
THE ARNY INDUSTRIAL COLLEGE 
Washington 3 D. C. 

Course 1957-19~8 

THE FEDERAL RESERVE SYSTEM 
by 

Dr. E. A. Goldenweiserj Economist 
Director of Research and Statistics 

FedeI~l Reserve System 

±,Ic ~7 (12/e/37)is 

October i~ 1957 



\ 

TEE ;~D~KAL R~S~RV~ SYSTZ~[ 

It has been s. nractice for several years for me 
to come here in the a~.tumn and spe~.~.,~.~'~- to t'~i., s class on the 
Feder~,.l Reserve System. I have not 7,'et found exactly what 
I ~r~.nt to say because the subject is' large and it is always 
a question of choos" ~ ~n~ what one can say in one hour or less 
that will be of the most significance to you. I assume that 
what you want to ]=now is the place that the Federal Reserve 
Sy,~tem is sup~osed to fill in. our economic life and some of 
the ~jor ~ctivities and po]..icies that it is supposed to 
carry on and for what purpose, If I can cover .that much 
ground in very rough outline, I should think it would be 
all that I could accor~qo!ish in a morning's talk. 

The Feder~.l Reserve System v;as organized in 1913, 
T-%~t~'" is, the l~w was passed in 1913 - it got actually~ into 
operation tovrard the end of 1914. The reason for organizing 
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the Federal Reserve System was that ~fe had an awlm.rard banL].ng . 
system that had grown_ up under roopidly chan~ing conditions 
and that no longer fitted the conditions as "hs, ey" had developed. 
We h,..c ~ system uno.er whlch the seasonal strains that come 
on the 1~anks for credit and currency could not be comfortably 
met, a system vfhich built up a very larie amount of reserves 
in the money centers, particularly i n New York, and when those 
reserves were needed by the public, say in the autumn, the 
strain would become very great on New York and if it happened 
to be a year when the strain ~'ras greater than usual because 
of an over extension or because of an unusually large amount 
of .~emand the conse~flences were somet.imcs panic. The last 
:o~..nlc ~"as in 1907, n, hen specie payments had to be suspended 
for a while and cash was at a premium. That was a pretty 
severe ns.tiohml contortion. 

It was as.a result of that that a committee ~zas 
a~ ointed to study the banking and currency system and to 
reconmend a new one. This committee made a report (that was 
und6r a. Re~oublican r~gime) signed by Senator Aldrich, 
creating what v:ou!d be a central bank controlled largely by 
ban!=ers. ~nen in 1912 the ~rty changed an.d the original 
re~ort was modified to ma~[e the management• of the Federal 
Reserve System considerably more democrat.tic; it took control 
more fully out of the hands of the bankers. So what we have 
is a development that came out of the needs of the country 
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on ~h6 bas{~ o#'a'study al ~ . over the world and of loc,~l condi- 
"I "t 

tions ~vnicn, through its w~rious politica.l trials, finally 
resulted in a system which seems to us to be very well a~pted 
to the character of Americ~.n institutions. It preserves a 
certo.in amount of ~.utgnomy in local matters and to an increasing 
extent it concentr~.tes national powers, powers that affect 
the nation as a whole. 

i might go i to a little more detail on the organi- 
zation of the System. ~e Federal Reserve banks are twelve 
in number and they ~.ve about twenty-five branches. The 
cotu~tr-y, for the purposes of the Federal Reserve administration, 
is divided into t're!ve districts. These districts were 
determined by a committee (%poointed by the President ~.n.d are 
su~-~osed to be, as nearly as feasible trade units, more or less 
~Luiform districts with convenient n~-.il facilities. And, the 
banks themselves are so located as to m.%ke it possible for 
the banks in every ~%rt of the territory to clear their checks 
in one d~y - all that sort of thing. ?hey took into consid- 
er~.tion a v,%riety of things, sgme of them purely merit, some 
of them connected with po!itic,~l consider,%tions, which 
usuo~lly enter into such things. On the whole, the twelve 
Federal Reserve districts,•I think, are pretty well organized 
and the locations of the Reserve cities o.re pretty good in 
relation to the facilities. 

• I do not know th:~.t I need to stop to enumerate 
the distrlcts; ,.,~,~.~..~, on the eastern border they are: 
Boston, ,Jhich includes almost all of New. England: New 
Yo~=, which comnrises largely ~ . t:.e sto.te of New York and 
some pargs of New Jersey and Connecticut; Phil:~delphia, 
which hms po.rt of Pennsylvania and part of New Jersey and 
all of Delaware; and Richmond, which include s a good deal 
of the sotltn~astern part of the country. We •here in 
.Washin.~ton bclong in one Richmond district. The Washlngton 
banks deal through the Richmond Federal Reserve B.%nk. 
Washington i.~ the N~.tional C~pital ~.nd it is the capital 
of the Federal Reserve Systcm in the sense th,%t the Bourd 
which has supervisory po~vers is in Washingt.on, but the 
~.rashington territory is served by the Richmond Federal 
Reserve Bank, 

Now within each district the o.rganizs.tion of the 
Federal Reserve System is that all b.%nks that have charters 
from the N~Aional Govcrnment must belong: they must contribute 
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to the capital of the Federal Reserve banks; they must subscribe 
six per cent of their ovm c~pital end ~ surplus. Of this six per 
cent three per cent has actually been cs~lledj the balance has 
not been called. They must belong; t hey must supply that capital~ 
they must abide by the rules and regulations of the Boardj and 
observe requirements in other matters. State banks are not obliged 
to belong, they may belong or they may notj as they see fit. If 
they choose to belong they must have certain minimum capital require- 
mcnts determined by the lawj and they must be declared by the Board 
to have the character of business that would make them apprOpriate 
for Fe.deral Reser~-e member-ship. 

There are about six thousand member beaks and perhaps nine 
thousand non-member banksj so you see that the banks that belong 
are in the minority. The member banks doj however; hold about 
eighty per cent of the deposits and of the earning assets of the 
con-~nercial banksj so while we have a minority of the banks in 
number we have in the System a considerable majority of the banking 
r,~sourccs of the country. 

~,~lat the Federal Rese1~e banks~ ov.~ned by the member banks~ 
do locally is perhaps what I ~J~ant to toll you first. The member 
l-~ I ° u~mcs~ in addmtion to having to subscribe to the capital of the 
Reserve banks~ arc obliged to hold reserves with the Federal Reserve 
bank. There is a l,.zw by which the member banks must have a certain 
amount of reserves against each kind of deposit. They have to have 
a three per cent reserve (there have been changes in that) on time 
deposits - th~-zt means deposits that are payable in more than 
thirty days - and they must have reserves of sevenj ten~ or 
thirteen p~r cent on demand dcposits~ depending on whether or not 
they are central reserve city banks (whlch are New York and Chicago)j 
or a reserve city bankj and there are about sixty reserve aities 3 or 
the others which are technically kno~ as "country', banks (some 
are in cities) that can oet by with seven per cent reserves. 

Now it is the reserves that the member banks hold v~ith 
the Federal Reserve bar~<s that are the big item in the lis~bilities 
of the Fed,~ral Reserve banks and the big item in the credit system. 
The ~,~hole capital that the Federal Reserve bsnks havej whieh the 
member bsnks have contributed~ is only a matter of one hundred 
thirty million dollars. That is a substantial figure but it is 
not largG in a set of bnr~<s whose total resources are thirteen 
billions. The deposits that the member banks hold with the 
Federal Reserve barJcs ~,re the big thing - those deposits amount 
to about seven billion dollars. 

I sc~id that the requirements are threej sevenj ten, and 
thirteen per cent of deposits. Those are the requirements in the 
l~.w as it stands~ but under recent legislation the Federal Reserve 
Board has c uthority to raise thosej not to exceed twi~c that amountj 
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and in the course of last year it did just tlat, it doubled 
• the reserve requirements. So now instead of what they were 
they are sixj fourteenj twenty, and twenty-six per cent. 
The reason they doubled the reserve requirements was because 
in the previous three years we got from abroad more than 
four billion dollars of gold, which increased the reserve 
position of the member banks and if the banks continued to 
have tl~t much reserve the Federal Reserve would not be in a 
position to exercise any influence on the credit conditions 
of the country and would not be able to discharge the 
responsibility placed upon it by Congress; therefore, it 
had to absorb that gold and make it inactive. We did at 
thor time figure out that on the basis of the reserves as 
they were and on the basis of the percentages as they then 
prevailed we could have had a credit expansion of about 
sixty billion dollars; that ~'~ould have doubled the existing 
amount of bank money and would unquestionably have led to a 
considerable amount of inflation~ which was dangerous to 
the welfare of the country. To avoid that danger~ the 
Federal Reserve raised the reserve requirements and absorbed 
three billions of that gold in additional required re servesj 
so the required reserves instead of being about three billion 
sot to be about six billion~ snd that presumably puts us in 
a better position to hsmdle a credit situation. 

Of course there remai~is the question as to how 
much more gold is ~oing to come in from abroad. It has kept 
on coming • in - two billion of gold has come in since a year 
ago this last Julyj snd recently that gold (to divert a 
little but on a subject that is related) has not been allowed 
to influence the situation because the Treasury has sterilized 
it. The Treasury has taken that gold~ instead of allowing it 
to go to the Reserve member banksj and issued securities 
against itj and by doing that they have kept the ~old from 
swelling our reserves so that there would be further danger 
of inflation. That gold is essentially out of the •picture as 
a menace so long as those measures that are adopted by the 
Treasury and the measures which have been adopted by the 
Board continue in operation. Howeverj it does raise a lot 
of questions because the Treasury has to pay interest on the 
securities that it issues against the gold. This costs the 
country some monGyj a very small amount because the securities 
are an a very low interest ratej but it does cost somothing 
to set the gold from abroad and bury it in the mountains of 
Kentucky. Howeverj it is very oheap insurance against 
inflation. It does not matter if it costs the country what 
on a national scale is the small ~ount of ten or fifteen 
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g3 
millions a year, it is much cheaper than to have the country 
flooded with undesirable credit and currency ths.t might m~ke 
all prices go up very rs~pidly. It is a good deal cheaper to 
pay a few cents in taxes apiece to prevent that rather than 
I o | n~ve one s income lose a great deal of its buying power, 
but one of the difficulties of the Federal Reserve System, 
the one it has to encounter all the tin~e, is that m.uch of 
the judgment about it is based on popular ideas without real 
understanding of how it works; consequently, the Board finds 
it a real effort, requiring a great deal of courage~ to take 
action because practically every action it takes is misunderstood. 
The reason it is misunderstood is not because of the special 
viciousness or ignorance of its critics but •because it is a 
subject on which few people have done much straight thinking. I 
think one of the tasks that we have got to undertake now (we 
should have undertaken it long ago but have not done much with 
it) is to get the public educated to an understanding of the 
fundamentals so that if the Federal Reserve banks are criti- 
cised they will be criticised on grounds on which there is 
reason for difference of opinion. The judgment always will be 
a m~t er of individuals and if one decides one way somebody 
elsu might decide the other way. Criticism is welcome and is 
~, neces~ry corrective for public action, but the trouble with 
the criticism ag6inst the Federal Reserve is that H~ost of it 
is based on complete misunderstanding of its functions; there- 
fore, it is not a criticism that one can meet, it is a criti- 
cism that misses the point~ howeverj it does have a great deal 
of popular support at t~]es. We get it on the radio - the 
accusation that the Federcl Reserve is controlled by Wall 
Street s~d run for the profit of inside bankers~ ~:nd all that 
so rt of thing. 

I should like~ before I proceed to the discussion of 
some of the credit policies, to spend a few minutes on this 
question of the profits of the Federal ~serve System: who they 
are for and who benefits from them in a financial way. I told 
you that the Federal Reserve banks h~ve about one hundred thirty 
million doll~rs of capital and that the capital is owned by the 
six thous.~nd member b~nks in proportion to their own capital 
and surplus. The Sjstem has earned since its organization 
enough to pay the six per cent dividend that is required by 
I~ to be paid on that capit~l - some eight million dollars per 
year are paid in dividends to the stockholders. I should say 
that in view of the present level of money rates that that is 
too high. It would be perfectly satisfactory to me (I ~n 
alv¢[ys vez~ fr~_nk) if that r~te of dividend were reduced to 
four or three per cent. It would be n~ore in accord with the 
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present status of money rates. Howeverj of course we have 
no choice in that matter~ that is somethir@ that has been 
determined by the law. If the law ehould ever be amended 
to reduce it I v~uld welcome it. The point is 3 howeverj 
that after the member ba~s once get the six per cent on 
their stock that is absolutely all they can ever get out 
of the Federal Reserve banks. They do notparticipate 
in any of the profit above that amount and they are not 3 
therefor~ interested in increasing the earnings of the 
Federal Reserve banks because the increase does not go to 
them. For many years everythingj above a reasonable smount 
that went into surplus~ ~ent to th~ Government. In 19~3 
that was abolished snd it now goes into the surplus of the 
Reserve bsmks to do a greater service to the public~ sa~d 
in case of liquidation it reverts to the Govermnent. There 
is no private interest in the earnings of the Federal Reserve 
b-~uks above six per cent on the capitalj and that is a minor 
amount. In very rough figures all of the Reserve banks 
in the Federsl System have e-rned about a billion dollars 
in twenty-two or twenty-three years (since the organization 
of the Federal Reserve System). That isquite a lot of 
money. That was earned by getting interest on the holdings 
of securities ~nd ~nterest on the loe~s they made to the 
member banks. Now o#that billion dolLnrs about hslf went to 
cover the expenses of the Federal Reserve System. We have 
twelve big benksj twenty-five branches~ stud a Beard here 
in Washington to support t nd natur~..lly it costs moneyj it 
costs around thirty million aoll~rs a year. A isrge part 
of those expenses are public service expenses : the printing 
and supplying of currency which has to be done for the 
count~y as a whole~ and you can see that that is a fairly 
expensive process; the printing of notes~ taking them in 
when they" are worn out snd issuing n~w ones; and seeing 
that all the bsnks al~vays h~.ve a supply of currency in the 
denominations in which they want it. It is a pretty big and 
a pret.ty expensive undert~kingj and a good part Of the 
income of the Federal Reserve banks goes for that purpose. 
I do not reme~.,ber which is the bigger of the two but the 
two big items of expense are currency s~d check clearing. 
I mean the fact that you can put your check in your own 
bsack ~nd & check against that can be sent to any part of 
the United States and be cashed at par 3 in most cases~ due 
to the fact that the check can be cleared through the 
Federal Reserve banks. There is a good mechanism here by 
which banks first clear their checks through the ReServe 
banks and then the Reserve banks clear them with each other. 
A gold settlement fund here in the Board eliminates the 
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necessity of shipping curr~ncy to clear those balances - they 
merely entail a book entry~ This has speeded up and reduced 
the cost of business settlements very materially. It has also 
done away with premiums end discounts on checks on different 
citiesj which prevailed very widely before the Federal Reserve 
System was organized. Those are the two big expenses of the 
Federal Reserve banks and they are both public service expenses - 
in ,,dc~tion~ of coursej to the expenses of performing all the 
other functi¢.ns: paying the personnel 3 ~" p~,ylng the cost of 
equipmentj etc. Half of the money the Federal Reserve bs~qks have 
e~rned since their establishment b~'~s gone into meeting those 
expenses. Of the other half sbout one-fourth is now in the 
surplus that has been added to the resources of the Reserve 
banks to be ~ ~" ~ ~w,ml~.ble for future usej and one-fourth has been 
contributed by Act of Congress to the capital of the Federal 
Deposit Insurance Corporation. Of the billion dollars earned 
by the Federsl Reserve System seven-eighths have been spent in 
one way or another for direct public service and one-eighth 
h~:,,s gone to the proprietors. That I think puts the subject 
of the Feder~l Reserve b~nks being 6perated for profit in a 
much more correct perspective. The o-~mers get one-eighth of 
the ~;~.,.~nmng~" ~ and I want to stress the point that what they 
get is fixed. I mention this again because it is awlk~lly 
i~port~_-nnt - it means that they llave no interest~ even if 
they had the po~,~rer~ in influencing policies for the purpose 
of increasing the e~.rnings of the System because their ovm 
returns would not increase. I think there is a pretty good 
safeguard there. I think it is absurd to state thet the 
Federal Reserve System is conducted for profit because its 
policies and principles~ both stated in the law and used 
constantly as guides in foznulating national policiesj are 
always on the grounds of doing the things that ~~ould best 
serve the national interest rather than for purposes of 
"'~.,rnmn~" "sj which are definitely a minor consideration. They 
c,ore a consideration only to the extent that if there were no 
earnings at all~ and tn~t has never come up~ the Feder~.,~% 
R-cserve System would have to live on its, surplus. That is 
one reason it is a good thing that it has a surplus - there 
I~,ay be times when it would l~o, ve no earnings or very snmll 
Garnings. However~ after the surplus was ~one of course 
they would have to go to Congress for appropriations and 
in that case it would be .very much more difficult to do 
the thinss that the Board ought to do because the %hings 
it has to do are a]mlost inevitably and by nature unpopular~ 
and to do unpopular things r~nd get appropriations is a task 
which you csm conccive as being very difficult. For that 
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re~son it is very important that the Fede~'.l Reserve System 
be independent in the sense of having control of its own 
resources. 

I e~ not criticising any onej although I do not 
hesitate to criticise when I have criticisms to offer, but 
I think it is quite natural that these money r,~tters are 
understood by a relatively small nm,~ber of people. It is 
very easy to get up enthusiasm in attacking the money power 
because that is naturally the butt. Therefore~ to pursue 
such policies as we have to pursuej for example such as 
this policy of absorbing three billions of reserves which 
a great many inflationis.ts think would otherwise have been 
a chic~en in the pot 3 requires being able to do it e.nd 
not having to ask for popular approval at the moment it is 
done. l~Te might get popular approval in the course of years 
when they find what it has accomplished~ but it is almost 
impossible to get it currently; thcrefore~ it is very important 
for the System to have independent funds. 

I should like now to say somethlno about the more 
definite central banking functionsj aside from the functions 
I m~tioned in connection with the expens@s~ namely supplying" 
of currency ~nd clearing of checks. These functions are more 
ne~.rly centered in national bodies and not left so much to 
the discretion of the directors of the banks. The directors 
of the b~anks themselves c.re elected by the stockholders to 
the extent of six. In each Federal Reserve bank there are 
nine directors, six of whom are elected by the member banks; 
three must be bankers and three must not be bar~cers. So 
there are the so-called Class "A" directorsj or bankers; 
Class "B" directors, who are local business men; end Class 
"C" directors~ ~-~b.o are appointed by the Board• There are 
three directors in each bank that definitely represent 
the public. Of the six that are elected by the barfl~s~ two 
are elected by s~ll banks; two by medium-sized banks~ and 
two by large banks• The idea was to give it broad repre- 
sentation and not allow it to be run by ~ay one small clique 
of bs.nks These directors '~ • n~.ve the general management of the 
twelve Federal Reserve b~ks in the sense of deciding on 
personnel matters~ on relationships with individual member 
banks~ and all that sort of thing. They arej however~ subject 
to supervision by tha Board~ which must approve all the 
salaries~ which h~-,.s the power to remove a director~ ~.nd which 
has many other powersj some of which I shall mention shortly• 
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While the general management is in the hands of the directers~ 
they are subject to very decided supervision by the Board~ 
the Board in the end having practically all the powers that 
s~re necessary to enforce an~ decisions that it v~ishes to make. 

The local banks~ aside from the mechanical functions 
of currency end check clearingj are in a position to lend 
_7_nalvldu~,~l member banks additional money when those banks 
findj for seasonal or emergency reasonsj that they haven't 
enough to meet the requirements of the neighborhood. If a 
bank finds that it hasn't enough in the autumn to meet the 
demands of all its customers and it has a legitimate denmndj 
it can take the notes of its customers and go over to the 
Feac, r~l R~serve bank 3 use thosej or other thingsj as 
col!ateral~ make a note of its o~ s~d borrow from the 
Federal Reserve bank. The fundsmental function of the 
F~~deral Reserve ba1~:s is to supply the local b~ks with ~. 
sufficient money to be able to acco~:modate cor~erce and 
business at all timesj as the is~v says~ at reasonable 
rat~s~ and if one bank gets short it can get help by 
dipping into this reservoir of co1~:unity funds. The bank 
can be helped out of a fund belcnging to the entire com;nunity. 
Even if one Federal Reserve bank is at the end of its own 
r~:,sources in meeting the needs of the colmmunity~ it can get 
help from another R~serve bank; so in the end all the resources 
in the whole country c~'n be brought to bear on any situation 
~h<~t is particularly tight. We have not had occasion to do 
that now for ma~: years because there has been an over- 
abund-cnce of funds~ but in ths. p~riod after the war when things 
¥~ere quite tight the Reserve bsnks did help each other to the 
<;xtent~ I think~ at one time of three hundred .fifty million 
dollars - shewing that it is in the end a national system even 
for those needs. 

In lending to member banks the Federal Re~vrve,~ banks 
can decide as to ~hether or not the bank is a good credit risk; 
7h~t,l~r,~, ~ ~ or not the be_nk has been so managed as to make it 
desirable to give it accommodation; whether or not it would 
be in the public interest to keep that bank 6oing or to permit 
it to expand; end they can decide other matters in connection 
vJith their relations to the individual banks. They can not; 
however~ decide by themselves what rate of interest they can 
cn_~ro,~ the member b~.nks buc~:.use the law provides that that 
rate has to be approved by the Board. The Board here in 
V~ashington can not only approve or disapprove a rate but it 
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cs~ establish a rate in case %he rate the local directors wsmt 
to establish is not a satisfactory one. The discount rate is 

~'~ c~ .l originally ~ugg~st~ or established, the law says~ by the 
IOCL~.I bark~ by the local director~ but it is subject again~ 
to use the language of the .law~ to review and deten~n~tion- " 
(not only to review but also to determination).by the Federal 
Reserve Board, That is the first big' national thing end the 
control ever it is with the Federal Reserve Board, 

The second thing that the Federal Reserve banks 
can do in the way of putting more or less funds at the 
disposal of the member banks is to engage in what we call 
"open market" ooerations. That means when the Federal 
Reserve Board finds that the bar~(s haven't enough reserve 
money (rates may be getting tight and this nay be pinching 
business L.nd th~ result is that business goes dow~) it 
deci¢~es the thing to do is to put --:. little more money into 
the market. Now thc way to put money that the Federal 
Reserve b~',r~(s have into the market is to buy securities 
that the law per~,~tsj usually Government securities. Why 
does that put money in the m-arket? The reason it puts 
money into the ~r~et is that the Federal Resei~ve ba~( 
givcs to the men from v:hom it buys the security, usually 
a discount house~ brokerj or bankj a check on itself. 
1,~hen that check is deoosited at the member bank ~mud 
later is deposited at the Federal Reserve bank it becomes 
a crec:it to some member bs~k~ and that means that the 
~.emb~r bank ~,~ii have th~.t much more money to spend - it 
is reserve money ~q~ich it can expand in a multiple way. 

Du~,~ng Government securities the Federal Feserve 
banks increas~ the supply of i~mds at the disposal of 
member bs~J~s° On the other hand~ the reverse process is that 
if ~hey sell Government securities a.'~_,~ ~ ~et a check from the 
purchaser and charge it to his account in the Reserve bc,nk~ 
that d£minishes the funds° They have t~t method of increasing 
or decreasing the amount of reserves available to the member 
banks by what we call "open market" operations. 

The other method that we have of affecting the 
reserves cf the member ba~; is raising or reducing the 
requir~ment~ s s I mentioned a while ago. That is a recent 
power° ~ can increase the amount that they must hold ~~ith 
us ,-.n~. therefore ~ecrease the amount that they can use~ or 
~e can decrease the amount that they must hold With us and 
therefore increase the amount that they can use° It is 
another p _, c~J~r for controlling the flcw of money,. 
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Alsoj we have the power now to fix the maximum rate 
on t~..~e de~ositsj w t ~ i c h  has an effect on the whole money 
structure, i~e have the power~ under the Securities and 
Exchange Law~ to fix the margins that brokers and banks must 
require when th%~ make lo,?ns on securities. The Fed4-'-ral 
Reserve Systemhas a very considerabl,~ vol~ae of v~hat might 
be called "monetary controls"~ although I always insist on 
saying that control is too strong a word. It is a matter of 
influence rather than of control - someti~es a sizeable 
influence and'sometimes a minor one. If it is ea~ influence 
that is used promptly and vigorously at the right time eaad 
if nom,~onetary elements are not so powerful as to make it 
~possible~ it can be at times a very important influence 
on the situation. I do not know whether cr not I have 
made that at all clear to those of you who have not had 
occasion to otu,~y the niatter befcre~ but I ,-nm going to 
stop ina little while end give you a charade to ask 
questions o 

I want now to say a f,-uw words about wh~-t it is 
that the Federal Reserve System aims te achieve. ~'hat does 
it use those po~,~ers for? What are its objectives? There 
are a gre~-t many people (and it comes up in Congress from 
time to time) that think L,h~t the object of the Federal 
Reserve should be the r,'~intenance of a steady level of 
prices~ ¥~holesale and ret~,ll~ sc_met~es specified and 
sometimes not specified. We have given a great deal of 
thought to that sad we ~.ve reached the conclusion that 
prices alone are not an adequate objective. In the first 
pl~<ce~ there are limits to the cxt~nt to which we can 
influence prices. Price aw~rage is only an average of 
ce~-~:~odities~ and cormnoditiesj many of them~ are influenced 
by so many circ~stances~ such as weather in the case of 
creps~ broad d~n~.n~ in the case of munltmons -things that 
ar,~ beyond our control - thereforej we can not really be 
sure that we can influ~ncG prices very effectively, 
Besides that~ it is the view of the ~ ' Bo~r~ and n\y view too~ 
that prices sre not really the objective that we are 
r, " ,- " • ~l,,.mng at because a certain amount of fluctuation in prices~ 
not violent fluctuation but mild fluctuation~ may at times 
be a desirable thing in the interest of the economy. A 
ris~ in pric~s does attract business in certain fields 
~nci a decline in prices does drive people out of those fields. 
It tends to regulate somewhat the course of business. In 
other words~ a certain flexibility in pricGs in industry isj 
in my opinion~ a stabilizing influence in business and a 
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complete elimination of it would be undesirable. I think some 
of the advocates of the price objective would agree to that 
and say: '~e ought to have certain fluctuations w~thin certain 
limits." 

But there is a-more fundamental thing about prices, 
Prices .represent things th~..t have already happened; the 
production has alre&dy taken place; the buying power in the 
hands of the public has alrcs.dy been created, Prices indicate 
a resultant of those tv~o %hings~ and it is too late frequently 
to influence a situation after it is reflected in prices, 
The time to contract is before those things have developed 
and pric~s have gone up~ and the t~~e to expand is frequently 
before prices have really fs.llen~ In other words; prices are 
a reflection of past developments and we should base our actions; 
as nearly as we can; on the forecast of the future, That is one 
resson~ and the more we have thought about it the more we have 
reached in general the conclusion~ that the objective of the 
Feder~,l Reserve policies should be to keep the r~sources of the 
country as fully employed as cs~ be continuously sustained and 
to minimize fluctuations in business; in the volume of output 
and the volu~nc o f employment, 

Theft is the broad objective which the Federal Reserve 
con~m~ers it has to cope with, It does underst~'Jr~d very 
thoroughly that it hasn't por:~rs enough to bring about that 
obje~tive~ th~t it can only contribute to it, and that it is 
n~cessary that it should be the objective of the Government 
and business ~.s a wholej to which e~,ch department of the 
Government should contribute to the best of its ability and to 
which the Fed~ral Reserve can contribute in the monetary field, 
It is not quite alone in th~'t either because there are a great 
m~i.ny po~--i~rs that the Treasury has s~d a great many things that 
the Tre:~,sury does that have an influence on conditions; 
theroforej vre have to h~.ve cooper~tion. In so far as ~e 
define our .monet~ry objectivesj ~_nd the Bos.rd recently h~-~s 
made a public st:.tem~nt of them in reply to ~ inquiry by 
~n~tor Thomas; they are to maintain economic stabilityj and 
we feel that in that field we ought to have the cooperation of 
other agencies of the Government so we can all work in the 
s~me direc.tion, Of course this coopor~,tion is alw~ys very ~ood 
although it may not always be compl~,te, I ti~ink we do some~hat 
~,~ complete coordination and complete realization of the 
influence, of Various kinds of thi~s that do not have anything 
to do with monetary m~.,t±=rs ~ ~ but do 3 as a matter of fc:ct; have 
a close connection ~';~th it, 
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z7 
I talk without notes, and without preparation~ which 

may account for the somewhat rsmbling nature of my remarks. 
At the same time~ not only do I not h~ve time to prepare a 
speech but I feel that it is more alive and more spontaneous 
if it is not too well prepared. So perhaps if I can speak 
with more interest and make the subject more ai~ve that may 
~m:ke up for the fact that it is not well organized. 

I did skip over involuntarily the asencies that 
make the decisions in the matter. I told you that the relations 
with individual member bardcs are handled largely by the boards 
of directors in the offices of the individual Reserve banks. 
Although th% Board has the right and the duty to interpret the 
law as to ~h~.t kind of loans in general can be ~Lde and what 
kind can not be made~ the actual decision as to whether or not 
tc make a specific loan is made by the local directors. The 
disccunt rates are decided by the banks; with review and 
determination by the Board~ ~d the Board has Ik~ll say over 
it. The Board has complete authority over raising or lowering 
reserve requirementsj with the banks not participating in the 

. ", • ~ The Board decision. That is an Import~.nt national power. 
i~as co=~l~te authority ow~.r determining the maximum rate that 
csn be pal<" on tin.e deposits~ and it llas compl,.;te authority 
ov~r ~ ..... ~in requirements and eden market operations; which 
I described to you. There has been an evolution - originally 
t h e y  ~m~r'.c " ~ ~ '~ . n a m a ± e a  b y  t h e  R e s e r v e  b a p k s  w i t h  t h e  B e a r d  h a v i n s  
no p a r t i c u l a r  conc , .~ rn  o v e r  t h e m .  I t  g r a d u a l l y  d e v e l o p e d  
that tlios~ open ma~'ket operations ;ue a very p(m"erful 
influ.ence. That is sometl:ing wc learned by experience. 
H o w e v e r ;  we h a d  l e a r n e d  i t  a s  e . ' , . r l y  a s  1 9 2 2 ;  ".,~,'hcn we b e g a n  
tc org'~.niz~ end to act ~, "~ ~ "" - n.~tl..n~,.lly. ,:'~e found that if one 
bar fl~ triad to e~se and ~other tried to t ishten it did not 
w o r k  ~...~_d"~-~ that the =,on~y'~ ~ ~~mrl~ets v;cre too fluid a n d  too 
• "] -* -I ~ 2- ~-" !~.t~1,~l,.~ed to make it f.~<os_blc,-.'~ ~ ',. v'~c also found that the 
bar~:s cc.uld not buy Government securities for the purpose 
of increasing their ,--~, ~ "~ " .... ~,.~nl~,~s without ~mr~..±nlsh~ng the amount 
th:.t the r:~=fl.)er ' 'r L,'...r~<s ~',crc borrowing from them; ~,~th the 
r.:~sult that the carninss did not " o-~- znc~.~oe and the situation 
b~c;:.me less sa'tmsfactcry r~.~h~r taan other,vise. So it was 
<,arly r eccgnized t~..t the Federal Reg.,rye banks can not 
individuai]y cn~sc' ~" in op,,-.n, market op;r<.tmon~- ~ " -" that that should 
be under the control of some national body. First~ however~ 
we est;'bl].shed a local w lunt~..~g comrmttoe that handled i%; 
subject t<' approval by the ~,o,,,rd Later; in 19Z.5~ that was 
inc;rpcrated in th~ law. The decisi¢,.ns were made by an open 
market c,'.u,z~ittee cunsisting of the twelve Federal Reserve 

-13- 



bank presidents or ..Governors" as they were known at that 
time, and the Bos~d had only negative power - it did not 
have any power of initiative, could only approve or disapprove - 
and the individual Reserve banks had the privilege of parti- 
cipating or not, even though the decision of the committee 

~.~t ms factory. was one way or the other. But thatway w~s uns ~ ' 
The open merket operations having become the most important 
single instrument of credit control~ to leave the situation 
where the twelve Reserve bank presidents could start it~ 
the Board could approve of it or disapprove of it, and each 
individual Reserve bar~-~ could refuse or not refuse to go 
along, made the possibilities of deadlock and disagreement 
and no action entirely too numerous. It ~,~as necessary to 
concentrate the power, so under the Banking Act of 19$5, 
after a very vigorous battle in which one pa~% v~anted the 
power to be vested entirely in the Bo~rd and one part 
wanted to retain it entirely in the beauksj a compromise 
was struck bywhich the open market convmittee~ which has 
full say in this matter~ now consists of the seven 
members of the Board in .~.shmnston and five Federal RGserve 
bank presidents el~cted regionally by the other banks. 
The Federal Reserve banks, twelve in number~ h~tve a repre- 
sent,~ tion of ~- ~ j~w~ and the Board hes a representation of 
seven. The Board has a majority in that committee but the 
others are fully represented. Of course that, does not 
necess~rily mean th~t it is al~ys a vote of Board against 
banks bec:'~use each individual acts as an individual. Some 
Bo~Id member may ~oree with the banks; the ba~<s may agree 
~-ith the Board; they may haw~ unanimous opinion. At any 
rate~ th~ power rests ~ith the co~nittee consisting of 
seven representatives of the Goveri~ent and five representa- 
tives of the banks. The representatives of the banks are 
presidents who are appointed by their boards of directors 
for five years s~d are approved by this Board, so they must 
in the end pass muster by the Geverrnuent before they set into 
their positions as presidents and before they get into the 
open m~rket committee. The Federal Open ~arket Committee 
is a co~nittee that has in recent years been the most 
important single agency in easing or tightening credit 
conditions, and that agency is controlled by Government 
representatives • and is a national body v~-ith direct national 
r~sponsibility. 

! thought that the combin~.tion of the instruments 
which ~,~e haw~., the control~ and the objectives~ would be the 
main things in the outline that I ought to give you in this 
brief talk~ and now if it is agreeable~ I shall be very 
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glad to answer such questions as you may ask. I did not 
r~fer to any of the charts because it happens that they did 
not fit in particularly with anything that I was saying. 
The charts are largely historical~ a question of events 3 and 
since I talked about organization s~d principles snd policies 
I have not had occasion to reier to them. However~ it is 
possible that some of the questions may bring out matters of 
fact in which I m~zy want to refer to the charts. 
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