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PREFACE

ITH this volume The 4 B C of the Federal

Reserve System appears in its tenth edition.
Of the previous editions over sixty-two thousand
copies have been sold.

The book was first published in 1918, when the
federal reserve system was less than four years old
and while the United States was in the throes of the
World War. It was written in response to a sug-
gestion made to the author by the late Henry B.
Thompson, a director of the Federal Reserve Bank
of Philadelphia, “to write a brief A B C of the newly
established federal reserve system that would
enable the ordinary American citizen not having
technical economic training to understand why the
federal reserve banks were established and what
services they were performing.” Mr. Thompson
said that in a democracy at all times, and particu-
larly in time of war, it was exceedingly important
that the electorate should have at least an ele-
mentary understanding: of the nation’s currency
and bankmg system and that he beheved it to be
my patriotic duty as a citizen to write a book thé‘t
would serve this purpose.

During the two decades and more of its hlstﬁry
the federal reserve system has undergone at the



vi PREFACE

hands of Congress several fundamental changes,
and numerous minor changes. On this statutory
foundation there has been built up an enormous
superstructure of legal interpretations and adminis-
trative regulations and practices. From the begin-
ning the system has been a vigorously growing
organism, continually adapting itself to an environ-
ment that has been undergoing frequent changes,
both economic and political. Under such conditions
any description of the federal reserve system has
quickly become outdated. This explains why this
book is now appearing in its tenth revised edition
and why the text of this edition is nearly three
times as long as that of the first edition and over 65
per cent longer than that of the ninth edition pub-
lished only four years ago.

The size of the book, however, has not been in-
creased since the last edition, because the enlarged
text has been offset by the elimination of the ap-
pendix covering the text of the Federal Reserve
Law which was contained in the earlier editions.
The law has now grown to such a length that it has
become impracticable to publish it as an appendix.
Furthermore, the need for doing so has been greatly
reduced recently by the Board of Governors through
their publication of The Federal Reserve Act as
Amended to October 1, 1935, with an appendix
containing other related acts, and with an analytical
table of contents and a detailed index.
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In the preparation of the last two editions of this
book the author received invaluable aid from his
colleagues, Professor James G. Smith and Dr.
Courtnay Pitt of Princeton University, which he
wishes gratefully to acknowledge.
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CHAPTER 1
Purrose aAND PLAN oF Book

THIS book is an attempt to set forth in non-
technical language the chief reasons why the
federal reserve system was called into being, the
main features of its organization, and how it works.
Although the Federal Reserve Act of 1913 is one of
the most important pieces of financial legislation
enacted in modern times, and although it has been
in operation for over two decades, many of our
people are still unfamiliar with its fundamental
principles. It is looked upon by the majority of
feople as too technical and complicated a matter
o be understood by persons other than bankers
and economists. As a consequence there has been a
lack of public interest in the workings of the sys-
tem and in the important legislative and adminis-
krative modifications which the system has under-
gone since its establishment. This is not surprising
when one considers the complex character of much
of the federal reserve machinery and the technical
language in which this machinery is usually de-
scribed. In a democracy, however, widespread
ignorance, among the voters, of the country’s
financial system is fraught with danger.
America’s leading manufacturing, transporta-
tion and commercial concerns years ago attained
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heights of economic efficiency which made them
the envy of foreigners. None, however, envied us
our banking system. None followed it except soon
regretfully to turn back. This was true, despite
the fact that our old American banking system
had many substantial merits. It was fairly safe, it
was adaptable to the local needs of widely varying
communities, and it developed the check and clear-
ing system to a degree of perfection found in few
if any other countries. Along with these meritorious
features, however, it contained a number of serious
defects. The chief of these may be grouped con-
veniently under four heads: I. Decentralization. II.
Inelasticity of credit. III. Cumbersome exchange
and transfer system. IV. Defective organization as
regards relationship with the Federal Treasury. In
the succeeding chapters these four groups of defects
will be considered, and in the following chapters
will be discussed the respective remedies provided
by the federal reserve system as well as the develop-
ment of the system itself.



CHAPTER 11

DEcCeENTRALIZATION OF AMERICAN BANKING
Prior To FEDERAL RESERVE SysTEM

N 1912 the United States had many times more

commercial banks than any other country in the
world, and these banks were much smaller, on the
average, than those of any other important country,
Official figures at that time placed the number of
independent banking establishments of all kinds
in the United States at approximately (30,000and
of this number something like 28,000 Were banks
whose business was wholly or partly of a commer-
cial character. These commercial banks were owned
for the most part by the residents of the com-
munities in which they were located, and the
business of most of them was chiefly local in
character. The great majority of national banks
was national in nothing but name. Except for the
rather loose association of the banks in the clear-
ing houses of our principal cities and a growing
community of interest, most of these banks were
independent units, each working for itself. There
was little team work. In times of threatened panic
the different parts of the system worked at cross
purposes. They were without effective leadership
at those times when prompt cooperation under
national leadership was urgently needed.
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Reserves Widely Scattered

Q‘he most serious feature of this decentraliza-
tion was the widely scattered reserves. Thirty
thousand different banks meant 30,000 cash re-
serves9and these reserves for the commercial banks
were more than the mere “till money” which the
“cash balances” of most foreign banks represent.
They were actual reserves, substantial in amount,
upon which the banks placed their prime depen-
dence in times of emergency. It is true that most
banks had so-called “deposited reserves,” namely,
funds on deposit in other banks, which they were
allowed to count as part of their “legal reserves”;
and they had so-called “secondary reserves,”
namely, funds invested in securities and call loans,
which were supposed to be quick assets that could
be liquidated at once in time of need. Strictly speak-
ing, however, neither of these “reserves” was a
reserve at all. The deposited reserve was after all
merely a deposit in another bank, which the de-
positary bank loaned out—commonly at call on
the stock exchange—and against which it held its
own reserve, a reserve which in turn was often
further attenuated by being placed on deposit in a
third bank, there likewise to be loaned out on stock
exchange collateral. In times of emergency, there-
fore, the “deposited reserve” could be realized
upon only to the extent that call loans could act-
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ually be called, and this meant to the extent that
stock exchange securities could be sold. Invested
“‘secondary reserves” could be realized upon, like-
wise, only to the extent that securities could be
sold. In times of threatened panic, however, stocks
and bonds cannot be sold on any extensive scale
except at great sacrifices and at the risk of financial
collapse. Experience has shown that securities are
not sold to any large extent by banks at such times.
The losses would be too great. The result was that
in times of serious danger the banks of the country
were forced to rely chiefly upon their own cash
reserves, which, as a consequence, had to be main-
tained at a high level—higher than in other ad-
vanced countries. This situation gave the vault
reserve in American commercial banks an impor-
tance not found in the commercial banks of Europe.
European joint-stock banks normally carry little
cash in vault; they place their reliance for emer-
gency funds directly or indirectly upon the central
banks. In America bank reserves were so scattered
and so jealously guarded that in times of threatened
pamc they were comparatlvely ineffective 1n
staying the storm. The situation was analogous to
what would happen today if after drilling our
American army to a high pomt of figh tmg efficiency,
we should scatter the men in small units all over
the United States to protect the country from a
threatened invasion. Each community would be
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jealous of its own squad of soldiers, but if the in-
vader should come, the efficiency of our well-
drilled soldiers would be practically nil. The point
of the illustration will be clear to everyone familiar
with the mad scramble for reserve money on the
part of banks throughout the country at the time
of the panic of 1907. Our supply of reserve money
was large. In fact we had at that time in the United
States the largest supply of gold in the world. It was
ineffective, however, because widely scattered.

Reserves Immobile

Obviously a country’s reserve money must be
concentrated mainly in one reserve or, at most, in
a few large reserves, if it 1s to be effective) It must
be marshalled in armies, not scattered in small
squads. But these armies must be mobile so that
they can be quickly moved singly or in combina-
tions to places of threatened attack. An army’s
mobility is a big factor in its efficiency—a truth
which the great mobility of the armies of the
Central Powers in the World War emphasized. Our
American bank reserves were not only scattered,
they were also 1mmobxle There was no effective
way of quickly gathermg them together and mass-
ing them at the points of financial danger,)

These then were the three most serious phases,
of our banking decentralization: (1) Absence of-
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a responsible national conservator of the money
market, like the Bank of France or the Bank of
England. (2) Scattered bank reserves. (3) Immobile
bank reserves.



CHAPTER III

INeLAsTICITY OF AMERICAN BANK CRrEDIT PRIOR
10 FEDERAL RESERVE SYSTEM

HE second group of defects of the old banking
system, defects closely related to those of de-
centralization, were those of credit inelasticity.)A
large part of the country’s current business”in
normal times is carried on by means of funds bor-
rowed from commercial banks. These borrowed
funds are left on deposit with the banks, and the
deposits are circulated by means of checks, the
debits and credits of individual accounts being
offset in such a way that the total commercial de-
posits of the country do not normally vary greatly
in short periods of time.

.

Extent to Which Bank Credit Is Used as a
Medium of Exchange

A rough idea of the amount of business normally
transacted through the instrumentality of this so-
called deposit currency may be obtained from the
following figures. The amount of bank deposits
transferable on demand by check held in the com-
mercial banks of the United States in the pre-
depression year 1928 was probably in the neighbor-
hood of $22 billion. Exact figures are not available.
These deposits turned over on the average about
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thirty times a year;! in other words for every dollar
kept on dep051t throughout the year by 1nd1v1duals,
corporations and governmental bodies, in check
accounts of commercial banks, an average of thirty
dollars of check transactions was made. This gave
for the year 1928 a total check business for the
country of about $660 billion.

But this was not all the transactions effected by
media of exchange created by our banks. Investiga-
tions made for the National Monetary Commission
in 1909 by David Kinley showed that between 8¢
and 85 per cent of the country’s total business wag
transacted by means of checks. This percentage
doubtless increased substantially by 1928 as a
result of the development of the federal reserve
system and other improvements in our bankmg
facilities. If we assume that by 1928 the proportion
of our total business done by means of checks had
risen to 9o per cent, we arrive at $73 billion (namely
10/90 of the amount of business done by checks) as
the amount performed by means of money inclusive
of bank notes. Approx1mately 48 per cent of the
money in circulation in 1928 consisted of federal
reserve notes and national bank notes—namely,
bank money. Adding to the $660 billion of business
transacted by means of deposit currency during
the year 48 per cent of the $73 billion business

! Burgess, W. Randolph, “Velocity of Bank Deposits,” Fourn. Amer.
Statistical Assoc., June 1928, pp. 727-40.
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estimated to have been transacted by money, we
have $695 billion per year, or nearly $2 billion a day,
as a rough estimate of the total amount of business
transacted in 1928 by means of circulating bank
credit—deposits and bank notes.

It may be noted here, parenthetically, that the
total amount of money in circulation in 1928 was
approximately $4.8 billion (inclusive of federal
reserve notes and national bank notes). Hence, if
this amount of hand-to-hand currency performed
directly $73 billion of business during the year, the
average rate of monetary turnover in the United
States in 1928 was approximately 15. This is just
half the estimated rate for bank demand deposits.

The amount of money and of deposit currency
which a country needs to carry on its business, at a
price level in equilibrium with the price levels of
other countries, depends upon the amount of
business or of money work to be done. In years of
active business a larger supply of circulating media
is needed than in years of business depression.
Furthermore, in a country like the United States,
in which agriculture is a particularly important in-
dustry, there are very pronounced seasonal fluctua-
tions in the amount of business to be done, and con-
sequently in the demand for cash and for deposit
currency. One 1mportant postulate of a good
banking system is its capacity to adjust the supply
of deposit currency and of bank notes to variations
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in trade demands, increasing it, for example, at the
time of the heavy crop-moving demands in the
fall, and reducing it at the time of inactive business,
which normally sets in shortly after the opening
of the year. Capacity to contract the circulating
media when business demands decline is as im-
portant as capacity to expand them when these
demands increase.

Under the old régime our American bank credit,
both note and deposit, was peculiarly inelastic,
although the seasonal character of much of the
country’s business is such as to make credit elas-
ticity a desideratum of unusual importance in the
United States.

Bank-note Inelasticity

Our national {bank notes, which should have
furnished the elastic element in the country’s hand-
to-hand money, were notoriously inelastic. Na-
tional banks were authorized to issue these notes
by depositing with the government United States
bonds equal in par value to the notes issued.! The
banks were supposed to realize a “‘double profit” on
the bank notes, namely, interest on the bonds, and
interest on the notes when they were loaned out as
monevAfter 1900 the bonds used, however, were

LIf the market value were below the par value, additional bonds were
to be deposited so as to make the market value at least equal to the value
of the notes issued. In recent years the market value of these bonds, down
to the time of their retirement in 1935, was usually above the par value.
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mostly 2 per cent bonds of 1930.{ The issuance of
bank notes involved a number of incidental ex-
penses, including a semi-annual tax of one-fourth
of 1 per cent upon the amount of notes issued, and
the maintenance with the government of a 5 per
cent redemption fund. Furthermore, not more than
$100 in notes could be issued against $100 par value
of bonds, regardless of how high a premium the
bonds bore in the market. )Since these issues of
bonds sold substantially above par during the
greater part of their life, the banks usually realized
considerably less than 114 per cent net interest on
them.

Obviously the higher the premium paid on the
bonds, other things equal, the lower the net interest
yield; and the lower the premium, the higher the
yield. The result was a tendency for the banks to

! The 2 per cent Consols of 1930 were issued under authority of the
Act approved March 14, 1900. They were dated April 1, 1900, and the
law provided that they should be payable at the pleasure of the United
States after thirty years from the date of their issue. The bonds were
given accordingly an indeterminate maturity after April 1, 1930. The
Panama 2 per cent bonds likewise were subject to call and both series
had fixed maturities, one in 1936 and the other in 1938. On June 30, 1930,
a total of $666,219,750 of an aggregate total of $674,625,630 of these bonds
outstanding, was on deposit with the Treasury of the United States as
security for the issue of circulating notes by national banks. Annual
Report of the Secretary of the Treasury of the United States for 1930, pp.
25-6.

On March 11, 1935 the Treasury Department called for redemption at
early dates the 2 per cent Consols of 1930 and both series of 2 per cent
Panama Canal bonds, which together constituted the only outstanding

government securities that permanently carried the circulation privilege.
¢f. Federal Reserve Bulletin, April 1935, pp. 202-4.
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buy bonds and increase their bank-note circulation
when the price of bonds declined and to decrease
their circulation when the price rose. Thus, the
expansion and contraction of the bank-note circula-
tion was not, as it should have been, in response to
variations in trade demands, but in response to
variations in the price of the government debt.
This often gave an inverse elasticity, since the price
of government bonds often declined at times when
business was slack and the currency was already
redundant, and often rose at times when business
was active and an increase in the bank-note circula-
tion was desirable. In other words, the bank-note
circulation frequently declined at just the time
when business needs demanded an increase, and
increased when the business situation called for a
decline. The character of these fluctuations will be
seen from Chart 1.1

From season to season the bank-note circulation
was unresponsive to varying trade demands. There
was considerable delay and red-tape involved in
obtaining the necessary bonds, depositing them at
Washington and obtaining bank notes for circula-
tion; and these obstacles, together with the expenses
involved and the restrictions upon the subsequent
retirement of notes once issued,? made it imprac-

! Figures plotted on the chart do not include the issues of Aldrich-
Vreeland emergency notes. See note 1, p. 15.

? Down to May 30, 1908, the law limited the amount of national bank
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>

ticable for banks to meet temporary needs for
additional currency, like those of the crop-moving
period, by issuing additional notes. About all that
can be said favorable to the seasonal elasticity of
the national bank notes is that banks planning to
increase permanently their bank-note circulation
tended to make the increase in the fall when the
demands for currency were normally largest. In
the matter of seasonal elasticity our national bank-
note circulation showed up very unfavorably in
comparison with the bank-note circulation of
Canada, which, under the system of branch banks
and an asset bank-note currency, was highly re-
sponsive to seasonal variations in currency needs.
The contrast will be made clear by Chart II
showing the variations in the monthly bank-note
circulation of the two countries prior to November
1914, the date when the federal reserve banks were
opened.!

In times of crisis national bank notes could not
be depended upon to provide additional currency.
Government bonds were usually difficult to obtain
on favorable terms at such times, and the ma-
chinery for taking out new circulation worked too

notes that could be withdrawn in any one calendar month to $3 million.
On that date the law raised the limit to $9 million,

! The figures plotted on the chart do not include the circulation of the
so-called Aldrich-Vreeland emergency notes, which were first issued in
August 1914, reached their maximum in October, and were all retired by
the following July. Legal authority to issue such emergency notes expired
by limitation June 30, 1915. Federal Reserve Act, section 27.



br0r-2obr vpousy) PUD SIDIS PIrsu) U WOLIDINILL]) 210u-yuvg fo >.u.:.~§.§\W

1L L¥VHD
1 »rex] erex zier | wier | ower [ eoer | coer | zoer [ soer | eoox [

oz o»

s0e o9

09€ - ™

0zv Al T —f lfw o

sy —/ _ T 3 08

l%&#@ _
ore %Aﬁ os
o <
009 0&#@ .t ” WQ#«. —oos
ad
099 i - v WIG%?A %ﬁ ot
O \\L aso®
. 4 A Fu-
~NOILVIND .
] W.‘Hﬁanﬂaﬁﬂ

022 —foet

¢ . ’
cm:.“ gii¢




FEDERAL RESERVE SYSTEM 17

slowly. Some progress was made in the direction
of improving the system in this regard during the
latter years of the old régime; and, as a result of
strong appeals to the banks and of active assistance
from the Treasury Department, there was some
helpful increase in the national bank-note circula-
tion at the time of the panic of 1907 and the crisis
of 1914. At best, however, the bond-secured notes
were a weak reed to rest upon in time of crisis.

Inelasticity of Deposit Credit

Our loan and deposit credit was likewise deficient
in the quality of elasticity. Rigid legal minima for
bank reserves set up an obstacle to loan and deposit
expansion at times of increasing business activity.
Banks which were “loaned up” and could not make
further advances to regular customers of good
standing were prevented from loaning their credit
to these customers by accepting bills, which the
customers might draw upon them, as is the com-
mon custom in Europe, because our courts had
ruled that bank acceptances were illegal.tl"he re-
discount business among our banks was almost
negligible, and most of that which existed was done
‘on the quiet. Rediscounting was frowned upon by
bankers and business men, and there was no central
institution like the central banks of Europe, whose
business it was to rediscount the paper of other
banks in times of need) Our American commercial
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paper was largely local paper and we had compara-
tively little that could be sold in distant markets,
either at home or abroad. In other words, rigidity
rather than elasticity was a characteristic feature
of our American deposit credit.

Evil Results of Credit Inelasticity

To this defect of credit inelasticity, coupled with
that of decentralization of bank reserves, were to
be attributed largely the frequent and wide fluctua-
tions in the interest rates on call and short-time
loans, for which American money markets were
notorious, and the alternation of periods of ex-
cessive speculation stimulated by redundancy of
currency and credit with periods of stringency and
liquidation brought on by scarcity. For this rigidity
of our credit system the business men and the
farmers paid the price of higher interest rates. The
farmer suffered through the necessity of selling his
staple crops largely in the fall when a tight money
market was depressmg prlces and of buying his
supplies largely in the early spring when easy money
conditions tended to make prices abnormally high.
The banker was compelled to keep large reserves
and to tie up an excessive amount of his commer-
cial deposits in capital investments, such as the
purchase of bonds and the making of call loans on
stock exchange collateral. Upon all classes in the
community, therefore, an uncertain and unstable
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money market, which was wont to collapse fre-
quently in panics, imposed the burden of great
financial anxiety.



CHAPTER IV
DEerecTivE EXCHANGE AND TRANSFER SYSTEM

ATHIRD group of defects in our old banking
system consisted in certain cumbersome fea-
tures—unnecessary wheels and cogs as it were—in
our domestic and foreign exchange mechanism.
These features greatly interfered with the efficient
operation of the machine and at the same time
added to the expense. This subject is a large and
complicated one and can only be touched upon
here. It may be divided into two parts, that relat-
ing to domestic exchange, and that relating to
foreign exchange.

Domestic Exchange Difficulties

Of the hundreds of billions of dollars in checks
drawn every year in the United States, a very large
proportion are for local payments, and, being
settled promptly through local clearing houses or
directly between the banks concerned, offer no
difficulties. Our American clearing house machiner
has long been a marvel of perfection for the settle-
ment of local checks. In addition to the checks
drawn for purely local payments, however, checks
whose span of life is but one day and which are
born, live and die within the narrow limits of one
town or city, there are millions of checks drawn
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daily for out-of-town payments, checks whose span
of life often covers many days and which in the
range and speed of their movements excel the
proverbial American tourist party in Europe. The
supply of these checks that was continually in
transit, running into the hundreds of millions of
dollars, was what is known among bankers as the
“float.” The problem of efficiently and cheaply
handling this float and of equitably apportioning
the expenses involved had been for years a per-
plexing one. Some clearing houses, as for example
that of New York, imposed specified charges for the
collection of checks on points beyond a certain
radius from New York City. Other clearing houses
imposed no charges. The Boston clearing house
developed a system for the parring of checks
throughout New England, thereby eliminating all
collection charges on items drawn on banks enter-
ing the system. Similar devices were adopted in a
number of other sections of the country, notably
in the Middle West. Some cities, like Albany for
example, became known as free cities and others
were notorious for their high collection charges.
Many banks imposed exchange charges—some
high and some low—for the collection of out-of-
town checks received over their counters, and some
made a charge for the collection of checks drawn
upon themselves when presented from out-of-
town sources. These practices led among other evils
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to the practice of “routing checks,” which meant
that checks in the process of collection would often
be sent by roundabout and devious routes in order
to avoid or reduce collection charges. In this way
the length of time in which checks were in transit
was increased and the economic cost to the com-
munity for the collection of checks was made
greater.

One serious phase of the practice of routing
checks was the manner in which it padded legal
reserves. Competition among large-city banks for
the accounts of country banks led the city banks
to give an immediate credit to the country banks
for out-of-town checks. These checks frequently
took the city bank several days, sometimes a week
or more, to collect. The country bank counted as
legal reserve out-of-town checks sent to the reserve
city bank for collection as soon as they were mailed.
The reserve city bank in turn would send some of
these same checks to the central reserve city bank
and count them as reserve money as soon as they
were put in the mail. In this way one check in
transit frequently counted as legal reserve for both
a country bank and a reserve city bank. Occasion-
ally such a check, after performing a yeoman
service as legal reserve money for two banks for
several days, would be returned as worthless and
marked ‘“no funds.”
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Another defect of the domestic exchange system
was the expense and trouble, for which it was
largely responsible, of requiring heavy shipments
of currency back and forth over the country. As
previously noted, American money markets are
subject to pronounced seasonal swings. At one
season of the year the relative demand for bank
funds 1s heaviest in the cotton belt of the South;
at another time it is heaviest in the great cereal-pro-
ducing sections of the West and Middle West; and
at another season it is heaviest in the financial
centers of the East. The area of heaviest demand
often shifts from one section to another within a
very brief period of time. Under our old banking
system these shifts resulted in large shipments of
currency—shipments amounting in the course of a
year to hundreds of millions of dollars—and fre-
quently a shipment would hardly be received and
unpacked before a shift in the monetary demand
would require the money to be sent to another
section or perhaps to be returned to the place
whence it came. All this involved expense, includ-
ing packing, shipping, insurance, and interest items.

Foreign Excbange Difficulties

A second phase of the exchange difficulties under
the old banking system was that relating to the
foreign exchanges.
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Our foreign trade was financed largely through
London, and those parts of the trade which were
with the Orient and with South America were
financed almost entirely through London. Lon-
don was the world’s financial center and it was but
natural that we should have utilized to a substan-
tial extent her unrivalled facilities for financing
overseas trade. The trouble was not that we util-
ized them, but that we utilized them too much and
were unduly dependent upon them. This involved
several difficulties, only two of which need be
mentioned here. In the first place, payments
through London gave rise to an additional foreign
exchange operation, which normally added to both
the expense and the risk of financing a shipment
of goods. In the second place, the fact that invoices,
bills of lading and other documents passed through
the hands of foreign banks and of South American
or oriental branches of foreign banks gave to our
foreign competitors “inside” information concern-
ing our foreign business—information that was
often used to their advantage in competition with
our own citizens.

We now come to the fourth and last of the old
banking system’s defects, which were outlined at
the beginning of this book. That was a defect
growing out of the relation of our banking system
to the Federal Treasury.



CHAPTER V

DEerecTivE BANKING MACHINERY FOR FEDERAL
GGOVERNMENT

THE general funds of the Treasury were kept in
part in the country’s nine sub-treasuries, and
in part in those national banks which qualified as
depositaries of government funds. There were
1,584 such national bank depositaries at the close
of the fiscal year 1914. The apportionment of the
funds between the sub-treasuries and the banks
on the one hand, and among the various deposi-
tary banks on the other hand, was entrusted to the
Secretary of the Treasury. The amount of treasury
funds to be thus apportioned varied widely from
year to year and from season to season.

In a number of respects this system worked
badly. Briefly summarized, the defects were as
follows: (1) It led to the continual hoarding in
treasury vaults of large sums of money, involving
substantial administrative expenses and a heavy
loss of interest. (2) At certain seasons of the year
the government’s receipts greatly exceeded its dis-
bursements, as for example at the times when tax
payments were heaviest; while at other seasons, as
for example, when pension money or interest on
the public debt was being paid, the disbursements
exceeded the receipts. In the former case the money
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market was disturbed by the government’s sud-
denly withdrawing large sums from circulation and
thereby contracting the currency. In the latter case
it was disturbed by the sudden pumping into cir-
culation of large sums of money. These operations,
when on any substantial scale, tended to affect the
interest rates on call loans and the prices of specu-
lative securities. The task imposed upon the Sec-
retary of the Treasury, therefore, of apportioning
these large government balances among the banks
and the sub-treasuries was a difficult one and one
which placed too great power and responsibility
over the money market in the hands of a govern-
ment official. It also led to criticism and jealousy
among depositary banks. (3) The system caused
depositary banks to rely unduly upon the Secretary
of the Treasury for aid in the form of increased
government deposits in times of financial pressure,
mstead of dependmg upon themselves and keeping

“their houses in order” so as to be ready for emer-
gencies. ‘“The grandfatherly attitude of the Sec-
retary of the Treasury toward the banks” in the
matter of government deposits was an expression
frequently heard.

The four chief defects of our American banking
system as it existed prior to the enactment of the
federal reserve law have now been briefly described.
They were decentralization, inelasticity of credit,
cumbersome transfer system, and defective gov-
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.ernment depositary system. To remedy these de-
fects the federal reserve system was created by the
Federal Reserve Act of December 23, 1913; and
the federal reserve banks opened their doors for
business November 16, 1914. Since that date the
system has developed rapldly It is not our task
here to trace this interesting development but
rather to answer briefly the question: How is the
federal reserve system as now developed remedying
the defects of the old banking system? Let us con-
sider the remedy in its relation to the four general
defects in the order in which they have been dis-
cussed.



CHAPTER VI

How THE FEDERAL RESERVE SysTeM Has REME-
DIED THE OLD EviL oF THE DECENTRAL-
1ZATION OF AMERICAN BANKING

HE Federal Reserve Act has not destroyed our

American system of many independent banks.
The law continued these thousands of independent
banks with all their essential functions and was
designed to federate them into a unified system,
democratic in its organization and nationwide in
its field of operation, a system dedicated to public
serv1ce.)

Federal Reserve Districts

There are twelve federal reserve banks, each
of which operates in one of the federal reserve
districts into which the country is divided. In de-
termining the boundaries of these districts the
authorities were required to have “regard to the
convenience and customary course of business,”
to make each district large enough to provide the
minimum capital of $4 million required by law,
and to make none solarge as to dominate the others,
thereby endangering the federal principle which the
law sought to establish. A map showing the boun-
daries of the twelve federal reserve districts and of
each of the twenty-five branch districts, and the
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location in each district of the federal reserve city,
namely, the city in which the main office of the
federal reserve bank is located, and of each federal
reserve branch bank city, is given on the following
page.!

The fact that the number of banks and the
amount of banking capital in different sections of
the country vary so widely explains the great
disparities in the geographic sizes of the federal
reserve districts.

Membership in Federal Reserve System

(All national banks are required to be members
of the system, and state banks and trust companies
(which conform to certain standards as to size and
character of business) are encouraged to join.? Com-
paratively few state institutions joined during the
first two years the system was in operation, but the
liberal policies of the federal reserve authorities,
together with later amendments to the law and a
feeling during the War period that it was the
patriotic duty of state institutions to join the
system in such a time of national emergency, made
the state institutions more favorably disposed
toward the system/By the end of June 1922, 1,648

1 The map is a reproduction of the one published in the Federal Reserve
Bulletin.

? The Banking Act of 1933 provided for the admission of mutual
savings banks to the federal reserve system, but to date none of them
has taken advantage of the opportunity to join.
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state institutions were members. Since that time
the number has declined to 1,001, but the state
member banks on December 31, 1935 were operat-
ing 952 branches. During the same period, the
number of non-member banks (exclusive of mutual
savings banks) declined from 19,636 in June 1922
to 8,879 on December 31, 1935. At the end of June
1922 there were 29,528 banks in the country (ex-
clusive of mutual savings banks) of which 8,244
were national banks and therefore all members of
the federal reserve system and 21,284 were state
banks of which 1,648 or less than 8 per cent were
member banks. By the end of December 1935, after
the holocaust of bank failures that occurred during
the depression of 1929-33, the number of national
banks had declined to 5,386 or by 35 per cent in
thirteen years, the number of state banks (exclusive
of mutual savings banks) had declined to 9,880 or
by 54 per cent, and the number of state member
banks from 1,648 to 1,001 or by 39 per cent. In 1922
approximately 8 per cent of the state banks be-
longed to the federal reserve system and comprised
16.7 per cent of all banks in the system, while in
1935 about 10 per cent of the state banks were
member banks and constituted 15.6 per cent of the
membership. On the whole it is the larger state
institutions rather than the smaller ones that belong
to the federal reserve system. At the end of 1934,
for example, the average deposits (other than inter-
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bank deposits) of the state member banks were
three times as large as for the national banks.! Ap-
proximately 40 per cent of the commercial banks
in the United States belonged to the system at the
end of 1935. These member banks possessed re-
sources equivalent to about four-fifths of the bank-
ing resources of all the commercial banks of the
country.

In the recent legislation for the government in-
surance of bank deposits, there is a provision that
no state commercial bank having average deposits
of $1 million or more shall have the benefit of the
government’s deposit insurance after July 1, 19*&,
unless it shall be a member of the federal reserve
system.? This provision is apparently intended to
bring heavy pressure on all non-member com-
mercial banks of any considerable size to join the
system.

Member banks are required to subscribe to the
capital stock of the federal reserve bank in their
district to an amount equal to 6 per cent of the
member bank’s capital and surplus.? Only one-half
of this subscription has so far been called, giving
the federal reserve banks a paid-in capital of

1 On the general subject of membership of state banks in the federal
reserve system, consult Tippetts, Charles S., State Banks and the Federal
Reserve System.

2 Federal Reserve Act, section 12b, paragraph y.

# In the case of mutual savings banks, the basis of subscription is six-
tenths of 1 per cent of total deposit liabilities.
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$130,512,000 at the end of 1935, but the other half
may be called at any time by the federal reserve
authorities.

The Federal Reserve Act as originally passed,
provided that after the 6 per cent cumulative
dividend on the stock of the federal reserve banks
had been paid, the balance of the net earnings for
each year should “be paid to the United States as
a franchise tax, except that one-half such earnings
shall be paid into a surplus fund until it shall
amount to forty per centum of the paid-in capital
of such bank.” By the Act of March 3, 1919, this
distribution of the earnings above the amount re-
quired for the 6 per cent cumulative dividend was
required to be paid to surplus until the surplus
should amount to 100 per cent of the subscribed
capital stock of such bank. After this 100 per cent
surplus had been attained, 10 per cent of these
earnings should go to surplus and go per cent to the
government as a franchise tax. Fourteen years
later, an amendment contained in the Banking Act
of 1933 provided that after the 6 per cent cumula-
tive dividend claims had been met, the entire
balance of the net earnings should be paid in-
definitely to surplus. From the beginning the law
has provided that “should a federal reserve bank
be dissolved or go into liquidation, any surplus
remaining, after the payment of all debts, dividend
requirements . . . and the par value of the stock,
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shall be paid to and become the property of the
United States. . . .”

In the legislation providing for federal deposit
insurance enacted June 16, 1933, there is a pro-
vision requiring every federal reserve bank to sub-
scribe to shares of stock in the Federal Deposit
Insurance Corporation to the extent of one-half of
the bank’s surplus as of January 1, 1933, and call-
ing for an immediate payment of one-half of this
subscription.

Up to the close of the year 193 5, “more than one-
fourth of the aggregate net earnings of the reserve
banks since their organization was paid to the
government as a franchise tax, approximately one-
fourth was paid in dividends to member banks,
nearly one-fourth, under act of Congress was con-
tributed to the capital of the Federal Deposit In-
surance Corporation, and a fourth remains in the
surplus accounts of the reserve banks.”!

Provisions for the establishment of the federal
reserve branch banks are contained in the Federal
Reserve Act (section 3). At the end of 1934 there
were twenty-five branches, which handled 233
million checks aggregating $43 billion and counted
over a billion pieces of currency and coin amount-
ing to approximately $2,700 million during 1934.2

! The Federal Reserve System T oday, published by the Federal Reserve
Bank of New York, March 1936, p

* Annual Report af the Federal Re:erve Board for 1934, p. 44.
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Democracy of Federal Reserve Banks’ Plan of
Organization

(There are two noteworthy features of a federal
reserve bank’s plan of organization. They are first,
its democracy, and second, its recognition of the
quasi-public nature of the banking business
through its grant to the public of participation in
the bank’s management.)

The administrative control of a federal reserve
bank is democratic. “One bank, one vote” is the
rule. Furthermore, in order to prevent the large
banks from dominating the small ones by reason
of their greater prestige and to assure the small
banks of representation on the board of directors,
there is a device by which all the member banks
are divided according to their capital into three
groups, which, reminiscent of the three bears in
the Goldylock story, may be called(big banks, lit-
tle banks, and middle-sized banks. All the member
banks in a federal reserve district are classified into
these three groups)Each of the groups was origi-
nally required to contain approximately the same
number of banks, but by the amendment of Sep-
tember 26, 1918, this requirement was discontinued.
At present the Board of Governors has authority to
determine the number of banks which shall con-
stitute each group, being merely subject to the
requirement that “each group shall consist as
nearly as may be of banks of similar capitaliza-
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tion.” The largest bank in the group of little banks
is therefore normally smaller than the smallest one
in the group of middle-sized banks, and the largest
one in the group of middle-sized banks is normally
smaller than the smallest one in the group of big
banks. In the autumn of 1934 a classification of
member banks for the twelve districts, when taken
by totals for all districts, placed 563 banks or 8.7
per cent of the total number of member banks at
that time (i.e., 6,443 banks) in group I, the large-
bank group; 2,004 banks or 31.1 per cent of the
total number in group II, the middle-sized-bank
group; and 3,876 banks or 60.2 per cent of the total
number in group III, the small-sized-bank group.
After this classification of member banks was made,
the capital and surplus of the member banks in
each group became as follows:

Amount Per cent of
Group (In millions) Total
1 $3,333 76.9
IT 668 15.4
I 333 7.7
Total $4,334 100.0

(On the basis of the one-bank-one-vote principle,
each group elects two directors, one of whom,
called a Class A director, is a banker and represents
the stock-holding banks, while the other, called a
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Class B director, is a business man or farmer and
represents the business communityj@o these six
directors so elected there are added three others
known as Class C directors, who are appointed by
the central federal reserve authorities at Washing-
ton to represent the interests of the federal govern-
ment and of the general public) One of these Class
C directors, who is required to be a person of
“tested banking experience,” is designated by the
central authorities as chairman of the board and as
federal reserve agent. (Che board thus consists of
nine directors, who hold office for three years (the
term of office of one director of each class terminat-
ing each year),)jand who are representative of
different intereSts among the American public.
Broadly speaking, “Class A directors represent
enders of funds, Class B directors represent bor-
rowers, and Class C directors represent the interests
of the general public.”

The board of directors appoints the officers and
employees of a federal reserve bank. Prior to March
1, 1936, the chief executive officer was known as
the governor and was elected by the board, al-
though there was no specific provision in the law
for the office of governor. The Banking Act of 1935
made definite provision for a president and a first
vice-president to be appointed by the board of

! The Federal Reserve System Today, published by the Federal Reserve
Bank of New York, p. 12.
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directors, with the approval of the Board of Gov-
ernors of the Federal Reserve System, for a term of
five years. The president is the chief executive
officer of the bank and all employees of the bank
are made directly responsible to him. In the ab-
sence or disability of the president or during a
vacancy in the office of the president, the first vice-
president acts as president.

Coordination of Federal Reserve System by W ell-
Balanced Organization

Crowning the arch, of which(the twelve federal
reserve banks constitute the structural stones, and
forming its keystone, is the central Board at Wash-
ington, known as the Board of Governors of the
Federal Reserve System.! This Board consists of
seven members, appointed by the President of the
United States with the advice and consent of the
Senate, who hold office for a period of fourteen
years. The law requires that the President in the
selection of the members “shall have due regard
to a fair representation of the financial, agricultural,
industrial, and commercial interests, and geo-
graphical divisions of the country.” Not more than

1 An amendment to the Federal Reserve Act made August 23, 1935
changed the name of the central governing board of the federal reserve
system from Federal Reserve Board (the name it had previously had
from the beginning) to Board of Governors of the Federal Reserve
System. Hereafter the new name will be used in this book except where
the period prior to the Banking Act of 1935 is contemplated.
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one member shall be selected from any one federal
reserve district. The President designates one mem-
ber as chairman and one as vice-chairman, each to
serve a term of four years. The chairman is the
Board’s active executive officer. Members are not
eligible for reappointment after they have served
a full term of fourteen years.)

The Board of Governors has very large super-
visory powers over the federal reserve system, as
will appear in the discussion which follows con-
cerning the manner in which the system has
functioned since its establishment in 1914.!

! “In connection with its supervision of member banks, the Board is
authorized among other things (1) to pass on the admission of State
banks and trust companies to membership in the federal reserve system
and on the termination of membership of such banks; (2) to examine
member banks and receive condition reports from State member banks
and their affiliates; (3) to limit by regulation the rate of interest which
may be paid by member banks on time and savings deposits; (4) to issue
voting permits to holding company affiliates of member banks entitling
them to vote the stock of such banks at any or all meetings of share-
holders of the member banks; (5) to regulate interlocking relationships
between member banks and organizations dealing in securities or,
under the Clayton Antitrust Act, between member banks and other
banks; (6) to remove officers and directors of a member bank for con-
tinued violations of law or unsafe or unsound practices in conducting the
business of such bank; (7) to suspend member banks from the use of the
‘credit facilities of the federal reserve system for making undue use of
bank credit for speculative purposes or for any other purpose incon-
sistent with the maintenance of sound credit conditions; (8) to pass on
applications of State member banks to establish out-of-town branches;
(9) to pass on applications of national banks for authority to exercise
trust powers or to act in fiduciary capacities; (10) to grant authority to
national banks to establish branches in foreign countries or dependencies
or insular possessions of the United States, or to invest in the stock of
banks or corporations engaged in international or foreign banking; (11)
to supervise the organization and activities of corporations organized
under Federal law to engage in international or foreign banking. In
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(The Board of Governors is assisted by a Federal
Advisory Council, consisting of twelve members
appointed respectively by the boards of directors
of the twelve federal reserve banks. The Advisory
Council meets with the Board of Governors at least
four times each year and oftener if requested by the
Board)

The appointment by the Board of three of the
nine directors (including the chairman) of each of
the federal reserve banks, the requirement that the
selection of the president and first vice-president
of each reserve bank shall be approved by the
Board of Governors, and the appointment by each
federal reserve bank of a member of the Federal
Advisory Council are intended to federate together
the twelve federal reserve banks under the Board of
Governors and to give a common knowledge and a
unity of purpose. Conferences from time to time of
the presidents of the twelve federal reserve banks
and the federal reserve agents of the banks, and
conferences of the presidents and the federal reserve
agents with the Board of Governors add much to
the smooth and unified working of the system. In
matters of general policy the Board of Governors is

exercising its supervisory functions over the federal reserve banks and
member banks, the Board of Governors promulgates regulations govern-
ing certain of the activities of federal reserve banks and member banks.”
The Federal Reserve System Today, published by the Federal Reserve
Bank of New York, pp. 7-8.
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given large powers and is the directing head of the
system.!

Here then is the centralizing machinery created
to bring order into our banking system and to make
possible the development of broad financial policies
which can be carried out with promptness and con-
tinuity.

In considering the manner in which the old evil
of decentralization is being remedied by the federal
reserve system, we may now pass from the ad-
ministrative machinery of centralization to the
methods by which the old evils of scattered and
immobile reserves are being eliminated.

District Centralization of Bank Reserves

The Federal Reserve Act as originally passed
provided for the gradual withdrawal of legal reserve
money from deposit in the banks of reserve and
central reserve cities by the end of a three-year
period beginning with the date of the establishment
of the federal reserve system. Accordingly, after
November 16, 1917, all legal reserve money of

! The Board’s control is strengthened by its statutory powers: (1)
“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.” (2) “To suspend or remove
any officer or director of any federal reserve bank. . . .” (3) “To sus-
pend, 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.” (4) “To exercise general supervision
over said federal reserve banks.” Federal Reserve Act, section 11.
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member banks was to be held “in the vaults of the
member banks or in the federal reserve bank, or in
both, at the option of the member bank.” In con-
formity with this requirement the percentage of
the legal reserves of member banks kept on deposit
in the banks of reserve and central reserve cities
declined very much by the summer of 1917. On
June 21, 1917, an amendment was passed to the
Federal Reserve Act requiring every bank, banking
association or trust company belonging to the
federal reserve system to maintain its entire legal
reserve in the form of a deposit at the federal reserve
bank of its district. Thus by about five months the
time was anticipated when legal reserve money of
member banks should cease to be kept on deposit
in banks other than federal reserve banks. The
time therefore arrived in the summer of 1917 when
commercial banks belonging to the federal reserve
system ceased tying up their legal reserve money
by depositing it in the banks of our money market
centers there to be loaned out at call to speculators
on the stock and produce exchanges. This divorcing
of the legal reserves of our commercial banks from
the speculative and capital loans of thestock market
—mainly that of Wall Street— is one of the achieve-
ments of the federal reserve system. The federal
reserve law, as amended, recognizes only one form
of legal reserve, and that is a member bank’s de-
posit in its federal reserve bank. Member banks
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may keep as much or as little cash on hand for till
money as they wish to. They may keep balances
in other banks if it suits their convenience to do
so—all that is their own affair! for which their
responsibility is to their stockholders and their
customers—but their legal reserve, the reserve
which the government looks upon as the mini-
mum below which the public interest demands
that banks should not go, except in time of great
emergency, must all be kept on deposit in federal
reserve banks, the nation’s reservoirs of reserve
money.

For reasons that will soon be made clear the
concentration of the country’s reserve money in
a few large reservoirs makes possible a much more
efficient use of each dollar of reserve money than
under the old system of scattered reserves, and, as
a result, legal reserve requirements have been
greatly reduced—many authorities believe reduced
too much—since 1914. The percentage reserves at
present required against demand deposits and time
deposits are as follows:?

1 A member bank is prohibited by law from keeping on deposit with
any state bank or trust company which is not a member bank a sum in
excess of 10 per cent of its own paid-up capital and surplus.

% Under the provisions of the National Bank Act, national banks are
classified into three groups accordmg to their location, namely, central
reserve city banks, reserve city banks and country banks. There are now
two central reserve cities, New York and Chicago, and sixty-one reserve
cities which are listed regularly in the annual reports of the Comptroller
of the Currency. The banks in all other places are classified as country
banks.

Banks located in the outlying districts of a central reserve city or a
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Demand Time
Deposits  Deposits
1e., 1e.,
Banks Deposits  Deposits

Payable Payable
Within 3o AfterjoDays’
Days Notice

Central reserve city banks 13 9% 3 %
Reserve city banks 10 % 3 %
Country banks 7 % 3%

If a member bank permits its reserve at the
federal reserve bank to fall below this minimum,
the Board of Governors imposes as a basic penalty
a charge on the amount of the deficiency at the rate
of 2 per cent per annum above the go-day discount
rate of the federal reserve bank of the district.
Progressively heavier penalties may be imposed for
subsequent deficiencies.

On February 3, 1936, the twelve federal reserve
banks held deposited reserves of member banks to
the amount of $5,869 million. Reserve money col-
lected in a few large reservoirs is quickly available
in large quantities either to meet export needs or for
domestic uses, and the fact that it is readily avail-
reserve city, or banks located in territory added to such a city by the
extension of its corporate charter, may, upon the affirmative vote of five
members of the Board of Governors, reduce their legal reserves to the per-
centages required of country banks. In the case of banks located in

central reserve cities the reduction may be authorized to the percentage
required of country banks or merely to that required of reserve city banks.
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able in large quantities inspires public confidence
and lessens the danger of financial panic. The
federal reserve banks, of course, do not keep on
hand all the reserve money deposited by member
banks. Like other banks, they invest it. The law,
however, requires them to keep a reserve of 35 per
cent in gold certificates or lawful money against
deposits,! and it 1s their established policy to main-
tain reserves much larger than this normal legal
minimum.

Mobilization of Reserves

A corollary to the district centralization of re-
serves 1is their mobilization. Reserve money must
not only be piped into a few large reservoirs, but
these large reservoirs must be piped together, and
there must be a pumping engine of sufficient
power to force the reserves promptly and in large
quantities to any place desired. The federal re-
serve system creates machinery for this purpose. It
provides numerous devices by which reserve money
can be quickly moved from places of redundancy
to places of scarcity. A few of the more import-
ant of these devices will be briefly described here,
while others will be discussed later in connection
with the general topics of currency and credit
elasticity and the transfer system. Let us consider
first the inter-district mobility of reserve money,

1 See section 16 of the Federal Reserve Act.
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namely the movability of reserves from one fed-
eral reserve district to another; and second, the
intra-district mobility of reserves, or the mov-
ability of reserves within the boundaries of one
district.

Inter-district Mobility

(Broadly speaking, and in addition to certain
small advances made by federal reserve banks
directly to industry,! there are three ways in which
the federal reserve law has increased the inter-dis-
trict mobility of reserve money. They are: (1) Re-
discounting by one federal reserve bank for another.
(2) Open-market operations of federal reserve
banks. (3) Creation of a broader discount market
for commercial paper.)

Rediscounting by One Federal Reserve Bank
for Another

Under the old banking system, as we have seen,
in time of emergency, each bank held tight its own
reserves, or, to change the figure, “sat firmly on the
lid.” In the controversy for banking reform, which
culminated in the Federal Reserve Act, the ad-
vocates of a single central bank contended that a
system of eight to twelve banks like that proposed
in the federal reserve bill would perpetuate the
old evil by leading to the same sort of scramble for

1 Infra, pp. 162-4.
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reserves, in time of emergency, among the different
federal reserve banks, that had formerly existed
among the individual banks of the country. Spe-
c1ﬁcally to meet this danger a provision was in-
serted in the Act (section 11b) empowering the
Federal Reserve Board “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.” This means that in case
there is an exceptionally heavy demand for reserve
money in any section of the country—a demand
heavier than the banks of that section can reason-
ably meet—the reserve banks in other sections
where money is more plentiful will come to the
rescue, either voluntarily or under compulsion of
the Board of Governors, and will rediscount the
paper of the reserve bank in the section under
financial stress. This process, of course, will cause
a flow of cash from the reserves of the former banks
to the reserve of the latter, thereby easing the
money market in the threatened section.

After the United States entered the World War
there developed a strong tendency for a compen-
satory movement of reserves among the federal
reserve banks. Reserves of some of the banks
frequently fell rapidly while those of others were
rapidly rising, often with little or no change in the
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reserve position of the twelve federal reserve banks
as a whole. This compensatory movement was due
largely to operations of the government which
often resulted in heavy withdrawals of funds from
banks in one section of the country for the making
of payments in another. Here was a situation that
made it desirable from time to time that one fed-
eral reserve bank should make advances to anoth-
er. At times the Board has taken the initiative in
this matter, but apparently the banks, in most
cases, have willingly complied with the Board’s
request. The twelve federal reserve banks have so
far worked harmoniously in this matter, so that it
seems improbable that compulsion by the Board
will often be necessary to require the more favor-
ably situated banks to come to the rescue of those
less favorably situated, in time of danger. The;
reserves of the twelve reserve banks are now so
closely piped together, that they may reasonably!
be considered to be closely connected tanks of ai
single reservoir.

Open-market Operations

While the federal reserve banks are essentially
bankers’ banks, since their stock is owned ex-
clusively by member banks and since their prin-
cipal domestic customers are banks and the
federal government, it is none the less true that
Congress found it necessary to confer upon these
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banks certain limited rights of dealing with the
public at large. At the time of the passage of the
Federal Reserve Act, the possession of such rights
by the federal reserve banks appeared necessary for
two reasons.

The first reason was to put them in a stronger
position for making their discount rates effective.
If, for illustration, a federal reserve bank raises
its discount rate in order to prevent dangerous loan
expansion on the part of member banks or to pre-
vent an undue outflow of gold from the country, it
may happen that the member banks may not be
convinced of the need of such precautionary
measures, and, not being in need of obtaining funds
from the federal reserve bank by way of rediscount,
may ignore the efforts of the federal reserve bank
to conserve the money market. The banks may
accordingly continue the policy of loan expansion
at low discount rates. Under such circumstances
the federal reserve rate would be said to be “in-
effective.” To meet such situations and to force the
member banks “into line,” the federal reserve
banks may raise their buying rate for bank ac-
ceptances in the open market or they may actively
go into the market and sell government securities,
and, by withdrawing from the market the funds
received in payment therefor, may tighten the
market, and force up the market discount rate into,
harmony with the federal reserve discount rate.
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The second reason for open-market operations
was to provide the federal reserve banks with a
method of profitably employing their funds in
times of easy money, when member banks are
making few calls upon them for rediscount. In the
early days of the federal reserve system, for ex-
ample, when the member banks were making very
small demands upon the federal reserve banks for
rediscounts or other advances, the federal reserve
banks invested substantial sums in municipal war-
rants and bank acceptances in the open market, and
by that means covered a large part of their running
expenses.

'The “open-market operations” are provided for
in section 14 of the Federal Reserve Act. Into the
details of this important section we need not go.For
our purposes here it is sufficient to note that federal
reserve banks may buy and sell in the open market
either at home or abroad commercial bills of ex-
change, bankers’ acceptances, United States gov-
ernment obligations, bonds of the Federal Farm
Mortgage Corporation and of the Federal Home
Loan Bank System, with short maturities, and bills,
notes, revenue bonds and warrants with short
maturities, issued in anticipation of taxes and
other revenues by States and minor political
divisions of the continental United States. During
the period of the World War and since the economic
crash of 1929, these open-market operations, par-



FEDERAL RESERVE SYSTEM 51

ticularly in their application to United States gov-
ernment obligations, have assumed great impor-
tance in the operations of the federal reserve
system.!

Under the authority of section 14 a federal
reserve bank in one section of the country may buy
and sell eligible paper in any other section of the
country. Such dealings, of course, tend to cause a
flow of reserve money from the district of the buyer
to that of the seller. If the IFederal Reserve Bank of
San Francisco, for example, buys $1 million worth
of trade acceptances, bank acceptances and munic-
ipal warrants in the open market in New York, its
settlement check to whomever paid is likely to be
deposited in a New York bank, and for that bank
to be collected by the New York Federal Reserve
Bank from the San Francisco Federal Reserve
Bank. Unless offset by payments in the other direc-
tion, the payment by San Francisco will necessitate
a transfer of reserve money, presumably through
the “Interdistrict Settlement Fund” in the United
States Treasury from San Francisco to New York.
If the New York bank, in which the million dollar
check was originally deposited, leaves the proceeds
on deposit with the New York Federal Reserve
Bank, federal reserve bank “reserve money” will
be transferred from the Bank in San Francisco to
the Bank in New York. In this manner open-market

1 Infra, pp. 139-42, and pp. 197-202.
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operations transfer reserve money from places of
redundancy to places of scarcity, and tend to main-
tain a national equilibrium in our money rates.

Creation of a Broader Discount Market for
Commercial Paper

The third method by which the federal reserve
system is rendering more mobile our reserve mon-
ey is through the creation of a broader discount
market for commercial paper. As we have already
seen, under the old banking system the great bulk
of American commercial paper was essentially
local paper with little or no market outside the
community in which it was created. The federal
reserve system has provided the machinery by
which high grade commercial paper can be redis-
counted throughout the United States, and, in
this connection, has sought to encourage in the
United States the use of trade acceptances and
bank acceptances—credit devices widely used in

Europe.
Trade Acceptances

When the seller of merchandise draws a trade
bill upon the buyer at, say, 6o days’ sight for the
amount of the bill, and the buyer writes across
its face “accepted” and signs his name with the
date of acceptance, a credit instrument is created
which has very pronounced advantages over the



FEDERAL RESERVE SYSTEM 53

open-book account, from the standpoint of the
seller, the buyer and the bank. The seller has a
definite acceptance of the goods which the buyer
cannot question in the future without very good
reason; he has a promise from the buyer to pay at
a definite date; and he has the buyer’s obligation
expressed in the form of a negotiable instrument
which 1s highly liquid. The buyer of the merchan-
dise who accepts the bill places his credit standing
at a higher level than it would be if he bought on
open-book account. His improved credit should
enable him to buy on better terms. Having his
accounts thus given definite maturities he is less
likely to be tempted to overbuy than he would be
under the loose open-book account method. The
buyer is also a seller, and if he uses trade accept-
ances in connection with his purchases he is in a
stronger position to demand them in connection
with his sales. From the banker’s point of view the
trade acceptance is an ideal form of commercial
paper. It bears two names, usually carries with it
evidence that it represents a self-liquidating com-
mercial transaction and is not an accommodation
loan,is usually paid at maturity and is not subject to
the provision of the national banking law which
prohibits a national bank from loaning to one cus-
tomer an amount in excess of 10 per cent of the
bank’s capital and surplus. It is easy to turn into
cash before maturity either by sale in the open
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market or by rediscount at a federal reserve bank.
The trade acceptance is therefore incomparably
more liquid than the open-book account, and, other
things equal, is more liquid than one-name paper.
Like any other credit device the trade acceptance,
of course, can be misused and, unfortunately,
frequently is misused.

Bank Acceptances

Even more liquid than the trade acceptance,
because the acceptor is usually of more widely rec-
ognized financial standing, is the domestic bank ac-
ceptance authorized by the federal reserve law. The
bank acceptance is similar to the trade acceptance.
It differs from it, however, in the fact that the seller
of the merchandise draws his bill not upon the
buyer but upon the buyer’s bank, which accepts
the bill for the buyer whose financial standing 1s
known to the bank and who has arranged with the
bank in advance to lend him its credit in this way.
The seller of the merchandise having received an
acceptance of the bill from the buyer’s bank may
discount the bill at his own bank or sell it in the
open market if he does not wish to hold it until
maturity. The type of domestic bank acceptance
made eligible for rediscount at federal reserve banks
covers bills having not more than go days, ex-
clusive of days of grace, to run and which are
endorsed by at least one member bank and grow
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out of transactions involving the importation or
exportation or the domestic shlpment of goods,
provided that documents conveying or securing
title are attached at the time of acceptance. It also
covers bills which are secured at the time of ac-
ceptance by a warehouse recelpt or other such
document conveying or securing title covering
readily marketable staples. When such acceptances
are drawn for agricultural purposes, their maturity
may be as long as 51x months’ sight exclusive of
days of grace.

Acceptances Promote Inter-district Mobility of
Reserves and Uniform Discount Rates

Inasmuch as bank acceptances and high-grade
acceptances have a wide market, their use tends
to cause paper to flow away from the banks in sec-
tions of the country where the discount rate is
relatively high to be discounted in the banks of
those sections where the rate 1s relatively low. Such
a flow of commercial paper from the dear markets
to the cheap ones, obviously causes a counter-flow
of bank reserves from the cheap markets to the dear
ones and thereby tends toward the maintenance of
territorial equilibrium in discount rates. Of course,
this flow is not an absolutely free one and perfect
equilibrium is never obtained. The point is, how-
ever, that the widened marketability of our com-
mercial paper under the federal reserve system has

" > ~
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made this flow of reserve money much less sluggish
than it was formerly. During recent years the dis-
count rates for different kinds of paper, and those
for the same kind of paper among the twelve
federal reserve banks have been much nearer uni-
formity than they were in the early days of the
federal reserve system. For example, at the present
writing in March 1936, the rediscount rates for
member banks on all classes of paper (under section
13 and 132 of the Act) are 2 per cent in ten of the
federal reserve banks and 115 per cent in the other
two banks.

Intra-district Mobility of Reserves

The forces which act for the increasing mobility
of reserve money within the boundaries of a federal
reserve district, are essentially the same as those
just explained for that between districts. Obviously
paper of wide acceptability flows from place to
place within a district more freely than paper whose
merits are less widely recognized; and, within a
district, as between districts, the widely marketable
paper flows from the places where discount rates
are high and bank funds are scarce to the places
where the rates are low and funds are more plenti-
ful. Furthermore, the bank reserves of the dis-
trict which have been piped to the one reservoir,
namely, the federal reserve bank, can be readily
pumped to the banks of any section where funds
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are in heavy demand. If banks throughout the dis-
trict were rediscounting in moderate sums with
the federal reserve bank, and if a sudden emergency
should cause an exceptionally heavy demand for
funds in any section, the federal reserve bank could
raise its rate of discount, thereby reducing the re-
discount demands of the banks less urgently in need
of funds, and could then turn larger amounts into
the section where the demand was heaviest. Ad-
ditional funds could be secured by the federal
reserve bank within the district (as well as outside)
by the sale in the open market of securities held in
its “‘secondary reserve.”

In the illustrations so far given we have assumed
a fixed amount of banking funds, and have shown
how these funds can be readily mobilized under the
federal reserve system and concentrated at the
points where they are most needed. The problem
of meeting unusual calls for banking funds is, how-
ever, an easier one under the federal reserve system
than the above discussion implies. The reason is
that under the new system there exist in addition
certain elastic elements in our supply of bank funds.
These will be considered in the next chapter.



CHAPTER VII

CrepiT ELasTicITY UNDER THE FEDERAL
RESERVE SysTEM

OTH bank-note currency and deposit or check
currency are more elastic under the new system
than under the old.

Bond-secured Bank Notes

un order to prevent the alleged danger of an
undue contraction of the currency and to protect
from loss the banks owning the 2 per cent bonds,
which were largely pledged with the government
as security for national bank-note circulation and
which by reason of the circulation privilege had a
value far above their investment value, the gov-
ernment decided not to withdraw from circulation
at once the old bond-secured bank notes. The
federal reserve law accordingly continued the
circulation of these notes, but contained provisions
looking toward their gradual retirement. From the
time of the enactment of the Federal Reserve Act
(December 23, 1913), accordingly, to December
31, 1929, the national bank notes in circulation
decreased from $726 million, representing about
21 per cent of our total monetary circulation to a
minimum of $597 million, representing about 12 per
cent. They then increased during the depression
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years to a maximum of $938 million in February
1934, when they constituted 1724 per cent of our
total monetary circulation. Their circulation de-
clined almost continually throughout the remainder
of 1934 and until March 1935, when it stood at
$810 million. In that month the Treasury Depart-
ment called for redemption at early dates, all the
bonds that permanent]y carried the so-called

“circulation privilege,” with the result that all
bond-secured national bank notes are now in the
process of being retired from circulation.!

Very similar to the bond-secured national bank
notes are the so-called federal reserve bank notes,
which are bond-secured bank notes issued by the
federal reserve banks. They were originally secured
by a specific deposit, with the United States
Treasurer, of bonds or of certain short-time obliga-
tions of the United States. Up to the early fall of
1918 these federal reserve bank notes were of com-
paratively little consequence. After that time they
were gradually substituted for silver certificates
and silver dollars in circulation, under the pro-
visions of the Pittman Act of April 23, 1918, and
assumed an increasing importance, until a maxi-
mum net circulation of $261 million was outstand-
ing in December 1919. Their retirement from cir-
culation began early in 1920 when the government
commenced to repurchase silver under the Pittman

! Infra, pp. 223-5.
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Act, and to replace federal reserve bank notes in
circulation by silver certificates. After 1919, their
circulation declined to less than $3 million in
February 1933. For a time thereafter the gov-
ernment began to expand their circulation, as
a minor factor in its “reflation” policy. Their cir-
culation rose continually every month until De-
cember 1933, when it stood at $208 million. Since
then it has been steadily reduced and at the end of
1935 was only $66 million.

Federal Reserve Notes

(The notes upon which the federal reserve system
places its sole reliance for bank-note elasticity are
the so-called federal reserve notes. These notes,
which are issued to the federal reserve banks by the
Board of Governors and which are obligations of
the United States government, are a “first and
paramount lien on all the assets” of the federal
reserve banks, including the double liability of
member banks on their subscriptions to federal
reserve bank stock. The Board of Governors issues
these notes for circulation purposes to the federal
reserve banks only on receipt from the federal
reserve banks of collateral equal at least to the
amount of the notes applied for. The collateral is
deposited with the federal reserve agent, who repre-
sents the Board of Governors, and is limited to
certain types of assets specified by law.)They in-
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clude: (1) Paper endorsed by member banks and
drawn for commercial, industrial or agricultural
purposes, or for the purpose of carrying or tradmg
in securities of the United States government, in
other words, paper of the types hereafter described?
as eligible for rediscount or collateral loans at a
federal reserve bank under section 13 of the Federal
Reserve Act. (2) Bills of exchange endorsed by a
member bank and bankers’ acceptances bought by
a federal reserve bank in the open market. (3) Until
March 3, 1937, in the discretion of the President
and upon the affirmative vote of not less than a
majority of the Board of Governors, direct obliga-
tions of the United States government. Such
obligations, however, since the Banking Act of
1935 may be bought by the federal reserve banks
only in the open market.? (4) Gold certificates.
Except under special circumstances, to be con-
sidered later,® a gold certificate reserve of not less
than 40 per cent must be kept by each federal
reserve bank against its outstanding federal reserve
notes. Gold certificates specifically pledged with
the federal reserve agent as collateral for the notes
may be counted in making up this 40 per cent
reserve, as may also gold certificates kept in the
redemption fund with the Treasurer of the United
1 Infra, pp. 73-§-

2 Infra, pp. 240-1.
3 Infra, pp. 62-3.
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States at Washington for the redemption of the
notes.

Elasticity of Federal Reserve Notes

(As regards the matter of elasticity, these notes
have in a high degree the quality of expansibility,
namely, of having their circulation easxly increased
in times of need. If member banks in a given sec-
tion of the country need an increased supply of
currency to meet local demands, they may redis-
count eligible paper with their federal reserve bank
and take the proceeds of the rediscounts in federal
reserve notes, which pass readily as hand-to-hand
money and are satisfactory till money for the banks.
The federal reserve bank, if its supply of notes is
inadequate, secures, on application to the federal
reserve agent additional notes by depositing with
the agent, gold certificates, eligible paper in its
portfolio or (for the time being) direct obliga-
tions of the United States government. This
process may continue as long as the federal
reserve bank has satisfactory collateral avail-
able for deposit with the federal reserve agent
and its gold certificate reserve does not fall below
the normal legal minimum of 40 per cent. In case of
great emergency, however, the Board of Governors
may permit a reduction of the note reserve below
40 per cent, provided it imposes a graduated tax up-
on the amount of the deficiency—a tax which must
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be added to the rates of interest and discount fixed
by the Board of Governors. Furthermore, to meet
extreme emergencies the Board is authorized 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 re-
quirements specified by the Act. It is thus seen that
the federal reserve notes have ample power of ex-
pansion in time of emergency and that there no
longer exists a stonewall limit beyond which ex-
pansion cannot go and go promptly.XFhere 1S no
fixed limit, but after the gold-certificate reserve
ratio has declined below 40 per cent, further ex-
pansion of note circulation could normally be
secured only at an increasing expense to those
wishing the notes. )

The notes 1ssued to the twelve federal reserve
banks amounted to $3,962 million on February s,
1936; and of these, $3,640 million were in actual
circulation. Back of these notes there was held the
following collateral:

Thousands
(1) Gold certificates on hand and
due from United States Trea-

SUTY ..o i $3,888,343

(2) Eligible paper............ ... ... 7,832
(3) United States government se-

CUNtIES ..ot o, 125,000

Total collateral ... ... $4,021,175
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For the purpose of contracting the circulation
of federal reserve notes when the business demands
for currency decline, the machinery is as follows.
When the demand for notes in the pockets of the
people and the tills of merchants falls off, as it does,
say, after the Christmas holiday season, the surplus
notes are deposited by the public in the banks. The
banks in turn tend to send to their federal reserve
banks for deposit any notes they receive in excess
of the amount needed for till money. Transporta-
tion charges on such shipments of notes are paid by
the federal reserve bank. Notes which were issued
by the federal reserve bank of the district may thus
be withdrawn from circulation. Notes so received
which were issued by other federal reserve banks
are sent back to the issuing banks. On this subject
the law says: ‘“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
originally 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”
(section 16). This requirement that federal reserve
banks shall send back promptly the notes of other
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federal reserve banks will obviously increase in its
effectiveness as a means of currency contraction
with the increase in the number of branches of
federal reserve banks established throughout the
country.

Another device calculated to encourage the re-
tirement from circulation of bank notes whenever
they become redundant is the provision of the law
authorizing the Board of Governors to charge
such a rate of interest as it may deem desirable on
federal reserve notes uncovered by gold certificates
and issued to federal reserve banks. Up to the
present time such an interest charge has never been
imposed.

These provisions have in fact resulted in a large
degree of seasonal elasticity in the total amount of
money in circulation, owing principally to the
seasonal elasticity of the federal reserve note cir-
culation, which today constitutes over three-fifths
of the total circulation. This is clearly evident from
Chart IV on page 66 showing the total amount of
money in circulation by months for the years 1926-
35, compared with the volume of federal reserve
notes in circulation. The seasonal variation here
apparent in the circulation of federal reserve notes
should be compared with the lack of seasonal varia-
tion in national bank notes shown in Chart II on

page 16 above.
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Cuart IV
Showing what part of total money in circulation consists of federal reserve
notes, and showing also the clearly defined seasonal variations in federal

reserve notes in circulation.
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Emergency Elasticity of Federal Reserve Notes
Provided by the Glass-Steagall Act of 1932

The theory underlying the circulation of federal
reserve notes is that they will increase automati-
cally in volume with growing trade requirements,
as reflected in an increasing volume of commercial
paper rediscounted with the federal reserve banks;
and similarly that there will occur an automatic
retirement of federal reserve notes as trade needs
decline. However, in an emergency such as existed
in the United States from 1929 to 1936, it may
happen that currency demands lose their normal
relationship to the rise and fall of trade demands.
The amount of currency demanded relative to the
amount of business being done may become greater,
because of the hoarding of money, decreased rate
of monetary turnover, and numerous bank fail-
ures, at a time when trade is rapidly declining and
when the volume of rediscounted commercial
paper is likewise declining. This demand for an
increase in the amount of money in circulation is
not due to increased trade requirements, but to an
extensive substitution of cash payments for check
payments in communities when banks have failed
and to a break-down of confidence resulting not
only in private hoarding but also in the taking of
precautionary measures by many commercial banks
which substantially increase their vault cash at such
times to enable them to meet the hazards of bank
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runs. While it is true that published figures reveal
that there was a large aggregate volume of com-
mercial paper eligible for rediscount in the port-
folios of the member banks in the autumn of 1931
and early in 1932, many individual banks, never-
theless, had little or no such eligible paper. In order
to take care of this situation, the Glass-Steagall
bill was enacted as an emergency measure by Con-
gress and was approved by the President on
February 27, 1932. This and subsequent legislation
amended section 16 of the Federal Reserve Act so
as to make possible the acceptance of the direct
obligations of the United States government pur-
chased in the open market as collateral against the
issuance of federal reserve notes. However, in each
instance that a federal reserve bank desires to
obtain federal reserve notes in return for the de-
posit of United States government bonds with a
federal reserve agent, the approval of a majority of
the members of the Board of Governors is required.
This privilege was originally to extend only until
March 3, 1933, but was subsequently renewed on
various occasions. lts expiration date according
to present law is March 3, 1937.

The largest amount of United States government
securities