
THE Al~ IITDUSTRIAL COLLEGE 
Washlngton, D. C. 

Course 1938-1939 

THE FED~J2J~LRESZ~VE SYST~ 

oy 

E. A Goldem~zser 
Director of Research and Statlstlcs 

Board of Governors of the Federal Reserve System 

October 13, 1938 

AIo nl(iW21/3S)l  



THE FRDERAL RESERVE SYSTEM 

I have come here to speak to thls class for a number of 
years and can never remember from one year to the next what I 
sa~d, However, I assume that you are al] d~fferent peoole 
and were not here last year, and therefore I do not need to 
be afraid of repeating myself. 

I suppose that what you would l~ke to know ~s somethl~ 
about the purposes and the organlzatlon of the Federal Reserve 
System, some of the pollcles and Instr~nents of pollcy, and 
perhaps somethlng about the present sltuatlon. I do not know 
how fam111ar you are wlth the set-up of the System and wlth 
the banklng problem In general, so it is a llttle dlfflcult 
for me to gauge just what I am to say. I may say some thlngs 
that sound too elementary for you and, on the other hand, I 
may posslbly mentlon some thlngs whlch are fam111ar to me 
that may not be famlllar to you and that may false some ques- 
tlons In your mlnds. If ! leave any obscure spots ~n what I 
say, I shall be glad to correct them, as fal as I can, by 
answerlng questlons. 

The Federal Reserve System, as you perhaps know, was 
organlzed in 1913, at least the law estabJlshlng it was 
passed in December 1913, and In December of thls year it will 
have been in exlstence for a quarter of a century It is a 
relatlvely new Instltutlon, because most of the central banks 
of the world are very much older. I was amused at a llttle 
incldent whlch occurred when I was in England thls summer I 
was havlng lunch at the Bank of England and Governor Norman 
picked up a piece of silver on the table and showed me that 
It was dated 1694. He sald that every plece of silver in the 
bulldlng was dated 1694 because that was the year when the 
bank was establlshed and that whenever they bought any silver 
they always trled to get some that was made In that year. 
That was rather an interestzng blt of sent&merit and also em- 
phaslzes the fact that there is a bank that has been In 
exlstence for conslderably more than two centurles, whereas 
we have been in exlstence only twenty-f lye years. 

The reasons for establlshlng the Federal Reserve System 
were very potent and very obvlous. Before the establlshment 
of the Federal Reserve System we had no mechanlsm for meetlng 
unusual demands or stralns. We had a natlonal banklng system, 
wlth natlonal bank notes whlch were secuzed by Government 
obllgatlons, and the amount of these notes could not expand 
or contract very convenlently because there was no mechanlsm 
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provlded for flexlb111ty. Consequently, when we had a buslness 
smtuatlon that was more or less boomlng and ~rhen at the same 
t~me seasonal demands were heavler because of crop movements 
and autumn trade, there would be a currency panlc. Not every 
year, but on such years as were marked by unusual actlwty. 
The latest one before the Federal Reserve System was estab- 
llshed was in 1907, vhen it assumed rather unusual ploport~ons. 
The banks in New York l~d to close and currency wss at a 
premium The reason was that we had a bar~<ing system w~th a 
r~gmd amount of currency that could not meet unusual demands, 
and w~th a system of reserves which pyramided up to New York. 
Country banks were permitted to hold part of their reserves ~n 
banks ~n reserve c~t~es, of ~a~ch there ~re~e aoout fmfty, and 
the banks mn those c~t~es ~n turn were permltted to hold half 
of their reserves at a central reserve c~ty bank, and banks mn 
New York C~ty, together w~th banks In Cbn cago and St Loums, 
had to hold their reserves ~n cash Lk~t ,~rhen the demand would 
develop, the country banks would draw the money from their c~ty 
correspondents, end the correspondents ~ turn would draw It 
from their central reserve c~ty cozrespondents, and the whole 
demand would converge on Ne~ York. There was no way of ~n- 
creasmng the funds mn New York beyond what was ~n the vaults, 
so that ~n busy years the s~tuat~on would z esult ~n panlc. 
Something had to be done to make our machinery more flexible, 
elastmc, and responsive to the needs of the people. 

A National Monetary Commlsslon was appolntea, of whmch 
Senator Aldrlch was chamrman, and It made a study and report 
recommendlng thc establls~nent of a central bank. That com- 
mlsslon was largely Republlcan, and, belng conslderably 
Influenced by the banklng polnt of vlew, set up a mechan±sm 
of a central bank largely domlnated by bankers. ,Jhen the 
Democrats came into power In 1913, they declded to reform 
the currency and the banklng system, they wanted to mod!fy 
the proposals of the Natlons] Monetary Con~nlsslon by maklng 
the system more responslve to Goverr~nent and publlc interests 
and less controlled by bankers, and also to have It more 
w~dely dlstrlbuted over the Country, lather than centered in 
one instltutlon. The management was deflnltely chapped by 
the Democratlc Congress, but the technlcal details remalned 
substantlally the same. 

The Federal Reserve System at the present tlme, and as 
it was establlshed, is composed of 12 Federal Reserve banks 
in 12 leadaD~g clt!es, and it Is supervlsed and dlrected in a 
general way in matters of natlonal po] icy by the Board of 
Governors. Locally the Federal Reserve bank has as its 
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member banks all of the natxonal banks ~n ~ts d~strlct and 
some State ba/<s. Bemng chartered by a Federal authority, 
n~t~onal bar~<s are subject naturally to the laws of Congress, 
and the requirement that they belong to the Federal Reserve 
System was ~n the or~g~n~l Federal Reserve Act. The banks 
that are cha~tered by States are not obhged to belong to 
the Federal Reserve System, but they have the pr~vllege of 
3o~nmng ~f they are el~g~ble under capital ~equ~rements, 
and ~f the r~ture of their buslness ~s such and themr condi- 
tion and m~nagement such that they make the Federal Reserve 
bank and the Boerd w~ll~ng to accept them ~nto membershlp. 
The fact ~s tk%t ~pprox~mately only 6,000 of the Ib,000 
banks ~n the co~mtry now belong to the System ~%ese ~,000 
ba~ks, hov~ever, ~ve something l~ke two-thirds of the assets 
and l~ab~l~t~es of all banks, Thus the System has control 
over a substantlal proportion of the banks, but not of the 
majority of them, and has control over a very considerable 
majormty of the assets and hab~llt~es of the banks. 

To belong to the System, s membez ban/ has to subscrlbe 
to the capltsl of the Reserve bank in its dlstrlct 6 percent 
of the bank I s own pa~d-up capltal and surplus Of that 
amount 3 percent has been c~lled and 3 percent is subject to 
call but it has not been aria Is not llkely to be celled. The 
member banks, therefore, technlcally ovm the Federal Reserve 
bali[s. They a~e the stockholders. But that ownershlp is 
not the usu~l type of ownershlp In the flrst place, It is 
a compulsory o~mershlp, slnce the bem/k ~rhlch belongs to the 
System is obllged to suhscrlbe to the capltal of the Reserve 
bank In its dlqtIlct. In the second place, the bsr~ is 
obhged to subscrlbe a speclflc amotult, 6 percent of its 
pald-up capltal and surplus. It carz~ot at its optlon in- 
crease or decrease its investment in the System. In the 
thlrd plsce, the bank cannot sel3 it~ Fedelal Reserve stock 
wlthout forfeltlng its nat~on~l charter or, ~f mt ~s a State 
bank, ~thout leaving the System. Im other '~,ords, it ~s not 
the usual type of ~nvestment It ~s more ~n the nature of a 
compulsory contrmbut~on to the cap~tsl structure of the 
Federal Reserve System. 

The member banks in a Feders~l Reserve dlstrlct elect 
slx of the nlne dlrectors of the Reserve hal/< in that 
dlstr~ct. The other three are appolnted by the ~oard, so 
that you have Government oartlclpatlon in the management to 
the extent of three dlrectors out o~ nlne, The law provldes 
that three of the slx dlrectors elected by the member banks 
must be bankers, an~ that three of them must not be bankers -- 
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they must be engaged mn ~ndustry, trade, or agrmculture an that 
d~str~ct. Of those three bankers and three non-bankers, one 
must represent the small banks, one the medaum-s~zed banks, and 
one the large banks. Thus the method ol electaon and the 
character of these d~ectors ~s determined by law, The other 
third, anclud~ng the chairman and the deputy chairman, ~s 
appomnted by the Board, so that the cent~sl authority has a 
consaderable say ~n the management of the Federal Reserve banks. 

That, however, is not all of the ~nfluence that the Govern- 
ment has over the Federal Reserve banks The Board has authority 
to remove for cause any officer or d~rector of the Federal Re- 
serve banks. It has authority to pass upon all of the salaries 
of all the employees and off~ce~s of these banks. The president 
of the bank and the f~rst wce-presadent, who are the principal 
executave officers of each bank, are appomnted by the d~rectors 
for f~ve-yea~ periods and must be approved by the Board of 
Governors. You see that the partacapatmon of the Government ~n 
the m~qagement of the Federal Reserve bank~ ~s greater tha~ 
would appear s~mply from the fact that the Board of Governors 
appoints three of the directors, In add~taon to that, all the 
~mportant anst~uments of credit pohcy that are n~t~onal an 
scope, whach wall be d~scussed later, are practically under 
the control of the Board of Governors. 

The Federal Reserve banks' autonomy, subject to law and 
superv~slon, Is merely in matters of thelr andlvmdual relatlon- 
shlps wlth indlvldual banks. They are in the posltlon to 
declde whether or not an indlvldusl bank is conductlng its 
buslness on such a basls as to justlfy msklng an advance But 
when It comes to the rate that they are to charge for that 
advance, that rate has to be aoploved by the Board. The 
Board also has power to change reserve requlrements, The 
Board, ~ath some representatlves of the ba1~s, forms the 
Federal Open Market Commlttee, in whlch the Board constatutes 
the ma3ozaty. That Commlttee h~s authorlty to declde upon 
open-market operataons. I am usang those worSs wathout ex- 
plalnlng thear meanang because I shall dascuss them later. 

All I want to say is that the Federal Reserve System Is 
a comblnatlon of prlvate o~mer~hlp wlth practlcally complete 
~ubllc control It is a combl~atlon of local dlrectorates 
and local management, wlth very deflnlte gulds~nce from 
central authorlty. It Is a dlfferent l~an~ of an inst!tutlon 
from those thet most of the other countrles of the world have. 
It is adapted to our large country, vlth Its very dlfferent 
geographlc condltaons, It creates local prlde and local 
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interest In the instltutlons by having local directors It 
leaves matters of strictly local concern, for which the 
knowledge and ±amlharity of local conditions is desirable, 
to local management, and it reserves the rlght to determine 
policies that have an Influence on the banking system as a 
whole and on the economic system of the country to the Board 
of Governors In Washlngton It thus reserves the rlght to 
determine nation~l policles to a Governmental body appointed 
by the Presldent and confirmed by the Senate 

The policles that the Federal Reserve System pursues 
are prnm%rI!y dlrected toward the regulation or the Influenc- 
~ng of the amount snd cost of money available to the public. 
By "money" in thls connection I do not mean currency alone, 
but currency and bank deposits. A~ you know, the gleat mass 
of our payments I~ not made in currency. Probably more than 
nlne-tenths of the volume of pa}~nents made in the course of 
a year are made by check on bank deposlts. So control of the 
volume of deposlts and of Check movements is more important 
in the economlc system than the control of curl ency, which in 
our set-up is only the small change of buslness. The bigger 
Item, and the much more znportant one from the point of view 
of the countryts economic activity, is checks. 

The prlnclpal metno~ by which the Federal Reserve System 
exercises control over the volume and cost of money ms through 
its influence on the reserves of member banks. We have a 
system by whlch a bank is required to keep a certain percent- 
age of its deposits as reserves, and undex the present law 
those reserves must be held at the Federal Reserve bank as 
deposlts of that member bank. The percentages as given in 
the law are: 3 percent against tlme d~poslts, and against 
net demand deposlts, 7 percent in country banks, i0 percent 
in about slxty cltles that are now kno~m as reserve cities, 
and 13 percent in the two central reserve cities, New York 
and Chicago. These percentages, as stated, are indicated in 
the law, but also the Board of Governors has been given 
authority to increase them up to doubling them, but not to 
reduce them below the amount that is indlcated in the law. 
As a matter of fact, ~th the very large inflow of gold whlch 
we have had, the Board in 1936 and 1937 u~ed the authority of 
increasing reserve requirements~ and by May 1937 they were 
doubled, so that they became 6 percent, 14 percent, 20 per- 
cent, and 26 percent, Instead of the figures just given. 
Last spring when business was going very badly and there was 
no danger of inflation in slght and some psychological 
advantage in easmn@ the situation, the requirements on demand 
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deposits were reduced by aboat one-emghth from that maxnnum, 
and on tzne deposits the requirement was reduced from 6 per- 
cent to 5 percent. 

These reserve requirements are an item of great Importance, 
because the banking system cannot expand beyond the level at 
whlch these reserves will be adequate to support Its deposits. 
When a bank makes a loan, that actlon usually results in a 
deposlt, because what hapoens, of course, when you borrow 
money at the bank Is that the bank will glve you credit on 
your account and will take your note and add it to Its assets. 
The result of the transactlon Is that your note is added to 
the assets of the bank and your deposlt Is increased. Then 
you spend the proceeds of your loan, because you would not 
borrow If you dmd not need the money, and it goes Into some 
other banh becou~e somebody comes in and deooslts it there. 
Then tl at b~nl - collects It from the orlglna-I bank. What 
happ~ns Is that de )os!ts are creatcd through loans or invest- 
ments m" d, bj the ~z~[s, out the Indlvldual banks get thelr 
deloo~it~ usuo!ly not through loans and znvestments m~de by 
themEel~cs but tl~noough loans and znvestments ma@e by some 
other ba~[[ The amount of these loans and ~nvestments Is 
izm~ted bj reserve requirements, When the bank has as many 
loans afc~ znvestments and as many deposits as can be supported 
by the amount of reserves that mt has w~th the Federal Reserve 
bank, zt can do no more - and, when thzs s~tuatzon ms general, 
the banking system can do no moz e - without borrowzng from the 
Federal Reserve banks. Anything that the System does mn ~n- 
creasing or decreaszng the reserves of the banks has a chrect 
znfluence on the amount of lendlng that the banks can do, and 
that zs our prznc~pal znfluence on the sztuatzon. It means 
that nearly all the znstruments of monetary management that 
are ~n the hands of the Federal Reserve System operate through 
their effect on the member bank reserves. 

The flrst and the most obvlous influence of control Is 
lendlng to the baDks when they are short of reserves. When 
the b~/~ is short of reserves, it can take some paper and re- 
dascount it ~llth the Federal Reserve bank, or it can make a 
bill oayable o~ its own secured by collateral. The Federal 
Reserve bank has authorlty to grant or refuse that accommoda- 
tlon In dolng that it Is supposed to be gulded by the 
behavlor of the bank. If the bank is doing good sound banklng 
buslness and is asklng for accon~]odatlon because of the needs 
of mts customers, the Federal Reserve bank Is supposed to grant 
the extenslon of credlt if the bar~ offers adequate collateral. 
If the bank is behavlng In a way that is dangerous or destruc- 
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tlve to its own exlstence and is havmrg a bad effect on the 
economlc system by fostermng speculatlon, the Federal Reserve 
bank has authormty to refuse the loan That ms what ms known 
as dlrect actlon. The Federal Reserve System has certamn 
power of dmrect actmon by grantmng or refusmng accommodatlon 
to the member banks, and that accommodation is enormously mm- 
portant to them, because mf they do not get the money, they 
cannot respond to thelr customers' demand for credmt. As a 
matter of fact, the banks wmshmng to dlscount paper probably 
have already expanded crecht and are short of reserves, whmch 
means that they have to comply with *the System's requlrements. 
That is the fmrst mnfluenoe. 

The second mnfluence whmch the Federal Reserve System can 
have ms that it can fmx the rate at whlch those loans to member 
ba~s are extended, It can make the dmscount rate hlgh or low. 
If mt feels that busmness ms mn need of more credlt, it can 
make the rate very low, as, for e~mnple, at the present tmme 
when busmness Is recovermng and there is not any evldence of 
speculatmve actmvlty The dAscount rate of the New York bank 
is ! percent and of other I{eserve banks 1 1/2 percent. 

TraA1tmonally the dlscounts and dlscount rates were the 
pnncloal elements mn the pohcy of the Federal Reserve System. 
When the System was concemved, it was thought that most of its 
control would be through these channels, but we have had very 
unusual developments in the past fmfteen or twenty years. Ever 
stance the System was estabhshed, it has been mn one way or 
another mnfluenced by war, The World War broke out the year 
the System started in operatmon, 1914, and that affected the 
System. Then after the war all the world was off geld. There 
was world-wlde mnflatmon, and a large mnflow of gold here. 
That changed the sltuatlon. Then we had the depresslon, whlch, 
mn my opmnlon, also was to a conslderable extent an aftermath 
of the war. That affected the s~tuatmon Later the threats of 
war mn Europe resulted mn an enormous mnflow of gold to thins 
country. We are now workmng under influences of threatened 
world war, w~th the consequence that the normal operatlon of 
the System, wlth the world on the gold standard s~id gold movlng 
back and forth freely, does not exlst. It has hardly ever 
exmsted s~nce the establmshment of the System. Wroth thins 
country bemng the rlchest and the safest, and wlth the World 
War havlng changed thins country from a debtor natmon to a 
credmtor natmon, the consequence is t~t there h~s always been 
a large mnflow of gold. The banks have slways had enougAh re- 
serves through that gold so that they have not been borro~vmng 
much from the Federal Reserve banks, e~cept immedlately followmng 



the war, durang the perlod of very great expanslon and specula- 
tlve actavlty around 1928 and 19~9, and at tlmes %n the recent 
depresslon Therefore, the d~scount of paper and the dlscount 
rate have not been so important in the Federal Reserve System 
as they were ormg~nally antended to be. 

Another way that the Federal Reserve System has of In- 
fluencang the volume of member bank reserves is through pur- 
chases or sales of Government securltles in the open market, 
When the Federal Reserve ba~ buys secur~tles, It gaves the 
seller a check on atself. That check, when deposlted wlth the 
Federal Reserve bank by a member bank, becomes a part of the 
member bank'~ reserve Thus when the Federal Reserve bank buys 
Government securltles, it creates reserves. On the other hand, 
when the Federal Reserve System decades that condltaons are too 
easy, and that some restralnt would be deszrable, it sells 
Government securatle£, When it sells them, at receaves checks 
whach are charged to the member banks In the end, and the smount 
of reserves of the member bauks damanlshes, Therefore, we have 
a way of ancreasang or decreaslng the member bank reserves 
through open-market operatlons. 

The more recent method whach was devised, in vlew of the 
very large inflow of gold, and of the Government's salver pohcy, 
was made by Congress an decldang that the prevalhng reserve 
requarements of 3 percent, ? percent, lO percent, and 13 percent 
were not sufflclent, and that the Board should have authorlty to 
double them. When the Board ancreases reserve requlrements, it 
in effect says to the bank, "You have a lot of reserves there, 
but you must keep a larger proportlon of them agaanst your 
deposlts; you must keep them a~le and intact, because otherwlse 
there would be a danger of InDurlous credlt expansaon " Now 
the reserve requlrements are about 1 3/4 of what they were when 
the law was passed. Even w!th the hlgh reserve reqturements, 
however, we have an enormous amount of excess reserves because 
the inflow of gold to thas country has been on a tremendous 
scale. 

The accompanylng chart shows the inflow of gold to this 
System slnce the beglnnlng of its exlstence. In the flrst 
year, 1914, there was a small loss because the people abroad 
were taklng more gold In antlclpatlon of the war. Then durlng 
the years of the World War gold was comlr~ to the Unlted States. 
In the followlng two years thls country lost a llttle, chlefly 
because the South Ameracan and Aslatlc countraes, whlch had 
bualt up balances here, took gold out. From 1921 untal 19~4 
there was a very large Inflow. Then it remalned fairly constant, 
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~mth some fluctuatlons, untll 1930. ~n that year and durlng 
a large part of 1931 there was a conslderable increase. After 
England went off gold in September 1931, and everybody lost 
confldence and wanted gold home, untll June 1932, the Unlted 
States lost a bllhon dollars, Later, gold started comlng in 
again In January 1934 the gold ~n th~s country was revalued, 
and s~nce that t~me th~s country ~s been getting gold almost 
continuously ~n a very strong stream, so t~hat now, on the 
bas~s of the new value of gold and the amount that has been 
added, there ~s fourteen b~ll~on dollars of gold ~n th~s 
country. The chart ~s so f~xed that changes ~n physmcal units 
are shown, s~nce the change ~n value ~s taken care of by the 
scales, Thus the ~ncrease early ~n 1934 sho~m on the chart 
corresponds to a phys~c~l ~ncrease rather tl~n to the ~ncrease 
due s~oly to the c~nge ~n the valuation of the gold. 

Where dld the Unlted States get this gold? Partly from 
the gold reserves of other cotuqtr~es, partlcularly France. 
The heavy gold losses by France In recent years are sho~]~ on 
the chart. Most of the other gold has come out of the ground. 
There is a current productlon of gold of more than a bllllon 
dollars a year. Thls chart shows why it Is that we have s~ch 
a great abundance of bank reserves It ms due to the tremen- 
dous amount of gold whlch has been comlng here ~- gola v,hlch 
has come partly because we pay out less to foreigners for 
goods and services than we recelve from them, but chlefly be- 
cause people throughout the worla have felt that one of the 
few safe places left to keep thelr money v~s In the Unlted 
States. So thls country has had a tremendous inflow of 
capltal, whlch results in the exchange sltuatlon that dlaws 
gold to thlo country. 

We are in a very dlfflcult sltuatlon, even ~%th exlst- 
ins instruments of control, because of thls tremendous inflow 
of gold. In splte of ~hat the Reserve System could do In the 
way of reducl~g excess l eserves, the banks have such a large 
volume that they could have a dangerous expsnslon of credlt 
w~thout havlng to resort to the System at all, 

However, thls second chart sho~rs you that the da~er, 
whlch may be potentlally very great, is not a very acute one 
at thls time because the banks have not expanded cre~t 
materlally. The top hne indlcates the total loans and in- 
vestments of the member banks. In 1929 and 1930 they were at 
the hlghest leve] on record. From then unt~l 1933 they went 
down, thls was the great deflatlon that we had. Since that 
t~me they have been rebuilt chlefly by the acqulsltlon of 
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Government securities. Then ~n 1937 and the fxrst half of 
1938 they went down again, The amount of deposits, whale 
larger than an 1929, ~s not ~ncreas~ng mater~ally. Act~vaty 
of the deposits ~s so low that thas volume ~s doxng a much 
smaller amount of work than ~t would be doxng ~f bus~ness 
were active, so that there as no ~nmed~ate danger of an an- 
flataonary s~tuat~on. There as, however, the potentaal danger 
of ate developing later, and the machinery of the Federal 
Reserve System as not at present adequate to meet thas very 
extraordinary s~tuat~on aras~ng from the enormous anflow of 
gold. 

Most of the polnts regardlng the banklng satuatlon have 
been touched on rather brlefly, and I should llke for a whale 
to speak about the economlc cond~tlons as they exast today in 
relatlon to thas bankang plcture The bankang pacture, to 
sum mt up ~n a word or two, is one where there as an enormous 
amount of reserves at the d~sposal of the banks, and where 
there as very easy money an the sense of very low anterest 
rates. There as, however, a very cautlous attatude on the 
part of banks, the lenders, owlng to thear paan/ul experlences 
of elght and ten years ago, and the~e as a cautaous attatude 
on the part of borrowers because they have had the experaence 
of flndlng themselves heavaly in debt and unab] e to pay. These 
condatlons result in no great amount of credlt belng outstand- 
ang an spite of ats ava~labmhty. 

There  i s  no zmmedlate  p r o b l e m  o f  a n f l a t a o n ,  ~n f a c t ,  
people are all very anxlous to see buslness and bank credat 
both become more actave. In the more dlstant future when the 
act~wty takes hold, there maght be the posslblllty of a run- 
away inflataon, af machanery were not developed for controllang 
it. There was a httle taste of that in 1937 when prices, for 
exsmple, went up so fast that certaln industrles were in a very 
tu~f~vorable satuatlon, partacularly bulldmng. In that andustry 
the princes of labor and the prlces of the materlals went up so 
much that the rents and prlces of fanlshed houses were no 
longer suffaclent to compensate people for produclng them, and 
bulld~ng actavlty immedlately went down agaan. 

Thls chart of the bulldlng indusgry, whlch Is one of the 
maoor industrles of the country, shows that In the 19201s 
there was a very large volume of bulldlng, between flve and 
slx hundred mllllon dollars a month In the late 19201 s, for 
bull~Ing contracts in those thlrty-seven States for whlch 
there is Informatlon Then the depresslon came and bulldlng 
went to almost nothang° It as one of those actavltles that 
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can practmcally stop. People always consume food, and they 
soon wear out their clothe~ and have to buy more But mt ms 
always possible to make houses and apartments, although they 
may not be entmrely satisfactory, do for a long whmle wmthout 
bumldmng new ones. Young people who get married may stay ~mth 
thezr p~rents, other fammhes may double up, such things happen 
• n tmmes of d~press~on, wroth the consequence that bumld~ng ms 
an mndustry that can stop ~en ~t does stop, the cond~tmon ms 
a very serious one mn the general busmness smtuatmon, because 
mt not only affects the people that are actually employed mn 
constructmon, but also the people who proauce the matermals 
that go mnto construotmon, and mt affects the ramlroads which 
haul the materials for construction, 

Bumldlng and automobmle productlon are t~,o of the most mm- 
portant indust~les of thls country tod~y 0u~ great depresslon 
wss to a conslderable extent a depression In bumldlng and In 
the productlon of machmnery and equmpment for faetorles, fatal- 
roads, and utmlmtles. Durlng the recovery bumldlng had shown 
ver~ llttle expanslon prior to 1936, and even then mt had not 
progressed nearly as far as recovery in many other !ines. 
V~en we had a set-back in 1937, balldmng becsme qumte io~ s~a~n, 
Now mt ~s gomng up, and that ~s p~obably the most hopefttl part 
of our p~cture tod~y Thms helps to mal<e one feel that unless 
somethmng goes ~aong again ~vlth the labor s~tuot~on or ~,~th the 
prmce structure we may have a substantmal, though not neces- 
sarmly unmnterrupted, rmse mn ~ndustr~al actmvzty for some 
months, and probably for much longer than that. 

The accompanylng chart sums up the productlon sltuatlon 
in a dlfferent way, It glves the total physlcal volume of 
manufacturlng productlon dlvlded into durable goods and non- 
durable goods. Durable goods include those things llke steel 
and lumber t~t go into the const~uctlon of houses and other 
bulldlngs, machlaery, and equipment, and those th~ngs llke 
automobiles tk~t are not consumed by !ndlwduals immedlately, 
but that are use8 for a long tnne. Industrlal productlon, 
~hlch includes mln!ng as well as manufacturlng, dec]tuned from 
ll9 percent of the 19~3-1925 average mn 19S9 to 6z~ percent mn 
1932. That decllne was prlnclpally in dttcable goods, not much 
in nondurable goods. The amount of food and clothmng produced 
does not fluctuate as wldely as the amovaCt of durable goods, 
partly because stocks of these goods d~sapoear qumckly, whereas 
houses and factorles last a long tnne. You can postpone your 
bulldlng of a house. The bulldlng of a new factory, or the 
replenlshlng of the ramlroadl s supply of cars, and themr 
malntenance up to a certaln pomnt, can be postponed Therefore, 
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when th~ngs go bad, at as the durable goods that go do~a~, and 
the depression was largel~ a depressaon in durable goods, of 
~h~ch bu~ld~ng ~s an Important part. ~he recovery after the 
early pa~t of 1933 was also largely ~n durable goods ~hen, 
beg~nnang last year, there was ~ decline $~t was tremendously 
precapmtous, the sharpest there has been ~n the h~story of the 
country, Thas decline was general, but most m~rked an durable 
goods. The factors that cause decl~nes are n~erous, of which 
the one that I mentioned, the mala@@~stment ~n the price struc- 
ture between wages and costs on the one hand and the price of 
fan, shed products on the oth~y, v~s the pr~ncmpal one an 1937. 
Large ~nventormes ?~ere accumulated, and la~luld~taon of these 
inventories was an ~mportant factor In the decl~ne In actavlty. 
No~ we have what looks lake a reasonably hopeful recovery, al~ 
though we are stall on a pretty low level. 

I have spent these few mlnutes on the dascusslon of the 
Industraal and economlc facts, not to appralse the present 
sltuatlon, but to Indlca%e to you tl~t the act~vlty of the 
l~ederal Reserve System In cora~ectlon ~mth its control of the 
vol~ne and cost of money ms determined always wlth reference 
to ~he busaness satuat~on and to the needs of the country. 
~hen actlvaty needs stlmulatang, we try to do wh@t we can to 
make money easy and abundant. Stall, v~qile ~,re can ~ake It easy 
for banks to lend, we 0snaot make them lend. There as always 
that last stage which as out of our control. We can create 
reserves by purchases of Government securltmes, but we cannot 
make people dra,~ checks agalnst the resulting deposlts. ~here 
is a lam~tatlon on our powers. We are ~n a posltlon to create 
a flnanclal ~'climate", If I may be permltted to phrase at that 
way, that Is favorable to the economic satuataon, and we can 
create a fananclal "clnnate" that as unfavorable and restraan- 
in~ 'Te are tryang to the best of our abllaty to get the facts 
ana to get a judgment on the %hlngs that would encourage busl- 
ness ~hea at ms slow and that would restraln !t when at becomes 
too actale, ~Vath~n the l~matataons of oul ~ power, those are the 
thlngs c~ which we are guaded, and those are the objects of our 
monetar~ policy. The Federal Reserve System, bea~ managed by 
the Government on all n~portant matters, is conducted wlth 
those an mend. 

It mlg>ht be repeated again tl~t the private o~ershlp of 
the Reserve banks by the member banks is a purely technlcal 
thing that as really more accurately descrlbed as a compulsory 
contrlbutaon to the capltal rather than as o~nershlp The 
profat motlve does not enter anto the Federal Reserve System, 
because as far as the member banks ale concerned, they can 



only get a flxed 6 percent. The Board of Governors Is not con- 
cerned wlth those dxvldends. In Its sales and its purchases of 
Government securltles, In Its determlnatlon of the dlscount 
rate, in ~ts determlnataon of the reserve requarements, it is 
gulded solely by the economlc condltlons of the country as It 
sees them The profat motlve does not enst because tl~ System 
zs under the dlrectaon of Congress, and the pohcy of the System 
as to try to accommodate commerce and buslness in such a ~y as 
to encourage at when at needs encouragement and to restraln it 
when at needs restralnl~. 

In a very brief and sketchy way I have outl!ned to you 
some of the hlgh spots in the set-up of the functlons and 
purposes of the Federal Reserve System and in the present 
eco~omIc sltuatl on. 
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