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THE FEDERAL RESERVE SYSTEM

As your chairman has said, I have come and given you
this lecture now for several vears (five years). I looked over
the outline this rorning that I prepared in 1931, and I found
that, while the subslance of the Federal Reserve set-up 1s
st1ll the same, there have been so many changes in the general
emphasis and the importance of different events that a lecture
following the lines that I followed in 1931 would very largely
m1ss the things that are most prominent in our minds.

We have, as you know, gone tarough a most extra-
ordinary period in this country in every respect, and the
financial machinery of the govermrent and of the country has
had to adgust 1tself to an entirely new set of circumstances

I always find 1t a laittle difficult to deliver this
lecture because I do not know exactly how familiar vou are with
the set-up and with the system and with the general problems of
barking, and so I, perhaps, may say some things that are too
elementary and that you are familiar with, but I hope that you
w1ll bear with me and I shall try, in a brief way, to indicate
the place that the Federal Reserve System occupies in our
economic life

The Federal Reserve System 1n general, as you no
doubt know, was started as a cooperative undertaking by banks,
under the auspices of the Federal govermment, under Federal
charter, for the purpose of making 1t possible for banks to
have institutions to which they contribute capital and in which
their required reserves might be held., By that method they had
a reservoir upon which they could draw when their (the indivi-
dual banks) own resources were nol adequate to meet the situa-—
tion, either because of seasonal difficulties, because of ex—
cessive demands of creditors, or because of special circumstances
that affected the region or the industry which they served, or
that affected the country as a whole  1In other words, it was
a method by which the reserves which the banks have always had
to hold adle, under our law, could be pooled together and made
available for meeting exceptional situations in different -
places That was the original purpose of the Federal Reserve
System, that, together with supplying an elastic currency
and improving the supervision of banking in this country



The original purpose of the Federal Reserve System
to serve as an emergency agency availablc to benks, which may
have uoed up their own resources for meebt ng legitimate demands
of trade and industry, 1s <1111 an 1mnoricont function of the
Federal Reserve ranks but 1s no longer the oriancipal function,
certeinly not at the present time because orming to circumstances,
much broader than I can cutline in this bricf talk, the banks
a1l have such a superabundence of funds at this time that there
has not been for severdl vears, any occesion for banks to come
to the Federal Neserve Eanks for borroiing, so that as a plece
of last resort to which the banks can turn to meet the addational
demands for credit when their owm reserve resources do not suf-
fice, the Fedcral Reserve Systen at the present is not needed

Hotever, the other functions of the Federal Reserve
System, whici were only vaguely realized at thr time 1t was
e=tablished, have become incrcasingly imvortant as experience
has accumulatcd and as our uncerstanding of the matter has in-
creased The principal funclion or the Federal Reserve System
at the present tawe 1s to exert an i1nfluence on the supply =nd
cost of credit that becomes available to trade end industry, 1t
15 no longer 2 question praimarily of helping ocut individual
banks that are short of resonrces, nor even helping out ilhe
whole banking situation in case of runs or financial difficul-
ties  Those things are still functions of the Federal Reserve
and may some day become important again, but for the ammediate
future and for the present the Federal Reserve has, pramarily,
under 1ts juraisdiction and as 1ts main purpose to influence
the cost and the supply of credit that flows through the
channels of business., That, of course, as you can see, 1s a
very vital metter because credit, r1eflected on the liabilaty
side of banks in deposits and on the asset side in loans and
investments, 1s the mediam through which ninf-tenths, or more,
of our business is done, and if the Federal Rescrve has some
influence on the cost of that credit and on the amount of that
credit that becomes available to the public 1t is a very im-
nortent factor in the cconomic set-up, and 1t 1s, of course,
correspondingly o responsibility for the Board of Covernors
and the Federal Reserve Banks to hold -nd to discharge.

I suppose you gnow that the general set-up of the
Feder2l Rescrve System 1s twelve Feaeral Reserve Banks scabtered
throughout the country, each serving o different Federal Reserve
district. The counlry is daivided into twelve districts  All
the national banks in each district must be members of the
System, and state beonks may become members 1f they choose and
1f they have the requisite capital end rcquisite character of



business  There are six thousand, four hundred members of

the system. The capital of the System 1s supplied oy the
member banks, which must subscribe six per cent of their
capital and surplus to the capital of the Federal Reserve
Bank, Three per cent of that has been called and the rest

1s subscribed but has not been called That 1s the capital
structure of the System, which 1s not very important because
the one hundred and forty million dollars of cavital that is
supplied to the Federal Peserve Banks by the member banks 1s a
very much smaller part of their funds than the amount that

the member benks must hold on deposit with the Federal Reserve
banks in order to comply with the law in regard to reserves
against their deposit liabilities The banks are supvosed to
hold a certain amount of reserves against their deposit liabili-
ties on deposit with the Federal Reserve Banks ™. ose required
reserves at the present time are somewhere in exceos of four
billion dollars I wall come back to that a L.+t e later

You can see that the reserves of the mcmber o1l make up a
very much more important and significant amo in the picture
than the one hundred and forty millions of ceprtal which they
subscribe

For the management of each of these Federal Reserve
Banks we have nine directors, six of whom are elected by theair
local banks and three of whom are appointed by the Board here
in Washington The Federal Reserve Board, which last year was
renamed by law "The Board of Governors of the Federal Reserve
System," consists of seven men appointed by the President, and
they have very vital powers over the Federal heserve System,
They have under their jurisdiction approval of *he appointment
of the presidents and vice-presidents of the oconks, they have
the approval of all of the salaries paid by che banks, they
have quite complete control over discount rases, which sre
the rates that are charged by the Reserve Benk. to ure borrow-
ing member banks, they have complete control ove marginal
requirements in the securities market, and they have complete
control over member bank reserve requirements They have
practically complete control over nearly all the 2nstruments
of credit except the so-cnlled "open merket operctions,!" for
the control over which there 1s set up by law an open market
comrittee consisting of the seven members of the Board of
Governors and five presidents of the Federal Reserve Banks
elected by groups of Federal Reserve Banks, New York and
Boston having one representative, Philadelphia and Cleveland
having one, etc  When the open market committee meets 1t
consists of seven members of the board and five presidents of
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the Federal Reserve Banks, so you see thet even in that
set-ap the Board has the majoraty,

Perhaps I maght indicate the two principal
classes of operations in which the Federal Reserve Banks
engage  The distinction between the two classes 1s pri-—
marily that one class of operations 1s engaged on the
initiative of the member benks, and therefore represents
a response by the Federal Reserve System to the demands
of the saituation, and the other is a class of activities
engaged 1n by the Federal Reserve Banks on their own
nitiative for the purpose of influencing the volume of
credit  The first class consists of discounts - the second
largely of the purchases of securities, chiefly government
securitles

Perhaps 1f I can turn to the chart (Chart I) I
mey be able to point out some things that are pertinent.
This shows the three different xinds of operations I
have spoken of two  Purchase of acceptances 1s another
one, but for simplicity let us disregard them in this das-
cussion The line "Bills Discounted" represents the emount
of money thel the member banks borrow from the Federal
Reserve Banks  That 1s, when a member bank, after having
met the local demand for credat, finds that 1t does not
have enough money 1t can take some of 1ts notes and bills
that 1t h~s reccived from the public and rediscount them
with the Federal Reserve Benk and thereby increase 1ts
ability to serve the community  As you can see, this dis-
count line has gone up and down, getting very high during
the active period in 1928 and 1929, going way down by 1932,
then showing a tremcndous rise during the crisis in 1933
and a decline after that, and since then there has prnc--
tically been no borrowing, which indicates what I said a
while ago that the purpose of lending to member banks 1is
practicelly non-existent for the present because for a
matter of three yjears they hove practically borrowed noth-
ing  They have not borrowed anything for a number of reasons,
among vhich 1s the large inflow of gold which has given them
funds, another reason i1s that the Federal Reserve Banks, as
a part of their policy during the depression, have purchased
a very large volume of government securaities  They have not
purchased any since 1933 and this lane (indicating U S
Government Securities) has remained still, but there has
been plenty of credit without 1t and we have had lerge
excess reserves, as I will tell you in a lattle while
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The second class of operations, the purchase and
sale of govermment securities, 1s represented by another
line on the chart During the depression the Federal Re-
serve bought securities, and when 2 Federal Reserve Bank
buys e sccurity it pays for 1t by check, the check ccmes
to a member bank, the member bank deposits 1t with a
Feder:l Reserve Bank and gets a credit and 1t can then use
that money to pay off what 1t cwes the Federal Reserve Bank
So you see that whenever thc Federal Reserve Banks buy
government securities, as they did right here (indicating
19%2) 1in very large amount, a good part, of that money was
used to pay off the Federal Reserve Bank, and one reason
why there i1s no borrowing 1s that the Federal Reserve Banks
deliberately went out to buy securities in order to put
funds et the disposal of the banks so they woul. rot have
to borrow, and the resson that was necessary we. that with
deflation going on, with business in bad condition, with
banks reluctant to make any loans to the public, the Federal
Reserve Banks have used their influence to put the banks out
of debt, to put a large emount of funds at their disposal
and make 1t possible for tnem to extend credit to the public
without going into dcbt  That 1s the more active function of
the Federal Reserve Banks, the function of actually supplying
credit, and 1t 1s the one thet has been very much more promi-
nent in the past five yesrs than it was before, and is likely
to continue to be prominent because of thefact that, waith the
reserves as high as they are and with gold still coming into
thas country, we are not likely to reach a condition where
the member banks are going to be heavily in debi

The functions of the Federal Reserve System as a
power to influence the volume #nd cost of money are very rmch
better understood now than they were when the system was
created It 1s no longer considered an incidental emergency
agency, 1t 1s considered 2“part of the regular machinery for
influencing in the public interest the flow of credit through
the banking system of the country

I read somewhere about a colored man who was apply-
ing for a job  They asked him whether or not he had any
children  He said he hed o son that was born in 1917 They
asked him what his neme was and he answered, "Weatherstrip *
"Weatherstrip?! That 1s a funpy name  Why do you call him
"Weatherstrap®"' "Because he kept me out of the draft " The
Federal Reserve System has ceased to be a weatherstrip to
keep the banks out of the draft. It has become an agency
thot has a ruch more permanent and a more valad part in our
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economic life then ;ust to prevent indaividu~l banks fron
having to0 be expneseuw to the rigors of a2 cepression The
nowers of tne Feaeral heserve System, however, are not as
complete ~s 1s sormctbines believed, although they are better
understood and have been definately increased. For a
proper understending of the Federal Reserve Systen it as
desirablc 1o Feep in mand tnet 1t rever can, under a free
economic system, accomplish s ruel as sometimes is attra-
buted to 1t by friernds ana focs alike, nor as mucn as 1s
sometares cl-imcd for it at a time wher thangs are going
1 . satisT~ctory nay

The powers of a syster of this sort are limated by
a considerable number of considerations, whiech I cannot
enumerate completely, but 1t 1s pcrfeclly clear thet when,
for instarce, a depression is under way, -~ deflation 1s on,
when people are reluctant to borrow, when business men are
not sure of an opporturity .o mrke profits sud therefore do
not vish tc berrow roncy ot ~nv price for the purpose of doing
business, then ovutbing money into the mairket and nmakang it
cheaply available and plentiful may very easily not result
in ~ctivaty bec usce at certain times people vill not borrow
at cny price It +s not only a question of the price of thc
money, 1t 1s a question of the opportunity for using it and
o1 the courcge and confadence required ir order to use 1t

So lhere are linits as to what can be done by
monctary reans lone in a deprcssion  There arc also limats
to what can be done in an inflation or speculative yeer In
1928 and 1929 the Federal Reserve System did a great deal
towards trying to nrke money scarce and norc expensive 1n
order to rcstrain the speculative ectivities whach nad at
that tine developed  Nevertheless, the speculative fever had
gotlen such 2 mormentum that the restraining influence of the
rederal Reserve System was not sufficient to prevent lhe great
orgy that we vent through  After 11, when a person g-mbles
in the stock marhet and expects to meke len or fifteen or
twenty points profit 2 day 1t 1s not going to be much of a
detcrrent 1f he has to piy even es wuch as tnirty per cent a
year for his noney becouse thirty oer cent a yeer 1s less
than one-tenth of one per cent » day and if he exvnects his
noney to double over naght, almost, hc 1s not going to be con-
cerned about the rate of intirest  So therc are limitetions
in the power of the Federal Rescrve System to influence the
economic machine, both during 1 devression arna during a
speculalive boom  What 1t can do ond what 1t should concen—
trale i1ts efiort on doirg 1s to cct so promptly and so early



in the develowrents thal the forces, which when once looscd
becore uncontrollable, will not get suflficiently under way

to mrke 1ts interference ineffective That requires more
Judgnent, knowledge, wisdom, courage, and cooperation than
so fer 1t hss been given to men to have, tecruse 1t has been
almost irmpossible to know early enough in thce gome what 1s
going on 1in order to prevent that part of events that 1s un—
desireble

Your cheirman has said that 1t has been my function
to gave the Board economic counsel I think thet that 1s
probably an overstatement of my function, but 11 1s true that
the division that I have charge of is supposed to give the
Board all the basic informotion We have a considerable num—
ber of people there now who have been working on 1t for
fifteen -~ lwenty years. We have tiied to coordinate and pre—
sent and have available as much i1nfornation as 1s possible
to throw light on situations, but the troublc with stotisbics
1s thet they elways refer to the past and the actions of the
Board deal with the future The curves tnat we present on
charts have stopped yesterday or 1l-st wesk or last month,
depending on the frequency of the returns, and the Bo~rd has
to act on the basis of past facts while the effccts of 1ts
ections ere 1in the future, and 1t means, therefore, thet we
heve to forecrst and guess as to the future W can improve
the charecter of our guesses by close study of the facts and
of the elements nvolved in the facts, we can improve them
by studying past experrences, we do try to ihe best of our
ability to do just that, but nevertheless we can never be
in » position to say with positiveness that this 1s the
action you must take because this 1s going to hapoen 1f you
do not teke 1t and this is going to happen 1f you do. If we
were 1n a position to do that we would be perfect, but that
degree of perfection 1s one thal I think we will never
2ttaan  Certainly I have no antacipation of livaing long
crough to be eble to have our organization be 2ble to do
that  However, that unabttainable ideal has the great
advantage of keeping us in a constant feeling of inadequacy
and divine discoutent, but 1t also docs place upon us a
responsibility that 1s very, very difficult to discharge I
must, al any rate, sey this that the Federal Reserve Systen,
which no aoubt hes made many wistakcs, has been the first in
the field of central banking to recognize the tremendous
importance of studying all the facts, havingthem aveileble,
having them prescnted adequately, and msking their decisions
n the light of that information  Ordinarily thc policy-making
bodies of both the Federal Reserve System and all the other

- 7 =



cenbral banks of the world consist of men who have dis-
tinguished thenselves in some field or other, usually a
field that 1s enlircly differenl and requires an under-
standing difierent trom the understanding necessary for the
problens with wnich they ar. confrorted They are usually
people who have been successful and, therefore, have a good
deal of self confidrnece, and 1t has been the habit of men of
most central banking vnolicy-meaking bodies to act very lirgely
on hunches ana confidence in their own jJudgment  Now that as
a mrthod which 1s not, ruch as 1t ppcals to the successful
rnen, a method that you in the Army would want tc pursue in
plamning a carpaign or preparing for one, or in conducting a
battle, and 1t 1s a methoa which 1t 15 nccessary for the
policy-making authorities to abindon before they have a
chance, one chance in five, of takirg action at the raght
time and in the right direclion I think perhaps we can put
down as an achievenent of the Federal Rescrve Systen that it
now recognizes that careful, prinstaking study by competent
people, with constart refirence to the factual background of
every evenl, 1s an absolute essuntial for the best results
in the direction of the right kaind of forecasting and the
right lind of diagnosis of an .conomic situation upon which
action 1s predicatcd  If that 15 done, then at least the
Federal Reserve System can feel that 1t has done as much

as 1% 15 possible for at 1o do

The powers of the Federal Reserve System in recent
Jears have been very considerably enlarged as a result of er—
perience  We have new powers now over the lcans on securi-

1cs in the stock nmarket. We found, by very peinful experience

ir 1929, as I intamated a lattle whilc ago, that just raisang
the rates of discount and adopting other ways of makaing money
scarce at & time of speculative orgy i1 not sufficient to
control the situation We have now the power of vrescribing
rulcs concerning the amount of money that can be borrowed for
the purchase of securities, co that the amount of speculation
with the use of crecal 1s limated, For instance, at this
tam~ 1t requices $55 00 in cash i1n ordecr to buy a bundred
dollar security  You cannot borrow more than $45.00 on your
securily in order Lo coerry 1t. That makes 1t more dafficult
for a boom to develop in the stock rarket I think thas
margin requirement cuthority, which was given to the Board
in 1934, 15 prohably a very importart power because 1t goes
right tc the transactior and makes 1t poosible for us, for
instance, to put up margin requirements to ore hundred per
cent, which means that no securities would be bought or sold
except for cash  If we do that there is not likely to
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develop the kind of smeculation thet devcloped in 1929,
and 1t may be that that power will incrcase the opportuni-
ties for the Federcl Rescrve System to prevent excessive
activaty.

The Federal Reserve System has also been given
power to change the reserve requirements of member banks
I think T will take a few minutes of your time to explain
what that means because that was reflected in the recent
action and 1s a fairly important matter, Under the law as
1t was established in 1917, after some amendments, every
member brnk 15 supposed to hold a three per cent reserve
against all the deposits that i1t has on tame. I mean that
time deposits, which cannot be withdrawn without notice,
require a three per cent reserve. Demand deposits, those
deposits that can be withdrawn upon demand, require a
reserve of seven or ten or thirtcen per cont, depending
on whether the bank 1s in the country or in a reserve city
or in one of the two central reserve cities - Chicago #nd
New York. Those are the legal reserve requirements, In
the aggregate they mean that at the end of 1935 there were
about two and three—quarter billions of dollars that the
member banks had to hold with the Federal Reserve Banks
That 1s the regular law.

In emergency legislation, and later in the Banking
Act of 1935, the Boerd of Governors was given authority to
change member bank reserve requirements, with certain limi-
tations These lumitations are that 1t must not lower re—
quirements below the level prevailing when the law was
passed nor raise them more than 100 per cent  If the Board
finds that the member banks have a very large amount of
reserves resulting, say, from gold imports, the Board can
sy lhat required reserves need to be higher and they can
increase the reserves that the member benks have to hold,
within the limitations provided by law. As a matter of
facv, last July the Board did increase reserve requirements
by fifty per cent, so that against time deposits the member
banks now have to hold four and one-half per cent reserves,
and agairst demand deposits ten and one-half, fifteen, and
nincteen and one-half per cent depending upon the city. That
1s the method by which the Federal Reserve Banks at this
time put themselves in a better position to control infla—
tionary development 1f 1t should happen.



I would like to refer again to a chart (Chart 2)
This line here (indicating the top Jaine in the chart) shows
the total amount of rescrves thet the member banks have.
As you sce, 1t was two ballions an 1932 and since that time
has gone up to more than six biliions, That increase has
been largely due to gcld amports, i1t has not been due very
much to anythang that has happened 1n this country, to any
credit policy of the Federal Reserve Banks — and the banks
have six billacns and over of reserves while the reserves
required prior to the July action were less than three
bzllions  That 1s, this much (indicating the lower section)
they were obliged under the law to hold and this much (in-
dic=ting the dotted section) they were holding in excess
of what they were required to hold., That means that the
banks had some three billions of dollars on which they could
base a credit expension of fiftecn to one, or forty-five
billions of dollars, without having to borrow anything
from the Federal Reserve Banks — That put the Federal Reserve
Banks 1n a position where 1t would be very difficult for them
to control the situation 1f an inflationary developrient
should occur  While the Board last July said tnat there was
st111l no 1nflationary movement and there was no evidence of
abuse of credit, there 1s this tremendous powder magazine
that might blow up at any time and the thaing for the Boerd
to do 1s to try to imwobilize or sterilize a part of 1t
50 as to be 1n a better position to control things

We do not want at this time to make money more
scarce because we 2re still in the process of recovery
and there 1 no eviderce of an undesirable boom  In fact,
there 15 st1ll evidence that we hove yet a considerable way
to go before we have prosperity restored  However, the time
to act, 2s I indicated o while ago, 15 early in order that
control measures can bc effective when the necessity arises

The law says that we have the raght to change
reserve requirements to prevent injurious credit expsnsion,
to take preventive a2ction hefore the thing really gets
going The Borrd raised rcquirements by fifty per cent,
and you see (indicating the lower section) thet required
reserves increased from something under three baillions to
something like four ond one-half ballion dollars, and the
amount 1n excess of requirements diminished from three
billions to a billion and 2 half or two billion dollars
That made 1t more possible for the Federal Reserve Benks to
control an inflstioniry situation 1f one should develop than
1t was before  As compared waith this amount of excess
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reserves whach 1s something lers ther two billions, there are
nearly two ~nd one-h~1lf billions of government securaitics which
the Federal Resorve Banks have, so 1f an undesirable credit ex—
pansion should now occur the Fedecral Ruserve Banks have two

and one-half biallions of govermment securaities which they can
sell, and 1f they scll a goverrmment security that tokes tne
money out of the market end has the same general effect as a
ralse 1in reserve requirerents.

This recent change in rescrve requirements 1s en
exercise of a new power and, of course, 1t has not yoct becn
tested., WNe do not knor how 1t 1s going to work out, but .1t
w8 2 very courageous and new thing to do, speaking frankly.
Whitle we hove h~d no reasor to expect that it would tighten
money or reterd recovery, yet 1t h-d never been done esnyvhere
in the world and you never can be absolutcly sure what is go-
ing to heppen so long o5 you haven't any experience to go by
Since the rebardestion of recovery ot thas time especially,
when we still have ¢ good many unernployed and also i1n a
peliticel yeer when 1t seems very important to the powers
that be thet nothing should happen to reterd recovery even
for a bricf period, would have been seraous I think 1t wes a
very courageous nd independent thaing for the Bosrd to do
As a matter of foct, so f-r 1t has not rcsulted (2t should
not have resulted snd for once 1t did wh-t 1t should) in any
tightenaing of money or recterdation of recovery  In fact 1t
had, to the extent th-t 1t had eny c¢ffect, the opposite cffect
of restoring confidcnce somewhat and making the bankers feel
thal there 1s a Board here that i1s as fully awere of the
dengers of anfl-~tion as 1t 1s of the dangers of defl-otaion,
and that 1t 1s an independent Board that will act on 1ts own
Judgment I think thet tnet has had some influence in meoking
the banks feel more free in making plans, and hes possibly
even m~rde business men more free in naking future commatments

But, while wec hove these new powers, and I thirk we
have an extracrdinarily good Beard 2t this time, I think de~
pression developments hove complicated the problem very con-
sidcrably because of the very lsrge amount of credat made avail-
able by the inflow of gold und becausc ihe cdepression hes also
resulted in the Trcasury of the United Stotes having porers
thet 1f utilized not in accordance with the Boerd's dvice
and 1n cooperation with ths Board, could neutralize onything
that lhe Board could do  For erample, s ~ result of the
develurtion of the gold dollar th- Treasury got ~1 1ts com-
mand some two billions in gold for a stabilization fund, the
spending of which by the Treasury would increase rescrves
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of member banks the same way as open market operations or gold
mmports would, so that nos the Treasury has the power to nullafy
anything that we might want to do. That 1s also emphasired by
the power of the Treasury to issue silver certificetes, which
have the same effect. All those thines moke the situation
somewhat more difficult

There 1s a good desl of talk about the central banks
being indepcndent from the govermment A central bank 1s never
in A position to act aindependently of any govermment, in a way,
because the govermment, vnarliament, or morarch, whichever 1t
happens to be, hns sovereign power and a sovereign power will
not permat any of 1ts agenciecs to prevent the accomplishment
of 1ts purposes, so thet in all cases cooperatior is inevitable
The Bank of England 1s mentioned a. an entirely private insti-
tutzion with no govermment control over its activity, and yet
we know, as a matter of fact, that the govermment and the Bank
of England always work hara 1n hend, and the only reason that
the Rank of Englard can sometimes assert its independence is
because 1t has such strong standing and orestige and i1s in the
peonlets confidence so that the goverament does not dare defy
1t, and that perhaps there are occasions when the governrent
does what the bank wishes 1ather than the bank doing rhat the
government wishes  That 1s 2 matter of the specific weight
of the intluence of authority As a matter of actual fact, co-
operation of onc kind or another is an absolutely essential
feature, and as far as I know 1t has always been very good
between the Federal Reserve System end the Treasury, but it
does make the problem more difficult because the Treasury
might be influenced by considerations of its own that are vital
to 1t from the fiscal point of view, and yet 1ts actions might
be interfering with the monetary policy of the Federal Reserve
System  That 1s something for which we should have a working
agreement and a mutuel understanding because the ultimate
objectives are the same  So far there has, to my knowledge,
never been any occasion when the authorities were in conflact,
but there i1s thal theorctical possibilaty and 1t does further
complicate our action,

I do not know whether or rob I have time to explain
this very crucial chart (Chart 3) which shows all the various
elements that enter into the Federal Ruserve picture  You can
see here (aindicating the gold stock line) that the outstanding
factor of the last few years has been this tremendous inflow of
gold  Thie much increase in the gold (andicating February 1934)
does not represent an inflow but juct o revaluation of the exist-
ing gold when the value of the gold dollar was changed from
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$20.00 to $35.00 ~ o jump that tock 1t from four to seven
billions. Tre jump from seven to nearly eleven billions,
however, 1s caused by imports, and that has been a very im-
portant factor i the sSituation. However, this fector has
been somewhat aiminished in i1ts influence or the banking
situation, by the fact that this much of it (1nd1cat1ng the
Treasury cash, etc. line), which 1s the Treasury holdings,

has gone up from almost nothing to over three billions  As
long as the Treasury holds this much (inoicating) ~ that part
of the gold shich resulted from devaluation, has not gone into
the credit picture, ana therefore has not been reflected in
rising reserves. As long as the Treasury has these holdings,
however, 1t has a potential iufluence on the market  Since
tbe credit supplied by the Federal Recerve Banks 1s standing
stationary, the money in circulation has not changed very
much, I will speak of that money in a little while

This line, the reserves of the member banks, has
been goirg up very rapidly; but, as I told you a whale ago,
part of these reserves have recently been changed from excess
to requared reserves and, therefore, have ceased to be a
basis for credit expansion  The sitaation would depend on
whether there 1s still more gold coming in, whether 1t would
be necessary for the Treasury to use any of i1ts funds in a way
that would interfere with control, and whether the Federal
Reserve, in case of a run away situation, would be in a
position to raise the 1eserve or to sell some of the securi-
ties which 1t has in 1ts portfolio ~

I think perhaps there 1s one thing that I could do
to best advantage during the remaining minutes, that is, dis-
cuss the currency-suppiying functions of the system., Naturally
I have to cover so much groand that my comments are not neces-
sarily connected. 1 do not know how much study you give this
subject  Possibly if you get interested erough you can fill
the gaps by reading There 15 a book by W. Randolph Burgess,
who 15 the vice-president of the New York bank, that has just
cope out in new edition on "The Federal Reserve Banks and the
Money Market® that I think 1s an excellent presentation, in
considerable detail, of the functions of the Federal Reserve

System

The currency-supplying functions of the Federal
Reserve Banks are the functions that have been of the greatest
public nterest  Somehow or other the public has not learned
yet that money these days 1s not simply cash in one's pocket
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ond thet deposits in the bark 're just &s wmport-nt as an
element of buying power .nd as an clement in ohe general econo-
mic p-cture as 1s cosh in vaulb end, therefore, so much crati-
cism ond misrepreseri-tion, as well as pressare for changes

in legasletion, comes from people who ony that the Federal
Rescrve Banks, owned yjravalcly and run for profit, have
arrogated to themsclves :nd bave .cquired from the government
1ts sovereipn right to is=uc money, and that the banks scquire
money for the merc cost of printing 1t and then use that money
to buy govrrnm nt srfcurities for which the government hes to
pay them zntercst at tlie expense of the taxpesyers  The con-
start pounding olong those Jines 1s somcthing that it 15 very
difficult to discuss and explain beciwus pcople in gencral
know so Jittle about the functions of money

I thought thot perbaps i1t would be worth whilc to
point out three fundame ntal things about the Federal Reserve
System 1n relation to tne supply of currency In the first
place, 2s I havc alrecdy indicated, the Federal Reserve
System 15 not a privatcly operated organization in the usuel
sense of the word It is true that the member banks own the
stock but the ownersaip of the stocl 1s very different from
the ownexship of stock in a private corporation In the first
plece, they have no choice obout how much stock they will buy
or whether they will buy stock  If thes are member banks they
now hove to buy stock up to three per ccnt of capital and
surplus, they have to buy that much and they can buy no more
except at the request of the 3oard It could be doubled at
the rcquest of the Boerd and that would be the limat Six
per cent the Boerd has the right to call for -nd three per
cent has been celled lor, and thes have no choice an the
matter That 1s a relatively minor feature but we might as
well mention a1t becaase 1t indicates that no benk can go out
and buy FPederal Reserve stock for profit, because 1t bas to
subscribe a certain amount nd it cannot subscribe any more

Secondly, =s I have alrendy pointed out, 1ts capital
stock 1s ¢ very minor part of the resources of the Federal
Reserve System, but more importent than that i1s the fact that
the Federal Reserve Bonks are not run for profit, nor run by
the banks The banks, bto be sure, elect six of the ninec direc-
tors Three ol the directors com. from the member banks, three
of them come from business, and threc are appointed by the Board
of Governors, which 15 appointed by the govermment  The govern—
ment, thcrefore, sclects one-third of the directors in each
reser re bank, 1t has also the power to remove any director from
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office  No president or vice-president of a bank can be
appointed without approval by the Board and the Board has
authority to approve their salaries, so you can see that
theirs 1s not the usual power of stockholders and directors
over a corporation, a govermmental body having full power
over the i1mportant personnel and over 1ts compensation  That
15 rather important, because 2f the general public would oniy
understand that no one can be a director or an officer of a
Reserve Bank without lhe approval of the Board of Governors
they would see that the private owners of the Federal Reserve
System do not have the usual say over the management of the
system that a praivate owner has over a corporation Not only
1s that the case but 1t 1s also the case, as I pointed out a
while ago, that all the powers of the Federal Reserve Banks
that deal waith national problems the supply of currency, the
cost and volume of credit, the things that are national in
their importance, are 1ll practically in the hands of the
Board of Governors, as 1s also the open market committee of
which the Board is a majoraty.

We have regional Federal Reserve Banks, and on
powers of the System relating to natiomal problems, their
directors sre consultative bodies, they give the Board anfor-
mation ebout local conditions, they have something to say
about lending to this or to that bank, and about the rate at
which they will lend, but this rate is subject to "review
and determination" by the Board in Washaington  In other
words, they have power cver local conditions they can super—
vise the services, they can see that the banks are properly
administered, but they can neither increase nor decrease the
assets of the banks and they cannot determine any of the
problems as to the volure and cost of money and the amount of
currency, which are the national problems It 1s perfeclly
proper to say that in so far as the Federal Reserve System hes
an 1nfluence on national affairs i1ts influences are in the
hands of a national body ard not under private ownership  If
that were undersbood 1t would deprive o good deal of crati-—
cism of its vaigor because 1t s not a pravate organization
run for private profit,

The second point I should like to mention is the
profit part, which I have intimated but about which T have
not gone into detail The Federal Reserve Banks, under the
law, 1f they earn enough, pay six per cent dividends on the
capital stock The stock 18 cround one hundred and forty
millions of dollers so something like eight and one-half
millions of dollars e year are paid in dividends to member
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benks when 1t 15 earned -~ 1t need not be peid when 1t 15 not
garned -~ ard that i1s a very small amount when you distribute
1t -mong seven thousema banks and when you realize that the
banks, in addition to the one hundred ond forty millions,
have some six bilJlions in money on deposit, and so the income
that they get on their stock of the Federazl Reserve Banks is
infinitesimal It may be that a six per cent dividend 1s not
enough I think myself that 1t 1s rot necessary, but the main
noint 1s that 1t 1s, i1n "ny case, an insignificant matter and
that at no time 1s the Federal Resecrve Bank run for the pur-
pose of eurning that six per cent, znd 1f the Federal Reserve
Benhs should make lerge profats those profits do not go to
the member banks because they can never get more than the six
per cenl

The Federal Reserve Banks made ¢ whole lot of money
in 1919 and 1920, not becouse they went out to meke money but
because there was a great demand for currency at the time, large
member bank indebtedness, and high money retes  They p=id
sixty millions of dollcrs to the govermment as franchise tax
two ye~rs running  Since that time the franchise tax has been
ebolished, but I will discuss that later

The gross earnings of the Federal Reserve System
since 1ts beginning have beer very substantial, say something
over a billion dollars in twenty-two years, Half of that money
has been spent on expenscs These expenses are very largely
for services They are cxpenses of sunplying the country with
currency - 1 mean the printing of money ~nd seeing that it is
distributed and that it reacres the bonks — and taking in the
old money ana supplying new paper moncy  That 1s one of the
expenses, and the other big expense 1s the clearing of checks,
which 1s 1 big subject that I cannot go into now but which has
resulted 1n the fact that money 1s the same everywhere »nd that
you do nol have to pay exchange 1f you are in San Froncisco
and want to make a payment ir New York and -~11 that sort of
thaing  The System has specded up the elearance of cnecks and
reduced the cost of doing business an this country tremendously.
The expenses of the bus.iness have been in these public services
in supplying the country with currency and in supnlying it with
exchange with checks, in seeing that the checks are cle-red
and collectea at a minimum cost and at a maxamm of speed  OFf
the money that has not been spent for expenses, - me six hundred
million dollars in the twenty-two ye-ors, one qucruver was paid
to the government directly for fr-nchise tax, arother quarter
went into surplus and was tzaken over by the Congress of the
United Stetes to contribute capital to the Federal Deposit
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Insurance Corporaticn - in other words, thet was taken from

the Reserve Banks and put into the Federal Deposit Insurance
Corporation, where 1t serves a public purpose, another fourth
was put into surplus, which increases the ability of the Federal
Reserve Banks to serve the System by mrking their resources
larger, and which in case of laguid-tion g 5 back to the govern-
ment, so that 1s alsc government money  Sc ‘“here ~r~e three-
fourths of the net carnirgs of the System that heve gone, 1n one
form or another, invo puvlic service  Another fourth wes paid
out in dividends, and those div dends, I repeat, were always
fixed by law at six per cocnt of ¢ smell cepital end they have
not fluctuated up and dosn in zccordance with the srclits of
business, so that 211 this talk about the Federal Reserve

System being run by private industry for private profit is not
in accordance with the facts.

The franchise tax, which 1s the amount that the
System was supposed to contribute to the government (the System
had to give the government practically everything i1t earned
above the six per cent) was in effect until about two years
ago when 1t was abolished. This was not done at the request
of the System but because Congress thought 1t was best to
permit the Federal Reserve System to rebuild its surplus.
Congress took one hundred and forty millions of surplus away
from the Federal Reserve System to give a1t to the Federal
Deposit Insurance Corporation and 1t was decided to let the
System rebuild thet surplus and, therefore, not have 1t pay
the government anything. Everything the System now earns above
expenses and dividends goes into a surplus fund That fund
simply strengthens the System while i1t lasts and belongs to
the govermment in case of liquidation  Congress, if 1t chooses,
can appropriate 1t for other purposes  The abolition of the
franchise tax was the loss of a good talking point - 1t was
easier for us to talk when we could say that everything the
System earned ebove 51X per cent went to the government anyway
50 you do not weed to worry about that That 1s no longer
true, but everything thet we earn above six per cent goes
anto a surplus fund which increases our efficiency and in
case of liquadation does go to the government, so this talk
about being run for profit i1s desd wrong  Just one more
particuler point on that i1s the fact that because of the
management by the governmment and because of the fact that the
profit motive 1s not in the System, 1t means that we do not
invest all we have 1n order to meke money, nor do we withdraw
investments when they become too lsrge. In other words, the
reserves 1n gold i1n excess of the legal requirement, several
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billions in excess, show that the Federal Reserve System does
not try to meke money but regulates the money that is out-
stending by 1ts conception of the public intercst

About currency more specifically  The Federal
Reoerve Benks do have authority to issuc money  Theorcticelly
you c¢'n say that the Federal Reserve Banks for the cost of
printing the money get assets on vhich somebody pays interest,
but I have ~lrcady expl-rincd thet the man gement 1s not a
private nman~gement, therefore 1t 1s not done for any pravate
profit 1 heve 21lready explained thet there s no profit to
soe~k of tnal ary one mrkes, that any profit thet is mode goes
into the pot for future service

But there 15 ~lso in connection with currency another
inportant limiting feoctors that the Fcderal Reserve System 1is
not in 2 position to keep out more money than the public wants
The money in this country 1s elastic  When the payrolls and
rctail trade ~re high there 1s a2 large demnd for money, and
then the money flows out from the Federal Reserve  When the
reteal trade ana employment are low the money flows back into
the Federal Reserve 2enks, and the Federel Reserve Benks heve
no wiy of keeping 1t out because the public does not keep more
money 1in its pockets just because the Federal Reserve prints
more — we keep ~s much money 1n our pockets as we have need
for, ~s our habits require, That 1s, 1f we are in the habit
of paying for our lunch with cash we t-ke out of our pay check
as much moncy i1n c~sh as we will likely neced until the next
py check  The fact th~t the Fedcral Rescrve has orinted more
or lecss 19 not going to make any of us carry more or less in
our pockets  The seme 1s true of the depsrtment stores  They
are not poing to keep money in their tills in any larger erounts
th-n they need to malke change  And the swme 1s true of banks
The b nks are not going to keep any more money than they need
because the money in their valuts 1s ¢ deed asset  They will
keep the amount for rcasonable demand m~de upon them but they
ere not going to keep ~ny more, because 1t 1s only 2 rask
for robbery, and 1t results in absolutely no return to them,
so they deposit a1t with the Federal Reserwve Bank, ancd when it
15 necded again the Tederal Reserve sends 1t out rgnan As
a2 result there is 2 very dcfinite fluctuation in the emount
of money in circulation

This chrrt (ChArt 4) shows the CUrr(ncy 1in cilrcu-—

lation for - numbecr of years  Let us t:ke the yesr 1929
During lhe spring thcore s not very much chonge in roney.
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However, there 185 ¢ big i1ncrease in currency in circula-
tion 1n July Why do you suppose that 1s® On the fourth

of July people have to have at for firecrackers and other
holiday actavaities, It 1s a pretiy responsive system that
results in circulating several hundred mallions just because
people go away over the holidays 2nd buy fireworks We have the same
thing here (andicating) — thas 1s Labor Day — another in-
crease In May we heve a little one for Decoration Day,

but the big increase of the year happens in December when
people get money for Christmas shopping It always goes up
at that time and then 1t goes down after Christmns and the
first part of Jemuary  That i1s the seasonal flucturtion
Then, of course, 1t fluctuates 2lso over a longer period

of time in accordance with the velume of business in the
country

In 1929 the country wes prosperous, yet you see
that 1t required less then $5,000,000,000 of currency In
1930 currency declined with the rcduction in payrolls and
trrde., Towerd the end of that year currency went up 2bruptly
Whot was the reason® Wos 1t prosperity® No  The Bank of
the United States and the Bank of Kentucky failed, and people
began drawing money {rom the banks because they were afraid
of them, and that resulted in this rise  And then it re-
sulted in this enormous growth in 1931 when the banks were
failing and people were taking money out It resulted in
this phenomenal growth in the crisis of 1833  Just before
the new administration came in there was a time when in a
short few weeks people took out two ballions of money, end
the Federal Reserve wos in ¢ position to pay it out  Accord-
ing to one school of thought we should have been at the peak
of prosperity right here (indicating Merch 1933) but, as
everybody knows, that wes not the case Then the money began
to come down

I might mention now, incidentally, thet we still
have 2 lot more money out than we had in prosperous times,
the reason being that the money that went into hoarding has
not yet found a1ts way back  People who have put their money
in socks or safety deposit boxes have not yet taken 1t out
to spend 1t Secondly, there are communities thot re not
adequately served by banks  Thirdly, the bainks ~re increas-
ing their charges for services a2nd that increasc. the amount
of things that we pay for in cash rather then by ~heck  And
then, of course, on top of 1t has been business r.covery,
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but judging from this compariscn there i1s probably still a
billion dollers or more thet 1s in c¢~sh th~t reflects the
hoards still held

The main point I wanted tc meke 1s thet currency is
sorcething with which the Federasl Reserve meets the demends of
the people It <bsorbs the money that 1s surplus and pays out
the money when 1t 1s dcmended It has no way directly to in-
fluence the volume of ictual cash in circul-tion, that i1s, in
usc 2t the initiative of the public  Therefore, the Federal
Reserve Banks 2re smply more or less a passive mechanism
thet reguletes money by esbsorbing the surplus or psying it out
in a deficiency I think that in the laght of this record,
and the f~ct that the Federal Reserve Banks have had to meet
the demend for as much as two billions of dollars in the course
of » few deys and have been able to do 1t, this particul-r
piece of mechanism 1s very well set up., I would be very
haopy, indeed, myself 1f all the other functions of the System
could be pcrformed cs effectively and as efficiently and were
es simple
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