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Gentlemen 

The flnanczal structure of the Unzted States 
is the foundatlon upon whlch our industrlal re- 
sources rest. The Federal Reserve System has 
made possible the mobilizing of flnanclal re- 
sources. In our study of the industrlal mobllz- 
zatlon of this country for war purposes or emer- 
gency purgoses we must also know s~nethlrg of the 
financial mobll~zat~on whlch ~s made posslble 
by the Federal Reserve System, It has been 
sta~ed, truthfully I dare say, that ~n the last 
war had not the Federal Reserve System then been 
organlzed and in operatlon we would not have 
been able to put forth the tremendous ~ndustrlal 
effort we dld durlng that perlod. 

I am glad to see members of the Planning 
Branch present thls mornlng, as well as members 
of the varlo~s supply branches, the Chlef of 
Ordnance, and the Staff of the Army VIar College. 

Mr. Robert V. Flemlng, Presldent of the 
R1ggs ~atlonal Bank, Washlngton, D.C., has very 
kindly consented to glve up some of h±s valuable 
tlme and come to talk to us, informally, on the 
subject of the Federal Reserve System. 

I take great pleasure in Introduclng ~r. 
Flemlng, 
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THE FEDERAL RESERVE SYSTEM. 

- o 0 o -  

Gentlemen- 

I am very happy to be witch you today - especa111y glad 
to be here for the reason that I flrmly belleve the more 
everybod~ in the Unlted States knows about our wonderful bank- 
ing system the better off the whole country w~ll be. V~e real- 
ly have a marvelous system, ~t stood unusual strains during 
the ~/orld ~Var, those zt was never ~ntended to s~d and es- 
pec~all~ at t~t particular stage of our banking h~story. 

There Is a very importaut hi11 before Congress amendlng 
and protectlng some provlslon of the Act over whlch Congress 
has been flghtlng for about two years. Bankers maklng a care- 
ful study of our f~namc~al structure are most amxzous to see 
thls bill passed. After I have told you scmethlng of the 
Federal Reserve System I will tell you of the necesslty ~or 
the passage of that B111. 

In 1907 the country had a paulc and Presldent Roosevelt 
appolnted a ~Tatlonal Monetary Commlsslon whose duty was to ex- 
amlne and look Into all our ills - moblllzatlon of reserves, 
examlnation of forelgm banking systems, etc., -and to make a 
report thereon. This Commission conslsted of twenty members, 
and in 1912 they brought ~n theLr report whlch covered many 
volumes, 

The Federal Reserve System plan was based upon the report 
Of the %Tatlonal Monetary Commlsslon. There ~re certain ills 
that the Natlonal Monetary Commlssion ±ound and disclosed in 
• ts report to Congress whlch the Federal Reserve System was 
intended to correct. First, there was no provlslon for the 
organlzat~on and use of the scattered reserves of the banks of 
the country, second, adequate State and Federal laws restrlcted 
the use of bank reserves; thlrd, banks lacked the ab111ty to 
replenish or Increase reserves to meet unusual demands, fourth, 
at the tlme reserves were most needed by country ba~ks, they 
could be obtained only by d~stress~ng banks in central reserve 
cltles; flfth, banks were wlthout means of cooperatlon, s~xth, 
excessive t~me required for transit ~tems, seventh, there was 
a marked lack of flexlblllty of the currency. 

. 



Those were the chzef zlls that the ~atzonal ~onetary Com- 
mission czted zn zts report to be corrected and I wzll endeavor 
to show you how the Reserve System endeavored to correct some 
of those errors. 

First, there zs the Federal Reserve Board, or the govern- 
zng board; then there zs a Federal Advzsory Counczl; then the 
Federal Reserve banks and branch banks - the three outstanding 
dzvzszons of the System. 

The Federal Reserve Board orzgznally conszsted of fzve 
members, two of whom were members ex-offlcio, The Secretary of 
the Treasury and the Comptroller of the Currency. The others 
were appoznted by the Preszdent with~,,~ the consent of the 
Senate, two of the gentlemen appoznted to be schooled zn bank- 
zng. About two years ago Congress amended this Act so tl~re 
are now ez~ht members. 

~Text comes the FedeBl Advzsory Counc11. There are 
twelve Federal Reserve banks wzth probably thzrty branch banks 
throughout the country. The Counczl consists of members from 
the Boar~s of Directors Of each of these banks, one from each 
dzstrzct. Thezr duty zs to meet once a year and to dzscuss 
the varzous buszness condztzons zn dzfferent sectzons of the 
country and advzse the Federal Reserve Board of thezr fzndzngs. 

Then the Federal Reserve banks themselves, Their make-up 
conszsts of the usual Izne of off!cers any bank would have, al- 
though they deszgnate the presldent of the bank as a Governor 
and a vzce-presldent as a Deputy-Governor. They are appoznted 
by a board of dlrectors consistzng of nane members; three known 
as -C~ass A", three as "Class B" and three as "Class C" dzrec- 
tors. ~ The Class A and B dzrectors are elected by the member 
banks; the Class C dzrectors are ooentlemen schooled zn pur- 
sults other tl~an bankzng, and are appoznted by the Federal Re- 
serve Board. You see there 1s a pretty good contact for all 
committees -"A", the banks; "B", the !ndustrzal publzc; and 
"C", the Government. 

I want to say rzght here that the Federal Reserve System 
zs entzrely self-supportlng. It zs not a drazn on the Federal 
Government, the members of the Federal Reserve Board are pazd 
by assessment on the Federal Reserve banks and these banks, ln 
turn, make thezr money out of the use of the reserves of the 

country placed wzth them by the member banks - plus thezr 
capital. So zf any one tells you our bankzng system zs a drazn 
or zs zncraaslng the taxes, they are all wrong. 
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Every National bank ~n the country was required to subscribe 
to the capital stock of the Federal Peserve bank ~n their d~s- 
tract. Fo~ ~nstaace, the l~at~onal ~anks ~n Vashlngton were re- 
quoted to subscribe to the capital stock of the R~chmond bank. 
If a bank d~d not subscribe and become a member bank, ~t would 
forfeit ~ts national charter. ~he subscr~ptlons to start the 
Reserve banks were made ~n proportion to a bank's capital and 
surplus, and on that stock the Federal Peserve bank was to pay 

d~@~de~ of s~x percent. Up to the present t~me the Federal 
Reserve has only called for 50 percent of that subscription. 
The fands of the Federal Peserve banks were made up of reserve 
of other banks, 

We had three s~ngle classes of banks - reserve centers, 
New York,Ohlcago and St. Louls, reserve clt~es, slxty or seventy 
in number (~Vashlngton belng one]; and country banks. Banks 
in the center reserve are re%u~red to keep thirteen percent de- 
mand and three percent t~me; reserve banks, ten percent demand 
and three percent tlme; and country banks, seven percent demand 
and three percent tlme. These funds, together wlth the capltal 
and surplus, started the Federal Reserve banks out. The~ duties 
were to loan to banks of thelr o~n system when they needea help, 
e~ther upor the~ securities or upon their comzqerc~al paper, and 
they were empowered to buy acceptances, Government secur~tles, 
gold, or other ~tems of that nature. 

The dutles of the Federal Reserve Board are to keep in 
close touch wlth all of the Federal Reserve b ~  and watch the 
general credlt condltlons of the country as a whole. They have 
~he pc~ver to compel one Federal Reserve bank to losn to another, 
and also to state the rate of d~scou~t to be charged. 

If a bank in Atlanta wo~Id need money to make loans to move 
the cotton crop and d~d not have sufflclent money on hand to 
loan to other banks, the Federal Reserve Board co ld compel the 
Federal Reserve bank of New York or Boston to loan such sums as 
deemed advlsable to the Atlanta Bank and s~bscr~be the rate of 
dlscount. That makes it posslble to move the reserves of the 
country from one place to another ~n t~mes of stress. Under the 
old system the reserves of the coo~qtzy were carried one-half zn 
cahh in the banks and the other half in the central or reserve 
centers. The country banker had h~s cash In h~s own t~ll or in 
a central reserve c~ty and the bank ~n the reserve center had 
one-half cash or one@half in central reserves. The reserves of 
the country fl~ed mnto those three cltles. Those banks took 
those reserves and loaned them out and in a particular period 
of stress there was no way that they could be moved to help the 
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banker ~n the particular locahty requiring a~d. The reser?es are 
now mobilized so they can be shlfted almost at w~ll. 

So far the Federal Reserve Board has never been forced to 
exerclse ~ts power to force the banks to lend to one another, but 
could do so ~n case of necessxty. 

The Federal Reserve banks furnish a very wonderful service 
not only to the banks who deal w~th them but to banks who are 
not members as well as to the public. The membership ~s made up 
of State and National banks. When they become members they are, 
of course, governed by the Federal Law as well as State law. The 
Federal Reserve banks collect all of the transit ~tems from var- 
lous polnts. 

For ~nstance, today we may recelve a thousand Items from 
all over the country, in the days gone by that would have cost 
a great deal of money to collect. Now, tlu ough an inter-wlred 
system of banks which are interlocked by thls system, the varlous 
reserve banks settle balances dally and by wlre. The~e has been 
devised a scheme lunown as the dlrect routlng method whereby we 
can send out items d~rect. The banks that are not members get the 
benefit of th~s too because every non-member bank deals w~th one 
that is and thereby gets the prlvlleges alrect. The crediting 
system has made it posslble for checks to be cleared ana money 
received made available as promptly as posslble unless the a~r- 
plane will speed ~t up mo~e. Eventually we ~lll f~nd that instead 
of waltlng a week for our items on San Franclsco to be collected 
we will send them by alrplane and you will see the addlt~onal 
speed-up in bus~ness, in ada~t~on to that, the Federal Reserve 
banks lo~n to the member bs~s whenever they are ~n need of as- 
sistance. They e~ther loan on securities, l~berty bonds, bulld~ng 
and land securities, pubhc utilities, etc., on twenty percent 
n~argln, and accept for rediscount con~nerc~al paper. 

When a bank f~nds it has to take care of some valuable cus- 
tomer and demands have been very heavy for credlt at partlcular 
seasons, and they see they cannot loan on any more paper, they 
will rediscount and, in turn, take care of their customer. That 
prevents a great many failures which are ust%ally the forerunner 

of a pafllC. 

The Federal Reserve banks also now ~ssue thelr o w n  currency. 
P~lor to the installat~on of the Federal Reserve Act tl~e only cur- 

rency we had was the 0nlted States notes and the Natlnnal bond 
notes. They were l~mlted by the slze of the ~at~onal bank and 
the prlce of the bonds. In t~mes of stress it is necessary to 
have more mone~ and the supply was l±mlted. The Unlted States 
is limlted to ~ts gold and silver reserves. 
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Under the old National Bank Act the amount of currency to be 
issued was hmlted by the s~ze of the capital of member banks. 
Under the Federal Reserve system the banks can ~ssue currency 
against commerclal paper. One of the Class C d~rectors ~s des~g- 
mated as~Chalrman of the Board of the Bank and the Federal Reserve 
agent. One of h~s duties Is to receive collateral from the Feder- 
al Reserve bank and hold for the Federal Reserve Board. Against 
~h~s the bank ~ssues ~ts notes. If a bank ~ranted one m~ll~on ~n 
notes, they would have to have forty percent in gold smd s~xty 
percent in commercial paper or bonds. The Federal Peserve banks 
issue their currency to their member banks. You can therefore 
see that thelr ability to ~ssue currency ~s far g~ea%Br than 
under the old system. The bank~ are only l~m~ted by the s~nou2t 
of their gold reserve and commercial paper on secur~tles, whereas 
• n the old system they could only ~ssue notes to the amount of 
their capital, In addition, they can now ~ssue Federal Reserve 
bank notes which the Federal Reserve ~ssues against deposits 
w~th the Government of these bonds. 

The mob~llzat~on of reserves and the issuance of currer~y 
corrected the two maln evils found in the old system. The Federal 
Reserve System is absolutely free from pohtlcal influence. The 
members must not afflllate themselves w~thany banklng corporatlon 
and have to keep themselves entlrely free from any influences. 
The men on the boards are very hlgh class. In additlon to that, 
the Federal Reserve System acted as f~scal agent for the GoVernment 
durlng the World War. They were the d~strlbutlng centers of the 
Liberty Bond secur~tles. 

NOW, as to some of the changes it is proposed to make In 
the ~IcFadden Bill. The Federal Reserve Act now allows the Natlon- 
al banks to loan on real estate for one year to an amount equal 
to thlrty percent of thelr savings deposlts. Under the new law 
they can loan up to flfty percent on thelr deposlts durlng a 
perlod of flve years. The Natlonal banks will be much better 
prepared to take care of their customers than in the past. 

If the Bill passes wlth the Hull Amendment (whlch provldes 
that member banks ~u a state that does not no~ permlt branch 
banklng cannot, after the passage of the Amendment, have branches 
in those states), the l~atlonal b~k or Federal Reserve could 
never have a branch and bus~ness cond~tlons make ~t necessary 
to have branches. State banks, however, could get thelr State 
l~eg~slatures to pass a bill authorlzlng the!r baffles to have 
branches. That is a very unfalr cond~tlon. However, that pro- 

vlslon only affects banks that do not now have branch banklng. 

It also provides for an undetermined charter for the Federal 
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Reserve banks. At the present tzme the charter of the Federal 
Reserve banks expires ~n 1935, unless Congress should pass a bxll 
~n the meantime. If the new bzll passes, ~t znsures the strongest 
banking system ~n the world for as long as Congress permits ~t to 
l~ve. There ~s no date for the charter proposed. 

Gentlemen, that is a brief outllne of what the system con- 
stltutes. I have gone more or less over the h~gh spots and pos- 
szbly have not made myself as clear as posslble. If some questions 
have come to your m~nds, I would be @lad to amswer them. 

OPEN DISCUSSION - SCHOOL. 

QUES TI ON 

V~hat affect does redzsco~utlng have on the general buszness ~ 

ANSWER 

The dlscount rate of each Federal Reserve D~str~ct is governed 
by the actlon of the Board of Directors of each Federal Reserve Bank. 
Of course the bank exerczses an ~nfluence on the dzscount. For ~n- 
stance, zn New York the redlscount rate ~s four percent, if it went 
to three and one-half the money wou~d be cheaper. It would have a 
tendency for varzous people to go to the beak and get con~nerczal 
notes at @ lower rate, probably speedlng buslnees up a llttle b~t. 

The Federal Reserve Boards are most guar@ed before changxng 
redlscount rates. For ~nstamce, the rediscount rate zs never 
c~mgeduntil after the stock market zs closed. It affects the 
whole secur~tles market, 

Usually the rate is determlned by the condlt~ons of the 
Federal Reserve bamk as to what ~s necessary to be earned, also 
the abzl!ty of the bsmks in thezr own dlstrlct to pay. It zs not 
the alm of the Federal Reserve System to create an expansion ~n 
th~s country or an inflatlon. If they lo~u money at two percent to 
thezr member banks and the member bar, is could get s~x from thelr 
customers, they borrow all the money they can to make that spread. 
There ~s not much d~fference ~n con~nerc~al features ~n that spread. 

Q~TION 

Does a Federal Reserve bank often have to resort to open 

market 0peratloms to control rediscount rates ~ 
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They ~ten resort to open n~rket transactions when there is 
a lack of requests for loans. There was • tlme after the war 
when the System was stralned to the l~mlt ~n order to take care 
of the loans. At that tlme the Federal Peserve Board put in a 
system whlch was cr~t~c~sed. Governor Hardlngwas then in charge 
and the rediscount rate went up to ten or flfteen percent. It 
was done ~n order to d~scourage ~nflat~on. Then there came a 
perlod when all that was cleared up and banks are now borrowlng 
very llttle, Federal Reserve banks ~ve to buy from the open mar- 
ket in order to make suff~clent money to pay thelr salarles and 
to pay thelr slx percent d~vldends from thelr member banks. I 
do not beheve the Federal Reserve banks have ever deliberately 
gone into the open market operatlons slmply to expand or contract 
the rate. 

~UES TI01~ 

Is there not a Federal Reserve ratio - a gold reserve ~ 

ANS~VER 

That gold reserve is based entlrely upon the trausactzons 
they have wlth their member banks, They have most of the gold 
reserve of the country now and ~t goes up or down, accordlng to 
the mumbers of the notes issued ~n proportlon to thelr gold. 

qUESTION 

Is that affected by the open market purchases at all ~ 

ANSWER 

It would only be affected by the redlscount from the member 
banks because they wo~ld not be iSsulng notes to the pubhc 
whlch aTfect the gold ratlo when they ale buylng open market items. 
They are dolng that only aS I explalned a mlnute ago. 
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