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The Federal Ees~rv~ S~stem ~..as made possible by an ~ot of 

~ ~ ~ 1 ~ ' ~ : ~  and ws.~ k~:o.~'n ~s the Fedc,ral Uoh@re=s ~pproved ~.~ce,~.bo~ 23 e ~ ~ 

JIeserve A~.to The " " " " "  " "~' ~ u%~_,~, o_ tbc , cL describe@ exactly .what ~g was 

- f u t e n d ~ d - t o  do - sn Act to provide 9or the establishment of our 

FeSeral Reserve ba[~ks, to furnish ~n ~lasti'c 'cu!'renoy, and to af- 

fo~'~me~ns Of rediscountin~ commercial paper. 

Prior to ~he 'passable of that Act we had, as we have now~ two 

kinds of ba.nks ~ - National and State. fhe State oar, s were operated 

~ntirely un~e~ state laws. The National Banking System was estsb- 

iishe~ at the close of the Civil War in 1864 and ~as found to be 
. , t,i~ 

impsrfe=t-in many res,peotse ilthe~h-the best that ~' ooui4 be de- 

ViSed at that tlme~ i'h did no~; provide for th@ m~bilization Of 

reseNes .in central points in the United States° 

In 1907 this country had a very" serious p~niG~ A con~.~ission~ 

known ss ~ e  National mMonetary Qom~i.ssion, was appointed wi~h the 

power to look into our banking sy~,tem with the idea in .'~%nd of 

~etermini~g whether or not a law coul~ be dra~n to correct the 

eVils existing that allo~ed panics to form and caused disturbance 

to buslnes~ and industrial oondltions~ This Cemmlsslon oonslste~ 

of sixteeh 'members. At the close of President ?~aft~ ~ administra~ 

" ~ion, in Igl~ they rendered their repert~ This report gave the 

as-reasons why t::e me~bers Of the ~om:i'~ission believed 

the National Banking Act inadequate~ These points were brought 
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he the:attention e'f Congress and out of this information cams bhe 

.d~a%a for the formation of the Federal Rese~e Acts The point~ 

~covered ~ e ~ e  as follows: 
\ 

There was no provisien for the organization ~nd 

Use~f the s~attered re~erve~ of the eountry~ 

There were m~ W state and Federal lawg whieh 
m 

2 

• restricteg the use of reserve~ ~hus %he money 

~S~ nor ~a~lable for  use during periods of 

S~,eSS. 

(3) B~:~s lacked the ability to replenish or in- 

erease reserves to ~eet unu'sual demandso 
\ 

(~)" ~Th~ country was hampered by the fact that ~t 
[ 

times ~ben~ reserve~ ~¢ere most need~ b~ ~oun~ryi 

banks ~h®y 0o~I'~ be oS~aine~ only by issui~g " 

banks in the ~em%ral ~eserve eities~ 

(6) Banks were without means of eeope~ation in 

times o~ stress. 

(7) 

La~k Of established market a~.'d of commercial 

pa~r tended to ~ncourage ~pe~ulatiOn~ 

Thers was ~ marked lack of flexibility in 

~u~rency between difi'e~ent ~eo%ions of the 

The Federal Res~'.~e Act was pa~sed du~in~ President WiisonQs 

' administratlono X~ provided thet %here should be; three un~t~ to 

the F~deral Reserve System - (i) The Feaeral Reserve Bo~r~ (S) Th~ 



Fe~crsl Advisory C Cunci!~ s~ (3) The Federal }~eserve B~nks, You 

w~11 .see how these three units tie in ~ith each other, m~king the 

s~em elastic and _provlding for sa~e' admin~stratlon, _'rom~ the 

fo!l~v~g ~escription ~hi~h I ~ill give you, 

The Fe~e~l Reserve Beard is the ~evernin~ body ~f the System 

and at pres~ht oonsists of eight members, ~ Originally the membership 
,o 

was Se~en b~t the Farm ~loe deman~e~ an addltlons! Agrioultural 

member= 'SiX menfoers are appointed by the 9~eei~nt, with the consent 

o£ the Con~ress~ and th~ oth~-r two are me~bere ex-efficio ~-u the 

Secreta~. of ~he Treasury and the Comptroller of ~he Curreney~ The 

latter twom~mber~ hoi~ their plaee~ on the Board durlng'thelr term 

ef0ffle~;of the mix members appelnted~ tw~ mu~t be experieneed 

in banking or flrance and not more than one e~ be ~ele~te~ from any one - 

F~8~il ~e~erve Distriet~ The p~ried for which the~- were apcointed 

was ~ri~In~ly ter~m of two~ four, ~ix, eight and ten ~years~ The ~' 

reason fen that was ~hat the Act did not oe~emplate any break in 

the son, in,airy of the policies of the system, mnd as'members o£ the 

Board'm ter~s expired th~ wante~ o~her membera~to remain so that 

fam~l~a_ w~th the poli~ies an~ gener~l pro~edu~e~ 

Each.m~mber of the Fe4~ral Reserve Board reoeives an annu~l 

Salary of $12,000 = ~.th the exception ef the S@oreta~v of the 

Treasury ~nd the Ce~p~reller of Curreneyo -There".~s ane 9hing 7 

want' to tQ~h on right here in regard to their sal~ries~ The Fe~- 

.:r~al Reserve .System. is entir~ely self®supporting~ In no way d6es 

the F~der~! Government appropriate any mc~uey for its maintenanmee 

8. 
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0f the six members sf the Beard appointed by th ~ ~residen%~ 

the Act provides that on~ shall be ~esi~na~ed as ~overnor ~f %h~ 

Boar~ and another as Vice-Governor, In ether'that there ~ay be no 

influenbe exercised on the Bea~ the A~ also prov~es that no 

member sh~ll ~ be a ~ire~tor or hold stock in any b~nk while a~ting 

as ~ member of t~e Federal Reserve Boa~d~ Y~ ~y re~ali~that ~r~ ~ 

Eellon retired from all boards on which h~ was ~ ~ir~etor because 

as a member Of the Fed~ral Reserve Board he ~could net sere in 

connection With ether activities, 

I% iS the duty of %h~ Board to furnish the polioi'es of the 

system. They also have a v~ry important po~,er and on~ concerning 

which there ~ha~ been some active discussion durln~ th~ past six 

-months. They have the pow~ to make one Federal R~serve B~r~ l~nd 

to another Res~rve Bank~ as ~ell ~s to fix the rate of interest ~t 

which ~hls money is to be loened~ That is a very importa~t power~ 

er~lin~ the ~vernin~ body tO shift reserves in tL~e of stres~ 

The Fed~al Advisory Council consists of one member ~'~om the 

Board of directors of each 'Fed~ral Reserve b~d~ 'They are required 

to mee~ in %~ishingten at least four %iMes a yea~ Or oftener if hhe 

Fe4~ral Reserve Board directs them to do ~o ~hey ~onfer ~v~ith the 

Board on ~enerai busines~ oonditions~ k~epin~ the ~@ard ~in toush 

with conditi0.ns all ov~r the country, It is obvious that th~Beard~ 

evmn tho~h it has six' members appointed from the vari6u~ sections 

Of the ~ • ~oun~y~ cannot be thoroughly familiar ~i~h conditions in 

every d~s~rlct.. 
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The'Federal Ree~rv~ banks a~'e ~he aOtual operatln~ u~.tm of  

the gyetem~ The Act 9rovided that %here shot;Id be twelve ~ederai 

Reserve b~nks# t~h~ Qountry tO be divided into. twelve dis%ri~ts. 

T, ho~e distriot~ ~erenot~neoe~arily bound by erase line~o, Take 

the Fifth Distrlot for example; it eemprises the Sta~es of New 

Jersey, New 7ork~ Virginia, North Carolina, Sour h Carolzna, and a 

__ Portlon of. West Vlrginia~, ~he~ headquarters, of %he %~elve districts 

are !oe~ate~, in the following cities~,. . .(i) Boe~n~ (2) New Yc~rk, City~ 

(@reek!yn is not included. . . therein)~, (~)~Philadelph~a~ (4)O~velan~; 

(-~) ~lehmond~ (S) Atlanta; (7) Chicago~ (~) 8t~ Loui~ (9) W~nne- 

the pre~ent time the're are (II) Delia~; and (12) Sen Franci~co~ At 

t~vslve Federal Reserve Banks and between 

~.twenty-sev~n and twenty~elght branehes® ,E~eh Fed-ral Reserve bank 

has the po~er to  Open. branches With the approval of'~he Board~ upon 

vote of its direotors~ In our' own ~Istrlct a branch bank has been 

recently loe~ted a~ Charlotte~ NoO.~.. and another at Baltimore, ~do 

~-ch Federal ~eserve bank is managed by a board of direetors 

consisting Of ni~e~, memb~rs~ Of the~e nine members~ Si x are eleete~ 

fo r  a term of thr~-e year~ each and three a~e appointed, by ~he Federal 

~eerve Boar~, The original ~irector~ wer~ elected f o r  term~ o f  one~ 

tv~o a~d three years ~ two d~.'~ector~ bei~ eleets~ eaeh year and one 

aPPoinbed by~ the Boarg~ These board member~ ~re ~dlVi~ed into three 

classes , A2 B2 an d C, Class A, (g in number)~ are the gentlemen 

~ho ,~re s~pposed tO represent-the member banks, C~ass B direotors 

~e el:eeted~by the member banks but m~st be gentlemen engaged in 

J 
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"than 
some business other/~anking~ p~rhaps ~ foll~ng buslne~s or commercial 

pursuitso~ The Class C directors are ap~.olnted ~, the Federal Reserve 

Board~ 'Of %he Class C direetor~ one is des igna%e~by the F4d~ral Re~" 

~erve Boar'd as Ohairman of the board of directors of the Federal Re- 

serve bank. He is not only the Chairman of the bc~ard bu~ is also 

designated aS~-Federal Reserve Agent and is# therefore, .the District 

"Represen%ativ®' of the Federal R~serve Board~ In addition to his 

-du~ie~ as Chalrman of %he board~ it is also his duty to transact as 

Fed'era! Reserve A~nt such business a~-the Board may entrust to hi~ ~ 

care~ 

The officers of a b~nk are a Governor; on'e or ~ore Deputy~ 

&overnors~ 0'ashler~ One or more Deputy-cashlers~ and an Auditor or 

Comptroller. These officers are appointed an~ually by th~ directors 

o.f the Fedora! Reserve, banks, 

Th'e Federal Reserve bank~ are bankers' banks - they do he% 

deal With i~dividuala® At the beginning of  the system~ ~-n order to 

make it Operative, every national bank was requlred to ~beeom~ a 

member~ They Wer'e'~iven a certain time limit; if~in nine months 

they ~'id not:~ecome m~bere they forfeited 'their na~ion~l charter 

f 

and either had ~o go out. of existence or obtain a state oharter~ 

in order to furnish the Federal Reserve ~anks the necessary 

c~pltal to start-with, each member of the system and s~oh state 

ba~s as g,sired to Become members (and could meet the requirmm~n%S 

'of  the  Board) '~e re  required t o  eub~cribe an amount equal t~  six ~er-  

cent of their 'pald-in capital and surplus~" One h~if of this money 
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SUrplUS was ~ pa~Id In az ~he time, a bank became a me mbero In this oon- 

~eotio~ ~t is interes~in~ %0 nots that even with the stress ~,of the war 

r straint}~e Federal Reserve System stood and carried us Shro~h so sue- 

ceSsfUlly that"they have only ~a!led for that ori~{nal one-half 

suNacr~p~iono Each member bank re0eives as-a rate on its investment 

a dividend of six percent on their investment in sto~k~ This dividend 

iS also free of taxation° Of course it calmer be paid until after all 

'- of the operating and ru.m~ng expensea Of the Fed~ral'Reserve banks 

have been paid~ 

~'The above-has ~Iven you ~entlemen an outline ~' of the "organization 

of th~ Federal ~ Reserve Systemo ~i~e will next take up the working of 

~hat Systemo 

The prinmipal ~notions o f  the Federal Re.serve Banks are to 

"#ir~t~ affect o~eentr~tion in the mobiliaatlon of the reserves of 

the members~ seoond~ to pPovide for an elastlo currenc~ an~ for issuin~ 

Federal Reserve notes~ and third s afford means of redlscountin~ tom- 

morels! papc~ ~ 

Goin~ back', to the National Bankin~ System, the national banks 

Or ass6cSations were divided into three classes - banks in central 

:reserve oitle's (New York, Ohica~o and St, Louis)~' reserve centers 

(sixty-four i n ' n u m b e r ,  about the size of Washington. and Phi:~delphia)~ 

.and all other banks which were'known as country banks~ Each bar~ was 

required tO keep a certain portion of it~ customers, money ~ Or ~epos~ts 

in reserveo Banks in the ventral reserve cities were required to  keep 

in actual, cashan amount equal to twenty-five perh'ent of their deposit~ 

7o 



~e ,hanks~in the reeerve cities were requlred 'to keep twenty~five 

percent ~f_ %heir deposit' !iabilitie~ ,~. one half in their own vaults 

and t~,e ~ other ,half in the central reserve cities, You can see that 

in ~he slYly-four reserve @enters~ which were the large cities of 

the ~ountry~ oneCh~.if of the ~eserves ~ere kept; the other half 
z ~ 

bei,~ sen% to the th~ee o~ntral reserve cities to be held there in 

addition to the r~se~ve %hose 'banks were requi~ed to maln%~ino 

Oouh~r b~nk~, were re~aire~ to keep ~% of their deposit liabilities 

and th~,s~Wa8 ~ivldad as follows - three-fifths to be kept in ~entral 

reserve ~i'tie~ an~ twc~flfths in cash, 

The eb'o~e br~/ght aboutthe followir~ ~ si~ation® Banks in 

central and reserve, citie~ carried as much as was allowed by law~ 

In fa~t ~he ba~k reserves of the United S~ates ~ere carried in those 

~thPee ~itles~ " Na~%ttally the banks i'n those citie8 loaned those 

funds out up %0 seVenth-five percent .of the amount they had on hand, 

'%Then there were tlmes of st~ress ~nd %he '~ountry ~anks .desired help 

they could not always ~et their money, Thus panics were created, 

'The ~esetves ~e~e tied. up in loans~ There was no wa x in which money 

~could be s~ if%~ from one sectlon to anothe~ and money~ shortages 

were erei~ed - panics fcll~win~ It is praoti~all 2 impossible fo~ 

a panic .~O occur mqder ~he Federal Reserve Syetem~ . 
i 

1~nder the ~e~eral ~esatve Ao~ these requirements were chan~ed~ 

T~e emount to be carried in banks was i~er~ but at the same time- 

a scheme was de~ised ~hereby it was possible to make the money 

mova~leo Mll members ~ were ~ required to keep their accounts with the 

v~.~ .~ T ~ ~ ~uT~..,~,~.~,~,~ ~,~. ~ - ~  .~;~ ~ ~ . ~  ~, ~ ~ ~T. ~ ,~ ~.~ ~ , ~ r ~ . ~  .~;~y~_~ ~.~ v..i~ ~ ;~ ,~ ~: ,~ ~:~.~ 
. . . .  ~ ~ .~> ~ - ~ ~, , ~ ~ 3 ~ ~ % , ,. ÷ ~ , ~ ~ .~ ~ ~ . . . .  ~ ~,~, ~ ~ , .~,~. . • 



Fe~.~ral Reserve banks of their d~s.rieto These banks got their 

~apita~ ~ from the paid in money of the member banks, The Rig,s 

~atlon~1 Ban~-'k@e9 s an aY~ra~e a~ooun~ with Richmond of abo~t three 

ii~ lion dollars@ 

Under-the new System~ banks in the central reserve cities are 

required tO keep third.sen ~ercent of their demahd "~deposlts (or shack- 

ing accounts) and three percent of their time dep@slts (or savin~ 

astounds) with the Federal Reserve Ba~ks~ No ~iil cash ~ountso Under 

the Federal aeserve System the amount of cash carried is slmply for 

the' c~nvenience of the eustomers~ Nndor the old system the banks in 

.the central re-Serve aities h~d to carry twenty-five percent cache 

That money~w~s tied up ~nd could ~ot b~ use~e Banks in the reserve 

~itles are ~equ~re~ to keep ten percent of their demand and three 

"~p~roen~ Of their ~ time~ You will re~all that under the Old system 

the banks kept ~ twenty~flve percent (12~ in central reserve ar~ 12~ 

in cash). Country banks are required to keep seven p~reent dem~n~ 

and' three p~ereent time, There was quite a reduction in-the amount 

of reserve carrle~ a~ you can Sea'from the ferego~4~ 

~[ou new have the picture of' all the national hazes of the 

c~ntry as~embers Of the Federal Reserve System, aany state banks 

a~e also members ef .the System~ The reserve accents o f  a~l those 

~nk~ ar~ new kept With the ~anks of the district in which they are 

loca~ed~ All the reserve o~ ~he country is lecate~ in the twelve ~ 

banks and their branehes~ You can readily see the eoz~p~rison of 

the reserve, ae ~malntalned under the National Banking System and 

L' 
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,~nderth~ Fed~r~l Reserve-System, Under the ~ormer~ the reserves 

were located in three cities and ~hose oitibs ~ere not ~restrlote~ 

a~ to the ty~e~Of ioans~they Coul~ put the r~s.erves Inte~ The 

banks ~ould m~ke loans of every descrlp~ion~ ~' There h~s been times 

in the country .when leans known as broker~, loans (considered as 

ebselt~ely liquid) have bean eomple%ely frozen, Pania~ came i~to 

being and b~nks oouid ~ot ~% ~h~ir money, ,There~as no buying 

power and the reserves of ~he ~ountry were tied up in the three 

oities ~'- New York~ Ohicago and "St. Louis~ 

Under the Federal~eserve System the twelve banks and their 

br~nohes care for the reserves of ~@~euntry~ 

W~ no w come to the peter of ~he Federal Ees~rve Board to 

require one Bank to le~n to another, The moving Of the t~baooo 

and c o t t o n  crops  requires a lot o f  money~ The grain season in the 

Northwest requires a lot-of credit to be extended by the bankso 

=Undcr~heFed~ral Reserve System if~the banks In'the Fifth Distrlet~ 

Whiah are coring for the m0vlr~g of tobacco and Got%on, ne6~ money 

and~ their Eedoral Reserve bank .of Ri~l~on~ de-co not have enough 

money to do that, they can appeal to ~he Hoard and the B~ard can 

say .to another bank, perhp~s N~v York or Boston~ '~e want you to 

loan the money t6 Richmond at three and one,half peroent"o This 

money would imme~iatel~ go to Richmond and the rose,cos of th~ ~ 

York Or Boston "b~/nk would be used for moving the crops in the Fifth 

Di-'striet~ Tha~ could not be done under the Nat'iOnal Banking System. 

J 
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~he second function of the Fed ral Reserve banks 16 to provide 

an elastlo currency by She issuance of Fed.~.ral Reserve notes~ The 

natl enal banks were require d to invest in notes equal to the amount 

Of their cap!tai~ You can see that outside Of UoSo omrreney~ cold 

notes an~ 'silver oerti~imates~ the other eurrenoy was limited to the 

amount of capital in the National banks' of the ~ountry~ Thatalso 

ereat~ ~ money shortage, . -  

~In th~ Federal Reserve A~t Congress endeavored to er,~ate a 

machinery by v~hich more money could be put into eiroulation. It is 

true that runs up the till cash but it allows the b~nks to o:nly ~ar~:.y 

as mu~h cash a~ th~j want to de business withe ' That Act provlded that 

the Federal Reserve bdnk~ should issue notes known a s  the Fe~ral Re- 

serve notes° By the way, that is one of the dut~e~ of the Fed~rai 

R e s e r v e  A~ents~ They i saU~ these notes to t h e  member banks  against 

the loan~ of th~ member banks ~ secured by U~.S '~ GoVernment obligations 

or against ~ - 
- ommerc~al paper~ In ~I1  cases the limitations of the 

Federal i~eserve  banks to issue these notes is based upon "~hat is known 

as a 40% ~old reserve o~ notes outstandin~o Of oo%~rs~ they oan buy 

gold bullion or have on hand the notes issued by the Federal Govern- 

ment. This ~ provides for :~arly an unlimited supply ef ourrenoy~ 

~n ~ addition te~be Federal Rege~w e note~ the hanks'are allowed tO 

issue Federal- Re~e~ve bank notee~ They give an addlt~ onal meanin~ 

of e u r r e n ~ y ~  ~These notes ~an be issued with the approval of the Board~ 

'L 
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i want to bring to your attention one oth~r point in regard 

t~ the elasticity of the System° Prior ~o the establishment of the 

Federal Reserve Aot checks and drafts received°by the national banks 
,\ 

ceuld onlyb4 collected through means of correspondenee~ For in- 

stance, if we received checks on San ?~ranclseo, the only way v;~ 

could collect them was to mail them out to San Franelseo - that Zook 

six da~s goin~ and six days coming back° Thus the money Involved w~ 

tie~'up for twelve days. Th e Federal Reserve Act provided for ~ col- 

lection system an~ star~d collecting items for the membqr bar~s at a 

small cost, at actual operatin~ cost to be exact. Now they collect 

without any charge. That s2~tem works as follows: it is used as m 

medium for the collection of all it~m~ through the banks, and settle- 

merit of claims and transactions between the bankso This is based on 

our scheme known as ~he gold settlement fund, whleh requires%hat e~ch 

bank must deposit a detrain amount el ge_d wi~h the Federal Reserve 

Board~ All Federal Reserve banks are hcok~d up with an inter-wire 

telegraphic system so that every day their individual debit and 

credit balances are settled in this fuud~ That is rather remarkable 

~hen~we thlnk bhat every day the transactions a~e ~ettled and bal- 

ShOed by wire~ "In establishing that system Congress had this in 

mind. They wanted to get away from the time delay that oceured in 

the eolle~ti~ of transit Itemsj so consequently the items were sent 

to the Federal Reserve banks of the distriOt* and they in turn ~ave 

each member bank what is known as a deferment schedu!e. Based on 

that schedule~they automatically credited to the ~ccount of the 
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member b~r~ the amount as represented by the checks. 

The ~ s t e m  h~s been i~proved by u t i l i z i n g  wh~t i s  known as 

the direct routing system. We can now send direct to the Federal' 

R~serve bank 6f New York such items as ~e ~y have on member banks 

of ~New' York cityj when those items ~st to ~eW York ~e awe credited 

with the amounts in Richmond and we can use that as cash~ The same 

holds good wi~h San Francisoo~ five :~.aye after %holt receipt in that 

city.we 6an use the money in Richmond. That Is all handled through 

the gold settlement fund. The d~veloPment of the airplane will speed 

-~up the settlement quicker. When that development takes place, and 

avia.tlen is made safer, ~e will be very much closer to,ether and money 

will be turned over very mush more-rapidlyo 

~The above briefly gives you an outline of the Federal Sescr-ve 

~ystem~ Like all.laws 'this one did not provide for all changing eon- 

~ition~ and ~'seme of the member bank~ found they could not compete 

with the state-banks. The state banks were given more power. The 

Fad~rai Congress recognlzin~ that sitUation~ passed an Act known a8 

th~ McFadden A~t~which increa~sed the powers of the Federal Preserve 

~yst'em~, Attempting to equalize urger the proper government legisla~ 

tion the p~w~rs 'b~tween n~iona! and state banks; under the present 

system' & m~mber' of a national bank can now do practically everything 

a st~te'bank,~can do and at the same ti~e give to the depositors the 

protection ef.'Fede~al su~visicn under the ba~ing laws approved ~y 

C, ongress° 
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