs as they are reflected
in the demands of productive industry as long as (1) the volume. of trad‘c,
production, and employment, and (2) the volume of eonsumption are in
equilibrium. Credit for short-term operations in agriculture, industry, a'nd
trade, when these operations are genuinely productive and nonspec}xlatlvc
in character, that is to say, credit provided for the purpose of financing t..he
movement of goods through any one of the successive stages of production
and distribution into consumption, is a productive use of credit. But when
the effect of the credit used is to impede or delay the forward movement of
goods from producer to consumer, unless such delay is made necessa.r?'_by
some unavoidable cause, e.g., the interruption of transportation facilities,
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credit is not productively used. The withholding of goods from sale when
there is a market or the accumulation of goods for an anticipated rise of price
is not a productive use. It is the nonproductive use of credit that breeds
unwarranted increase in the volume of credit; it also gives rise to unnecessary
maladjustment between the volume of production and the volume of con-
sumption, and is followed by price and other economic disturbances.
Administratively, therefore, the solution of the economic problem of keeping
the volume of credit issuing from the Federal reserve banks from becoming
either excessive or deficient is found in maintaining it in due relation to the
volume of credit needs as these needs are derived from the operating require-
ments of agriculture, industry, and trade, and the prevention of the uses
of Federal reserve credit for purposes not warranted by the terms or spirit
of the Federal reserve act.

There are no automatic devices or detectors for determining, when
credit is granted by a Federal reserve bank in response to a rediscount
demand, whether the occasion of the rediscount was an extension of credit
by the member bank for nonproductive use. Paper offered by s member
bank when it rediscounts with a Federal reserve bank may disclose the
purpose for which the loan evidenced by that paper was made, but it does
not disclose what use is to be made of the proceeds of the rediscount. A
farmer’s note may be offered for rediscount by a member bank when in
fact the need for rediscounting has arisen because of extensions of credit
by the member bank for speculative use. Similarly, the note of & member
bank collateraled by United States Government securities may be offered
for discount to a Federal reserve bank when in fact the proceeds are to be
used in supporting the extension of credit for “agricultural, industrial, or
commercial purposes.” Protection of their credit against speculative uses
requires that the Federal reserve banks should be acquainted with the
loan policies and ecredit extensions of their member banks—such acquaint-
ance as can be obtained by examination of their member banks or by other
forms of contact with them. In brief, the technical administrative problem
presented to each reserve bank is that of finding the ways and means best
suited to the circumstances in which it operates of informing itself of when
and to what extent the extension of credit for speculative uses is the real
occasion of member bank rediscounting.

The administrative problems presented to the Federal Reserve Board are
of different character and require a different technique. Unlike the Federal
reserve banks, the Federal Reserve Board makes no loans. It is not an
operating body, but a supervising body. As g supervising body it is not
primarily concerned with the detail of the transactions of the Federal
reserve banks. Its concern lies rather with the total volume and the aggre-
gate effects of the credit transactions of the Federal reserve banks. In
the discharge of the responsibility placed upon it by the act for the “review
and determination” of the discount policy and discount rates of the Federal
reserve banks ‘‘with a view of accommodating commerce and business,”
the Federal Reserve Board must look for guidance primarily to information
concerning the state of industry and trade and the state of credit. Changes
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in the volume of bank credit in use are the outeome of changes in the volume
of business. A proper and effective credit policy, considered in its broader
aspects must, therefore, be based on that wide variety of economic facts
whicli, when brought together, throw light on the changes taking placein
the business situation and their relation to current banking and credit trends.

While statistical information concerning production and distribution,
covering the whole range of business activity from producer to consumer, is
not complete, it is sufficient to indicate currently the rate at which goods are
being produced and marketed. Information of this character, as a result of
the growing recognition of its value and of the activities in collecting such
information both by governmental and private agencies, is now available
more eurrently and in more lines of industry and trade than ever before.
The changes from month-to-month recorded in these figures, when brought
together and interpreted, indicate the nature and rate of readjustments
which are constantly taking place in the industrial and business situation.
The activity of business, as measured by these current statistics, is the
outcome of the decisions and actions of a large number of individual business
men. They are, to be sure, in form and in substance an account of the
immediate past, but they also give indications of the conditions affecting the
course of business in the future. While this information does not make it
possible to measure or estimate in advance the probable aggregate volume
of credit needs or to combine into any single formula the elements of judg-
ment applicable to varying credit situations as they arise, it provides basic
data needed in banking administration. No statistical analysis can ever be
a substitute for judgment in matters of credit administration, but such
analyses of economic conditions are indispensable as furnishing the factual
basis for eredit judgment and for the development of eredit policy. )

In view of the importance of this information in the determination (?f
eredit policy the Board and the Federal reserve banks collect through thefr
statistical organizations, in addition to current reports on banking and credit
conditions, basic economic data bearing on changes in the volux'ne of proc!uc—
tion, trade, and employment, and the movement of prices both in th-c U.mted
States and abrond. The volume of preduction in physical units mdlcn.t(.es
the extent of industrial activity and measures the output of goods which w1'll
subscquently come into the market. Monthly data are availa_ble t:or basie
industries, and while fluctuations in the volume of proc!uctxon in these
industries are wider than those in the total for all industries, t_he d'ata. are
sufficiently representative to indicate at any given time the direction and
trend of industrial activity. Changes in the volume of employment at
industrial establishments, figures for which are available for a largef x'zumber
of industries, not only reflect the degree of current product'gve act_lvlty and
thus supplement the figures on production, but because of thel.r bearing on the
earnings of workers, also indicate changes in the purchasing power of a
large body of consumers. It is the buying power of consuroers which pri-
marily determines the demand for goods and the rate at which current
production can be maintained. The movement of got?ds mt.o the hq.nds of
final purchasers is measured by the volume of retail buying, which for
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many lines of trade throughout the country is reported monthly. The rate
at which goods are moving through the intermediate channels of distribution
is reflected in the volume of wholesale trade and of the shipments of mer-
chandise. A smooth distribution of goods requires that stocks of raw
materials and merchandise shall be held at different points in the marketing
process, and the extent to which the marketing is orderly—that is, without
undue accumulation or exhaustion of stocks—is shown in the changes in the
volume of stocks held by producers and distributors. While information
concerning stocks is not yet as complete or as current as information on
production and trade, it is now available for many commodities and is
steadily becoming more satisfactory.

Since the purpose of the Board and of the Federal reserve banks in collect-
ing and compiling this current economic information is to measure ehanges
in the volume of production and trade in relation to changes in the volume of
credit, the various lines of information are put into the form of index numbers
for purposes of comparison. The use of index numbers, by placing the wide
variety of information on a common basis, makes possible comparisons of the
direction and rate of change in the basic industrial and commercial activities
in their relation to credit trends.

In the current surveys of business conditions published by the Board
and the Federal reserve banks, the economic data which they collect are
made available to the business community. These publications and the
fzctivities of other Government and private agencies in the gathering and
interpretation of information with reference to current economic conditions
are ‘co'ntributing to a better understanding of the factors at work in the
business situation and a better appreciation of the relation between business
movements and the volume of credit. The business community from which
Fhe demn‘nd for credit arises is in a position, on the basis of the more adequate
mf01:m§1t10n now available, to shape its policies with reference to the use of
crcdx? in accordance with fundamental factors and thus to cooperate with
banking .nuthoritics in the maintenance of sound credit conditions.

T.hc circumstances which have unavoidably led central banking adminis-
tratl(.)n‘s in all countries to exercise a more direct judgment copcerning credit
condx'txons and needs than was necessary in periods when the gold standard
functioned as an effective regulator of international trade and financial
movements have been discussed earlier in this report. Under the conditions
that formerly obtained, action of a ¢entral bank was largely determined by
forces that were registered in changes in its reserve position. No test s0
simple, 50 definite, 5o easily understood, and so practicable has been found,
nor is likley to be found, as the old reserve ratio. The banking and business
community in prewar days, looking at the position of the central bank—
that is, the state of its reserve and the position of its reserve ratio—could
fsec.for itseli what the state of eredit was and what course of action was
indicated. The business community could, therefore, closely approximate
both tl}e- kind of action and the time of action to be taken by central banking
authorities. In circumstances which made necessary the protection of their
gold reserves, little scope was left for the exercise of large discretion. Under
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present conditions, however, and until the restoration in some form of the
international gold standard, discretion must inevitably play a larger réle
in central banking admxmstratxon than in prewar days when more reliance
could be placed on changes in the reserve ratio. There is much evidence
that this altered situation in which the banking community finds itself is
being more fully understood by the general business and borrowing public,
and that a more intelligent comprehension of present day credit problems
is resulting.

The more fully the public understands what the function of the Federal
reserve system is and on what grounds and on what indieations its policies
and actions are based, the simpler and easier will be the problems of credit
administration in the United States. For this reason it has been the policy
of the Board to inform the public, either through its official monthly
publication or by statements to the press, on matters in which the public
has an interest and to which its attention should be drawn. By this means
the Board presents to the public a statement of the problems confronting
the system and of the attitude of the Board toward current banking and
credit developments. The public is a partner in the Federal reserve system.
The eooperation of the public based upon an understanding of the broad
outlines of Federal reserve credit policy is of the greatest advantage to a
good functioning of the system. The difficulties and disturbances which
have confronted business men, both in this country and abroad, during the
period of postwar readjustments, have obliged them to take cognizance of
the fundamental factors which influence the movement of trade and industry
and of the relation between these factors and the volume of credit. In the
United States more than in any other country business men in recent years
have shown a disposition to use current statistical data measuring the rate
and movement of basic factors in the economic situation and to adjust the
policies of their individual business enterprises to the underlying economic
forces. The Federal reserve system in developing its policies is also in &
position to use as guides these indicators of changes in the state of industry
and trade, and with the increasing public appreciation of the value and
meaning of these guides will to a larger degree have the cooperation of an
informed public opinion in the carrying out of its policies. It is the belief
of the Board that out of the experience of the United States and other coun-
tries that are now endeavoring to adapt their banking systems to the chang-
ing conditions and nceds of industry during this period of unprecedented
disturbance, there may result a larger conception of the function of thes{e
banking systems and the development of a new and more competent basis

of credit administration.
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control of, 115
distribution of carnings of Federal
reserve banks, 1014-1924, 113
expenses of Federal Reserve Bank
of New York, year 1923,
classification of, 119 .
statement in detail (Appendix
G), 280
inerease in expenscs, 1919-1924,
118

Economy and efficiency in Federal
‘reserve banks, 18, 120

Eligibility of paper discounted by
Federal reserve banks, 9, 147

Federal Reserve Board’s function
to define, 16, 147

Ixamination of Federal
banks, 17, 144

Examination of member banks, 17

Expenses of Federal Reserve Board,
16

collection,

rescrve

F

Federal Advisory Council, 17, 154
conference of, 17, 41, 154
powers of, 154

Federal Reserve Act, amendment

authorizing collateral loans, 23
amendment relating to reserve
requirements, 2, 79

full title, 19
passage of, 1
provisions of (Appendix A), 169
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INDEX

Federal reserve agents, conferences
of, 17, 155
custodians of TFederal
notes, 73
duties of, 9
Federal reserve agents’ gold fund,
75, 144
Federal reserve bank agencies, 13,
142
Federal reserve bank notes, 77
circulation, table showing, 69
Federal reserve banks, assistance
rendered to Government dur-
ing the war, 2
branches of, 13, 142
capital supplied by member banks,
[}
check clearing and collection, 15,
101-109
commiittee for passing on loans, 8
condition of, before and after
the war, 2, 3
directors of, 8§
dividends paid, 113
earnings and expenses, 112-123
1914-1923, 113
economy and etticiency, 18, 120
eligibility of paper for discount,
9, 16, 22, 147
examination of, 17, 144
Federal reserve bank develop-
ments, 1014-1924 (Appendix
C), 250
fiseal agency operations, 15, 109
functions of, 9
inter-reserve bank borrowing, 35,
36
chart showing, 37
lending power, 19
location of, 13
management of, 8
opening of, 1
open-market operations. (See Dis-
count and open-market op-
erations.)
ownership of, 7
rediscounting between, 36

reserve
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Federal reserve banks, rediscounting
between,  Federal  Reserve
Board's control over, 16

reserves.  (Sce Reserves.)
sources of carnings, 114
surplus account, 20, 113, 123
payment of expenses out of, 123
tax, franchise, paid to United
States Government, 113
Federal Reserve Board, Clayton Act
administration, 142

conference on credit situation, 41,
156

conference with Federal Advisory
Council, 17, 41, 154

conference with Federal Reserve
Agents, 17, 155

conference with Governors of
Federal reserve banks, 17, 41,
61, 155, 156

counsel, 144

credit policy, 161

diseount rate policy, 164

division of bank examination, 144

division of bank operations, 145

division of research and statistics,
157

functions of, 15-17, 136

gold settlement fund, administra-
tion of, 142

governor, functions of, 138

meetings of, 139

membership of, 136

since organization (Appendix

H), 283

organization, 15-17, 136

regulations, 16, 147

relation of, to the issue of Federal
reserve notes, 76

rulings, 147

salaries of members, 137

secretary, duties of, 142

term of office of members, 137

views on open-market purchases,
61

Federal reserve districts, map show-
ing outline of, 14
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Federal reserve notes, borrowings at
reserve banks influenced by
demand for currency, 66

eirculation, before and after the
war, 3
chart showing, 28, 29
decline in, 81
during Christmas holidays, 64
clasticity of, 63
gold imports, effect on, 67
relation of, to changes in volume
of business, 64
table showing, 32, 69
collateral required for issue of, 10,
73 ’
denominations of, 72
Yederal reserve agents’ accounts,
table showing, 74
Federal reserve agents’ duties in
handling, 9
Federal Reserve Board’s duties in
issuing, 76
issue and redemption of, 73
legal status, 72 .
not legal tender, 72
printing of, 73
redecmable in gold, 72
reserve required against, 21, 72

Finance paper, 148

Tiscal agency operations of Federal
reserve banks, 15, 109

Foreign agencies of Federal reserve
banks, 13, 142 )

Franchise tax paid to Government
by Federal reserve banks, 113

Free gold, 89

G

German Reichsbank, gold from, 95
Gold, circulation, table showing, 69
Federal reserve notes redecmable
in, 72
free, 89
imports to United States, 31, 43,
99
chart showing, 91
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Gold, imports to United States,
cffect on credit situation, 6, 96
effecct on demand for reserve
bank credit, 71
effect on Federal reserve note
circulation, 68
effect on reserve ratio, 97
effect on reserves, 95
mobilization of, at Federal reserve
banks, 68
paying out, into circulation, 69, 93
reserves of Federal reserve banks,
87
increase in, 96
stoekin United States, increascin, 6
used by member banks for liqui-
dation of discounts at rescrve
banks and as basis for new
credit, 96
Gold fund of Federal reserve agents,
75, 144
Gold redemption fund, 75
Gold settlement fund, 16, 142
administration of, 142
‘volume of transactions,
1023, 144
Government, assistance rendered to,
by Federal reserve banks during
the war, 2
Federal reserve banks as fiscal
agents of, 109
Government securities. (See United
State Government securities.)
Governor of Federal Reserve Board,
16, 138
Governors of Federal reserve banks,
conferences of, 17, 41, 61, 155,
156
on open-market operations, 61
on credit situation, 41, 156
Graduated tax for deficiencies in
reserves, 88

1920-

I

India, gold shipments to, 100
Interest rates, on Liberty bonds and
Victory notes, 26
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INDEX

Interest rates, on reserve balances
of member banks, 133
(Sec also Discount rates.)
Inter-reserve bank borrowing, ehart
showing, 37
during crop-moving period, 35, 36
Federal Reserve Board’s control
over, 16

J

Japanese silk market, cotlapse of, 30

Joint Committee of Agricultural
Inquiry, comments on rclation
of non-member banks to Federal
reserve banks, 130

L

Lending power of Federal reserve
banks, 19
Liberty loans, flotation of, 25
Liquidation of loans, 31, 33
in agricultural and industrial
districts, 32
Livestock paper, maturity of, 22
Loan committee of Federal reserve
banks, 8
Loans, discretion in granting, 163
liguidation of, 31, 33
London joint-stock banks, do not
rediscount paper, 46
M
Management of Federal reserve
banks, 8
Maturity of paper eligible for dis-
count, 22, 150
Member banks, capital required for
membership in system, 7
changes in membership, 125
discount rates charged customers,
compared with Federal re-
serve bank rate, 44
earnings of, in relation to discount
rates of reserve banks, 48



INDEX

Member banks, growth in member-
ship, 1914-1924, 124
inerease in loans of, in 1919, 40
member bank credit and reserve
bank credit (chart), 34
relation to Federal reserve banks,
10
reserves of.  (Sece Reserves,)
Resources, by districts, 126
Miller, A. C,, extract from article by
(Appendix J), 294
Money in cireulation, chart showing,
70
table showing, 69
(Sce also Currency, Federal re-
serve notes; Gold.)
Money rates, chart showing, 45
structure of in the United States,
44

N

Natjonal Bank Act, reserves re-
quired under, 78
National bank notes in circulation,
69
National banks, examination of, 17
number in Federal reserve system,
124
required to be members of Federal
reserve system, 7
Non-member banks, eligible for
membership in system, 131
per cent of bank resources held by,
chart, 129
per cent of banks out of Federal
reserve system, 127
table, 128
relation of, to Federal reserve
system, 10, 130
reserve requirements, 132
resources of, 128
North Carolina par clearance case,
106
Supreme Court Decision (Ap-
pendix F), 270
Notes, drafts, and bills of exchange,
discount of, 22, 148
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O

Open-market operations of TFederal
reserve banks. (See Discount
and open-market operations.)

Ownership of Federal reserve banks,
7

P

Par clearance case, Atlanta, 105
Richimond, 106
Supreme Court decision (Ap-
pendix F), 270
Par clearance controversy, 104
Phillips, C. A., on bank credit, 8¢
Pittman certificates, 57, 77
Prices, volume of credit in relation
to, 52
decline in, 43
indexes of, published and com-
piled by Federal Reserve
Board, 158
Progressive discount rates, 42, 50
repeal of act authorizing, 42, 51

R

Rediscounting between Federal re-
serve banks, 36
chart showing, 37
Federal Reserve Board’s control
over, 16
Regulations of the I'ederal Reserve
Board, 16, 147
text of (Appendix B), 200
Reserve cities, reserves required of
banks in, prior to passage of
TFederal Reserve Act, 78
under Federal Reserve Act, 79
Reserve ratio of TFederal reserve
banks, actual and adjusted, 93
as indicator of credit situation, 5,
98
changes in, causes of, 92
chart showing, 94
discount rates as related to, 50
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Reserve ratio of Federal reserve
banks, discount rates raised
when ratio was low in 1920, 98

gold imports, effect on, 97
less significant at present, 99
table showing, 1920-1922, 32
Reserves, constancy of reserve bal-
ances, 81
currency demand, effect of, on, 84
deficiencics, penalties for, 88
Federal reserve banks, against
deposits, 12, 87

against Federal reserve notes,

87
availability for use in any secc-
tion of the country, 82
chart showing, 28, 29
cconomy of, under Tederal
Reserve Act, 20
elasticity of requirements, 88
gold reserves, increase in, 4, 96
legal provisions, 87
suspension of reserve require-
ments, provisions for, 88
table showing, 32
free gold, chart showing, 90
gold imports, effect of, on, 95
graduated tax for deficiencies in,
88
increase in, through gold imports,
96
interest on reserve balances, 133
member bank, 78-86
deposit with Federal reserve
banks, 12, 20
amendment to Federal Re-
" serve Act, 2, 79
amount, required, 21
reduction in, 79
replenishing of, when depleted,
80
required prior to passage of
Federal Reserve Act, 78
required under Federal Reserve
Act, 79
volume of, 79
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INDEX

Reserves, required against Federal
reserve notes, 72
requirements, member and non-
member hanks, 132
Resources of banks outside of
Federal reserve system, 127, 129
Resources of member banks, 126
Reviews of the month, from Federal
Reserve Bulletin (Appendix X},
306
Rulings of the Tederal
Board, 147
Russian State Bank, gold from, 95

Reserve

S

Salaries of Federal Reserve Board
Members, 16, 137
Secretary of the Treasury ex-officio
member of the Federal Reserve
Board, 15, 136
Silver in circulation, table showing,
69
Silver dollars, melting of, under
Pittman aet, 77
Speculation, 30, 33, 40, 62
paper for speculative purposes not
eligible for discount, 22, 146
Sprague, 0. M. W,, extracts from
article by (Appendix 1), 285
Surplus account of Federal reserve
banks, 20, 113, 123
payment of expenses out of, 123

T

Tax, franchise, paid by Federal re-
serve banks to Government,
112, 113

Tax, graduated, for deficiencies in
reserves, 80

Treasury certificates, purchase of,
by Federal reserve banks, 58

U
United States bonds, interest rates

on Liberty bonds and Victory
notes, 26



INDEX

United States Government secut-
ities, chart showing purchases
by Federal reserve banks, 28

discount of paper secured by,
decline in amount, 4
table showing, 24
effect on earning assets of Federal
reserve banks of purchase of,
58
purchase of, by TFederal reserve
banks, 57
earnings from, 1920-1924, 114,
"116
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TUnited States notes, circulation of,
69, 88
security for, 88
United States Supreme Court deci-
sion in par elearance case, 106
text of (Appendix F), 270

v
Victory loan, flotation of, 4, 25
W

World war, operation of system be-
fore, during, and after, 2, 24
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